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TITLE  26— INTERNAL  REVENUE 

Chapter  I — internal  Revenue  Service, 
Department  of  the  Treasury 

Subchapter  A — Income  and  Excess 
Profits  Taxes 
(Regulations  118] 

Part  39 — Income  Tax:  Taxable  Years 
Beginning  After  December  31,  1951 

Subpart  A — Introductory  Provisions 
(Chapter  I,  Internal  Revenue  Code) 

Sec. 

39.1  Statutory  provisions;  application  of 
Chapter  1. 

89.1- 1  Scope  and  applicability  of  regula¬ 
tions. 

89.2- 3  Statutory  provisions;  cross  references 
In  Chapter  1;  classification  of  provisions 
In  Chapter  1. 

39.3- 1  Division  of  regulations. 

39.4  Statutory  provisions;  classes  of  tax¬ 
payers. 

89.4- 1  Application  of  regulations  to  special 
classes  of  taxpayers. 

Subpart  B — General  Provisions 
(Chapter  I,  Internal  Revenue  Code) 

RATES  or  TAX 

39.11  Statutory  provisions;  normal  tax  on 
Individuals. 

39.11- 1  Income  tax  on  Individuals. 

39.11- 2  Citizens  or  residents  of  the  United 
States  liable  to  tax. 

39.11- 3  Who  Is  a  citizen. 

39.12  Statutory  provisions;  surtax  on  In¬ 
dividuals. 

39.12- 1  Surtax  on  Individuals. 

39.12- 2  Limitation  on  amount  of  tax. 

39.12- 3  Combined  normal  tax  and  surtax  In 
case  of  Joint  return  of  husband  and  wife, 

39.12- 4  Surtax  In  case  of  head  of  household. 

39.13  Statutory  provisions;  normal  tax  on 
corporations. 

39.13- 1  Tax  on  corporations  In  general. 

39.14- 15  Statutory  provisions;  tax  on 
special  classes  of  corporations;  surtax  on 
corporations. 

39.15- 1  Surtax  on  corporations. 

39.15- 2  Disallowance  of  surtax  exemption 
and  minimum  excess  profits  credit. 

COMPUTATION  OF  NET  INCOME 

^•21  Statutory  provisions;  net  income. 

w.21-1  Meaning  of  net  Income. 

39.22  (a)  Statutory  provisions;  definition 
of  gross  income. 

«.22  (a)-l  What  included  In  gross  Income. 

38.22  (a) -2  Compensation  for  personal 
services. 

39.22  (a) -3  Compensation  paid  other  than 
In  ca.sh. 

^22  (a) -4  Compensation  paid  In  notes. 

too  Gross  Income  from  business. 

Mm  State  contracts. 

'J822  (a) -7  Gross  Income  of  farmers. 


Part  II  of  this  issue  is  divided 
into  two  sections.  Section  1  con¬ 
tains  §§  39.1  through  39.118-1  of 
Part  39,  Ouipter  I,  Title  26,  and 
Section  2  contains  §§  39.119  (a) 
through  39.6000-1. 


Sec. 

39.22  (a) -8  Sale  of  stock  and  rights. 

39.22  (a) -9  Sale  of  patents  and  copyrights. 

39.22  (a) -10  Sale  of  good  will. 

39.22  (a)-ll  Sale  of  real  property  in  lots. 

39.22  (a) -12  Annuities  and  Insurance  poll, 
cles. 

39.22  (a) -13  Cancellation  of  indebtedness. 

39.22  (a) -14  Creation  of  sinking  fund  by 
corporation. 

39.22  (a) -15  Acquisition  or  disposition  by 
~  a  corporation  of  Its  own  capital  stock. 

39.22  (a) -16  Contributions  to  corporation 
by  shareholders. 

39.22  (a) -17  Sale  and  purchase  by  corpo¬ 
ration  of  Its  bonds. 

36.22  (a) -18  Sale  of  capital  assets  by  cor¬ 
poration. 

39.22  (a) -19  Income  to  lessor  corporation 
from  leased  property. 

39.22  (a) -20  Gross  Income  of  corporation 
In  liquidation. 

39.22  (a) -21  Trust  Income  taxable  to  the 
grantor  as  substantial  owner  thereof. 

39.22  (a) -22  Trust  income  taxable  to  per¬ 
son  other  than  grantor. 

39.22  (a) -23  Allocations  by  cooperative 
associations;  tax  treatment  as  to  patrons. 

39.22  (b)  Statutory  provisions;  exclusions 
from  gross  Income. 

39.22  (b)-l  Exemptions:  exclusions  from 
gross  Income. 

39.22  (b)  (1)  Statutory  provisions;  exclu¬ 
sions  from  gross  Income;  life  Insurance. 

39.22  (b)  (1)-1  Life  Insurance;  amounts 
paid  by  reason  of  the  death  of  the 
Insured. 

39.22  (b)  (l)-2  Death  payment  by  em¬ 
ployer;  amounts  paid  by  reason  of  the 
death  of  an  employee. 

39.22  (b)  (2)  Statutory  provisions;  exclu¬ 
sions  from  gross  Income;  annuities,  etc. 

39.22  (b)  (2)-l  Life  Insurance;  endowment 
contracts;  amounts  paid  other  than  by 
reason  of  the  death  of  the  insured. 

39.22  (b)  (2)-2  Annuities. 

39.22  (b)  (2)-3  Transfers  of  life  Insurance, 
endowment,  or  annuity  contracts. 

39.22  (b)  (2) -4  Annuity,  etc.,  payments  in 
discharge  of  alimony  obligation. 

39.22  (b)  (2) -5  Employees’  annuities. 

39.22  (b)  (3)  Statutory  provisions;  exclu¬ 
sions  from  gross  Income;  gifts,  bequests, 
devices,  and  Inheritances. 

39.22  (b)  (3)-l  Gifts  and  bequests. 

39.22  (b)  (4)  Statutory  provisions;  exclu¬ 
sions  from  g;ro8s  income;  tax-free  In¬ 
terest. 


Sec. 

39.22  (b)  (4)-l  Interest  upon  State  obliga¬ 
tions. 

39.22  (b)  (4)-2  Dividends  from  shares  and 
stock  of  Federal  agencies  or  Instrumen¬ 
talities. 

39.22  (b)  (4) -3  Interest  upon  notes  secured 
by  mortgages  executed  to  Federal  agen¬ 
cies  or  Instrumentalities. 

39.22  (b)  (4)-4  Interest  upon  United  States 
obligations. 

39.22  (b)  (4)-5  Treasury  bond  exemption 
In  the  case  of  trusts  or  partnerships. 

39.22  (b)  (4) -6  Interest  upon  United  States 
obligations  In  the  case  of  nonresident 
aliens  and  foreign  corporations,  not  en¬ 
gaged  In  business  in  the  United  States. 

39.22  (b)  (5)  Statutory  provisions;  exclu¬ 
sions  from  gross  Income;  compensation 
for  Injuries  or  sickness. 

39.22  (b)  (6)-(9)  Statutory  provisions;  ex¬ 
clusions  from  gross  Income;  ministers; 
Income  exempt  under  treaty;  miscel¬ 
laneous;  Income  from  discharge  of 
Indebtedness. 

39.22  (b)  (9)-l  Income  from  discharge  of 
Indebtedness. 

39.22  (b)  (9)-2  Making  and  filing  of  con¬ 
sent. 

39.22  (b)  (10)  Statutory  provisions;  exclu¬ 
sions  from  gross  income;  Income  from 
discharge  of  Indebtedness  of  a  railroad 
corporation. 

39.22  (b)  (lO)-l  Income  from  discharge  of 
indebtedness  of  railroad  corporations. 

39.22  (b)  (11)  Statutory  provisions;  exclu¬ 
sions  from  gross  Income;  Improvements 
by  lessee  on  lessor’s  property. 

39.22  (b)  (ll)-l  Exclusion  from  gross  In¬ 
come  of  lessor  of  real  property  of  value 
of  Improvements  erected  by  lessee. 

39.22  (b)  (12)  Statutory  provisions;  exclu¬ 
sions  from  gross  income;  recovery  of  bad 
debts,  prior  taxes,  and  delinquency 
amounts. 

39.22  (b)  (12)-1  Recovery  of  certain  Items 
pre’.dously  deducted. 

39.22  (b)  (13)  Statutory  provisions;  exclu¬ 
sions  from  gross  Income;  additional  al¬ 
lowance  for  certain  members  of  the 
armed  forces. 

39.22  (b)  (13)-1  Compiensatlon  of  members 
of  the  armed  forces  of  the  United  States 
for  service  In  a  combat  zone  before  Janu¬ 
ary  1,  1954,  or  for  service  while  hospital¬ 
ized  as  a  result  of  such  combat-zone 
service. 

39.22  (b)  (14)  Statutory  provisions;  exclu¬ 
sions  from  gross  income;  musterlng-out 
payments  for  military  and  naval  person¬ 
nel. 

39.22  (b)  (14)-1  Musterlng-out  payments 
of  military  and  naval  forces. 

39.22  (b)  (15)  Statutory  provisions;  exclu¬ 
sions  from  gross  income;  payments  to 
encourage  exploration,  development,  end 
mining  for  defense  purposes. 
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39.22  (b)  (15)-1  Payments  to  encourage  ex¬ 
ploration,  development,  and  mining  for 
defense  pinposes. 

39.22  (b)  (16)  Statutory  provisions;  exclu¬ 
sions  from  gross  Income;  six>rts  programs 
conducted  for  the  American  National 
Red  Cross. 

39.22  (c)  Statutory  provisions;  gross  In¬ 
come;  Inventories. 

39.22  (c)-l  Need  of  Inventories. 

39.22  (c)-2  Valuation  of  Inventories. 

39.22  (c)-3  Inventories  at  cost. 

39.22  (c)-4  Inventories  at  cost  or  market, 
whichever  Is  lower. 

39.22  (c)-5  Inventories  by  dealers  In  securi¬ 
ties. 

39.22  (c)-6  Inventories  of  livestock  raisers 
and  other  farmers. 

39.22  (c)-7  Inventories  of  miners  and  man¬ 
ufacturers. 

39.22  (c)-«  Inventories  of  retail  merchants. 

39.22  (d)  Statutory  provisions;  gross  In¬ 
come;  last-in  first-out  inventory  method. 

39.22  (d)-l  Last-in  first-out  lnventc»-ies. 

39.22  ( d )  -2  Requirements  Incident  to  adop¬ 
tion  and  use  of  last-ln  first-out  Inven¬ 
tory  method. 

39.22  (d)-3  Time  and  manner  of  making 
election. 

39.22  (d)-4  Adjustments  to  be  made  by 
taxpayer. 

39.22  (d)-5  Revocation  of  election. 

39.22  (d)-6  Change  from  last-in  first-out 
inventory  method. 

39.22  (d)-7  Involuntary  liquidation  and 
replacement. 

39.22  (e)-(k)  Statutory  provisions;  cross 
references;  alimony,  etc..  Income. 

39.22  (k)-l  Alimony  and  separate  mainte¬ 
nance  pay*'.ents;  income  to  former  wife. 

39.22  (l)-(m)  Statutory  provisions;  cross 
reference:  services  of  child. 

39.22  (m)-l  Services  of  child. 

39.22  (n)  Statutory  provisions;  adjusted 
gross  income. 

39.22  (n)-l  Adjusted  gross  Income. 

39.22  (o)  Statutory  provisions;  gross  In¬ 
come;  dealers  in  short-term  municipal 
bonds. 

39.22  (o)-l  Treatment  of  bond  premiums 
In  case  of  dealers  in  tax-exempt  securi¬ 
ties. 

39.23  (a)  Statutory  provisions;  deductions 
from  gross  Income;  expenses. 

39.23  (a)-l  Business  expenses. 

39.23  (a)-2  Traveling  expenses. 

39.23  (a) -3  Cost  of  materials. 

39.23  (a) -4  Repairs. 

39.23  (a) -5  Professional  expenses. 

39.23  (a)  -6  Compensation  for  personal  serv¬ 
ices. 

39.23  (a) -7  Treatment  of  excessive  compen¬ 
sation. 

39.23  (a) -8  Bonuses  to  employees. 

39.23  (a)— 9  Pensions;  compensation  for  In¬ 
juries. 

39.23  (a)-lO  Rentals. 

39.23  (a) -11  Expenses  of  farmers. 

39.23  (a)-12  Depositors’  guaranty  fund. 

39.23  (a)— 13  Corporate  contributions. 

39.23  (a)— 14  Expenditures  for  advertising 
or  promotion  of  good  will. 

39.23  (a) -15  Nontrade  or  nonbusiness  ex¬ 
penses. 

39.23  (b)  Statutory  provisions;  deductions 
from  gross  income;  Interest. 

39.23  (b)-l  Interest. 

39.23  (c)  Statutory  provisions;  deductions 
from  gross  income;  taxes. 

39.23  (c)-l  Taxes. 

39.23  (c)-2  Federal  duties  and  excise  taxes. 

39.23  (c)-3  Taxes  for  local  benefits. 

39.23  (d)  Statutory  provisions;  deductions 
from  gross  Income;  taxes  of  shareholder 
paid  by  corporation. 

39.23  (d)-l  Tax  on  bank  or  other  stock. 

39.23  (e)  Statutory  provisions;  deductions 
from  gross  income;  losses  by  Individuals. 

39.23  (e)-l  Losses  by  Individuals. 

39.23  (e)-2  Voluntary  removal  of  buildings. 
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39.23  (e)-3  Loss  of  useful  value. 

39.23  (e)-4  Shrinkage  In  value  of  stocks. 

39.23  (e)-5  Losses  of  farmers. 

39.23  (f)  Statutory  provisions;  deductions 
from  gross  Income;  losses  by  corpmra- 
tlons. 

39.23  (f)-I  Losses  by  corporations. 

39.23  (g)  Statutory  provisions;  deductions 
from  gross  Income;  capital  losses. 

39.23  (g)-l  Capital  losses. 

39.23  (g)-2  Loss  on  stock  of  affiliate. 

39.23  (h)  Statutory  provisions;  deductions 
from  gross  Income;  wagering  losses. 

39.23  (h)-l  Wagering  losses. 

39.23  (1)  Statutory  provisions;  deductions 
from  gross  Income;  basis  for  determin¬ 
ing  loss. 

39.23  (i)-l  Basis  for  determining  loss. 

39.23  (J)-(k)  Statutory  provisions;  deduc¬ 
tions  from  gross  Income;  cross  reference; 
bad  debts. 

39.23  (k)-l  Bad  debts. 

39.23  (k)-2  Examples  of  bad  debts. 

39.23  (k)-3  Uncollectible  deficiency  upon 
sale  of  mortgaged  or  pledged  property. 

39.23  (k)-4  Worthless  bonds  and  similar 
obligations. 

39.23  (k)-5  Reserve  for  bad  debts. 

39.23  (k)-€  Nonbusiness  bad  debts. 

39.23  (1)  Statutory  provisions;  deductions 
from  gross  income;  depreciation. 

39.23  (1)-1  Depreciation. 

39.23  (l)-2  Depreciable  property. 

39.23  (l)-3  Depreciation  of  Intangible  prop¬ 
erty. 

39.23  (l)-4  Capital  sum  recoverable  through 
depreciation  allowances. 

39.23  (l)-5  Method  of  computing  deprecia¬ 
tion  allowance. 

39.23  (l)-6  Obsolescence. 

39.23  (l)-7  Depreciation  of  patent  or  copy¬ 
right. 

39.23  (l)-8  Depreciation  of  drawings  and 
models. 

39.23  (l)-9  Records  of  depreciable  property. 

39.23  (I)-IO  Depreciation  in  case  of  farmers. 

39.23  (m)  Statutory  provisions;  deductions 
from  gross  Income;  depletion. 

39.23  (m)-l  Depletion  of  mines,  oil  and  gas 
wells,  other  natural  deposits,  and  timber; 
depreciation  of  improvements. 

39.23  (m)-2  Computation  of  depletion  Of 
mines,  oil  and  gas  wells,  and  other 
natural  deposits  without  reference  to 
discovery  value  or  percentage  depletion. 

39.23  (m)-3  Computation  of  depletion  of 
mines  and  other  natural  deposits  (other 
than  those  in  respect  of  which  percent¬ 
age  depletion  Is  allowable)  on  basis  of 
discovery  value. 

39.23  (m)-4  Computation  of  depletion 

based  on  a  percentage  of  income  in  case 
of  oil  and  gas  wells. 

39.23  (m)-5  Computation  of  depletion 

based  on  percentage  of  Income  in  case 
of  certain  mines  or  other  natural  de¬ 
posits. 

39.23  (m)-6  Determination  of  cost  of  de¬ 
posits. 

39.23  (m)-7  Determination  of  fair  market 
value  of  mineral  properties.  Including  oil 
and  gas  properties. 

39.23  ( m)  -8  Revaluation  of  mineral  deposits 
not  allowed. 

39.23  (m)-9  Determination  of  mineral  con¬ 
tents  of  mines  and  of  oil  or  gas  wells. 

39.23  (m)-lO  Depletion;  adjustments  of  ac¬ 
counts  based  on  bonus  or  advanced  roy¬ 
alty. 

39.23  (m)-ll  Depletion  and  depreciation 
accounts  on  books. 

39.23  (m)-12  Statement  to  be  attached  to 
return  when  valuation,  depletion,  or  de¬ 
preciation  of  mineral  property  Is  claimed. 

39.23  (m)-13  Statement  to  be  attached  to 
rettirn  when  depletion  Is  claimed  on  per¬ 
centage  basis. 

39.23  (m)-14  Discovery  of  mines  or  other 
natural  deposits  (except  those  In  respect 
of  which  percentage  depletion  Is  allow¬ 
able  imder  $  39.23  (m)-5). 
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39.23  (m)-15  Allowable  capital  additions  in 
case  of  mines. 

39.23  (m)-16  Charges  to  capital. and  to  ex¬ 
pense  In  case  of  oil  and  gas  wells. 

39.23  (m)-17  Depreciation  In  case  of  mines. 

39.23  (m)-18  Depreciation  of  Improvements 
In  case  of  oil  and  gas  wells. 

39.23  (m)-19  Depletion  and  depreciation  of 
oil  and  gas  wells  In  years  before  1916. 

39.23  (m)-20  Capital  recoverable  through 
depletion  allowance  In  case  of  timber. 

39.23  (m)-21  Computation  of  allowance  for 
depletion  of  timber  for  given  year. 

39.23  (m)-22  Revaluation  of  timber  not  al¬ 
lowed. 

39.23  (m)-23  Depreciation  of  Improvements 
In  case  of  timber. 

39.23  (m)-24  Information  to  be  furnished 
by  taxpayer  claiming  depletion  of  tim¬ 
ber. 

39.23  (m)-25  Determination  of  fair  market 
value  of  timber. 

39.23  (m) -26  Determination  of  quantity  of 
timber. 

39.23  (m)-27  Aggregating  timber  and  land 
for  purposes  of  valuation  and  account¬ 
ing. 

39.23  (m)-28  Timber  depletion  and  de¬ 
preciation  accounts  on  books. 

39.23  (n)-(o)  Statutory  provisions;  deduc¬ 
tions  from  gross  Income;  cross  reference; 
charitable  and  other  contributions. 

39.23  (o)-l  Contributions  or  gifts  by  indi¬ 
viduals. 

39.23  (p)  Statutory  provisions;  deductions 
from  gross  income;  contributions  of  an 
employer  to  an  employees'  trust  or  an¬ 
nuity  plan  and  compensation  under  a 
deferred-payment  plan. 

39.23  (p)-l  Contributions  of  an  employer 
to  an  employees’  trust  or  annuity  plan 
and  compensation  under  a  deferred  pay¬ 
ment  plan;  in  general. 

39.23  (p)-2  Information  to  be  furnished 
by  employer  claiming  deductions. 

39.23  (p)-3  Elffect  of  section  162  (d)  of  the 
Revenue  Act  of  1942  upon  deductions 
for  contributions  paid  before  September 
1,  1942,  and  carried  over  to  succeeding 
years. 

39.23  (p)-4  Contributions  of  an  employer 
to  or  under  an  employees’  pension  trust 
or  annuity  plan  that  meets  the  require¬ 
ments  of  section  165  (a);  application  of 
section  23  (p)  (1)  (A). 

39.23  (p)-5  Pension  and  annuity  plans; 
limitations  under  section  23  (p)  (1) 
(A)  (1). 

39.23  (p)-6  Pension  and  annuity  plans; 
limitations  under  section  23  (p)  (1) 
(A)  (11). 

39.23  (p)-7  Pension  and  annuity  plans; 
limitations  under  section  23  (p)  (1) 
(A)  (ill). 

39.23  (p)-8  Pension  and  annuity  plans; 
contributions  in  excess  of  limitations 
under  section  23  (p)  (1)  (A);  applica¬ 
tion  of  section  23  (p)  (1)  (A)  (Iv). 

39.23  (p)-9  Contributions  of  an  employer 
under  an  employees’  annuity  plan 
which  meets  the  requirements  of  sec¬ 
tion  165  (a);  application  of  section  23 
(P)  (1)  (B). 

■39.23  (p)-lO  Contributions  of  an  employer 
to  an  employees’  profit-sharing  or  stock 
bonus  trust  that  meets  the  requirements 
of  section  165  (a);  application  of  section 
23  (p)  (1)  (C). 

39.23  (p)-ll  Contributions  of  an  employer 
under  a  plan  that  does  not  meet  the  re¬ 
quirements  of  section  165  (a);  appll®*’ 
tlon  of  section  23  (p)  (1)  (D). 

39.23  (p)-12  Contributions  of  an  employe 
where  deductions  are  allowable  under 
section  23  (p)  (1)  (A)  or  (B)  and  ^ 
under  section  23  (p)  (1)  (C):  appUc*' 
tlon  of  section  23  (p)  (1)  (F). 

39.23  (q)  Statutory  provisions;  deductl^ 
from  gross  Income;  charitable  and  otD 
contributions  by  corporations- 
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39.23  (q)-l  Contributions  or  gifts  by  cor¬ 
porations. 

39J23  (r)  Statutory  provisions;  deductions 
from  gross  Income;  dividends  paid  by 
banking  corporations. 

39.23  (r)-l  Dividends  paid  by  mutual  sav¬ 
ings  banks,  building  and  loan  associa¬ 
tions,  and  cooperative  banks. 

39.23  (r)-2  Dividends  paid  by  certain  bank¬ 
ing  corporations  other  than  mutual  sav¬ 
ings  banks,  building  and  loan  associa¬ 
tions,  and  cooperative  banks. 

39.23  (s)-(u)  Statutory  provisions;  deduc¬ 
tions  from  gross  Income;  cross  refer¬ 
ences;  alimony,  etc.,  payments. 

39.23  (u)-l  Periodic  alimony  payments. 

39.23  (v)-(x)  Statutory  provisions;  deduc¬ 
tions  from  gross  Income;  cross  refer¬ 
ences;  medical,  dental,  etc.,  expenses. 

3923  (x)-l  Medical,  dental,  etc.,  expenses. 

3923  (y)-(z)  Statutory  provisions;  deduc¬ 
tions  from  gross  income;  deduction  for 
the  blind;  amounts  representing  taxes 
and  interest  paid  to  cooperative  apart¬ 
ment  corporation. 

3923  (z)-l  Amounts  representing  taxes  and 
Interest  paid  to  cooperative  apartment 
corporation. 

39.23  (aa)  Statutory  provisions;  deductions 
from  gross  Income;  optional  standard 
deduction  for  Individuals. 

39.23  (aa)-l  Standard  deduction. 

39.23  (bb)  Statutory  provisions;  deductions 
from  gross  income;  circulation  expendi¬ 
tures. 

39.23  (bb)-l  Circulation  exp>enditures. 

3923  (cc)  Statutory  provisions;  deductions 
from  gross  Income;  deduction  of  ex¬ 
penditures  paid  or  Incurred  for  the  de¬ 
velopment  of  mines  or  other  natural 
deposits. 

39.23  (cc)-l  Mine  development  expendi¬ 
tures. 

3923  (dd)  Statutory  provisions;  deductions 
from  gross  Income;  repayment  by  mu¬ 
tual  savings  banks,  etc.,  of  certain  loans. 

3923  (dd)-7.  Repayment  of  certain  loans  by 
mutual  savings  banks,  building  and  loan 
associations,  and  cooperative  banks. 

39.23  (ee)-(ff)  Statutory  provisions;  deduc¬ 
tions  from  gross  Income;  cross  reference; 
exploration  expenditures. 

99.23  (fT)-l  Discovery  or  exploration  ex- 
petiditures. 

39.24  (a)  Statutory  provisions;  Items  not 
deductible;  In  general. 

39.24  (a)-l  r3rsonal  and  family  expenses. 

39.24  (a) -2  Capital  expenditures. 

*9.24  (a)-3  Premiums  on  business  Insur¬ 
ance. 

3924  (a) -4  Amounts  allocable  to  exempt 
Income. 

3024  (a) -5  Single  premium  life  Insurance 
or  endowment  contracts. 

*924  (a) -6  Taxes  and  carrying  charges 
chargeable  to  capital  account  and 
treated  as  capital  Items. 

*9 -24  (b)  Statutory  provisions;  Items  not 
deductible;  losses  from  sales  or  ex¬ 
changes  of  property. 

39.24  (b)-l  Losses  from  sales  or  exchanges 
between  certain  classes  of  persons. 

39.24  (c)  Statutory  provisions;  Items  not 
deductible;  unpaid  expenses  and  In¬ 
terest. 

3924  (c)-l  Disallowance  of  deductions  for 
unpaid  expenses  and  Interest. 

39.24  (d)  Statutory  provisions;  Items  not 
deductible;  holders  of  life  or  terminable 
Interest. 

3924  (d)-l  Life  or  terminable  Interest. 

3924  (e)-(f)  Statutory  provisions;  Items 
not  deductible;  cross  references;  ex¬ 
penses  attributable  to  unharvested  crops 
sold  with  land. 

39.24  (f)-i  Items  attributable  to  an  unhar¬ 
vested  crop  sold  with  the  land. 

CREDITS  AGAINST  NET  INCOME 

3925  Statutory  provisions;  credits  of  In¬ 
dividual  against  net  Income. 
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39.25- 1  Credits  of  Individuals  for  purpose  of 
normal  tax. 

39.25- 2  Credits  of  Individuals  for  purpose 
of  normal  tax  and  surtax. 

39.26  (a)  Statutory  provisions;  credits  of 
corporations;  Interest  on  obligations  of 
the  United  States  and  Its  Instrumentali¬ 
ties. 

39.26  (a)-l  Credit  of  corporation  for  In¬ 
terest  on  obligations  of  the  United  States 
and  Its  instrumentalities. 

39.26  (b)  Statutory  provisions;  credits  of 
corporations;  dividends  received. 

39.26  (b)-l  Credit  for  dividends  received. 

39.26  (c)  Statutory  provisions;  credits  of 
corporations;  net  operating  loss  of  pre¬ 
ceding  year. 

39.26  (c)-l  Credit  of  corporation  for  net 
operating  loss  of  preceding  year. 

39.26  (d)  Statutory  provisions;  credits  of 
corporations;  earnings  or  profits  of  bank 
affiliates. 

39.26  (d)-l  Bank  affiliates. 

39.26  (e)-{h)  Statutory  provisions;  credits 
of  corporations;  cross  references;  divi¬ 
dends  paid  on  certain  preferred  stock. 

39.26  (h)-l  Credit  for  dividends  paid  on 
preferred  stock  of  public  utilities. 

39.26  (1)  Statutory  provisions;  credits  of 
corporations;  percentage  of  normal-tax 
net  Income  of  Western  Hemisphere  trade 
corporations. 

39.26  (1)-1  Credit  of  Western  Hemisphere 
trade  corporations. 

39J27  (a)  Statutory  provisions;  corporation 
dividends  paid  credit;  definition. 

39.27  (a)-l  Dividends  paid  credit. 

39.27  (b)  Statutory  provisions;  corporation 
dividends  paid  credit;  basic  surtax  credit. 

39.27  (b)-l  Basic  surtax  credit. 

39.27  (b)-2  Dividends  paid. 

39.27  (c)  Statutory  provisions;  corporation 
dividends  paid  credit;  dividend  carry¬ 
over. 

39.27  (c)-l  Dividend  carry-over. 

39.27  (d)  Statutory  provisions;  corporation 
dividends  paid  credit;  dividends  In  kind. 

39.27  (d)-l  Dividends  In  kind. 

39.27  (e)  Statutory  provisions;  corporation 
dividends  paid  credit;  dividends  In  obli¬ 
gations  of  the  corporation. 

39.27  (e)-l  Dividends  in  obligations  of  the 
corporation.  ~ 

39.27  (f)  Statutory  provisions;  corporation 
dividends  paid  credit;  taxable  stock 
dividends. 

39.27  (f)-l  Taxable  stock  dividends. 

39.27  (g)  Statutory  provisions;  corporation 
dividends  paid  credit;  distributions  In 
liquidation. 

39.27  (g)-l  Dividends  paid  credit  for  dis¬ 
tributions  in  liquidation. 

39.27  (h)  Statutory  iwovisions;  corporation 
dividends  paid  credit;  preferential  divi¬ 
dends. 

39.27  (h)-l  Preferential  distributions. 

39.27  (1)  Statutory  provisions;  corporation 
dividends  paid  credit;  nontaxable  dis¬ 
tributions. 

39.27  (1)-1  Nontaxable  distributions. 

39.28  (a)  Statutory  provisions;  consent 
dividends  credit;  definitions. 

39.28  (a)-l  Consent  stock. 

39.28  (a) -2  Preferred  dividends. 

39.28  (a) -3  Consent  dividends  day. 

39.28  (a) -4  Consent  distribution. 

39.28  (a) -5  Partial  distribution. 

39.28  (a) -6  Preferential  distribution. 

39.28  (b)  Statutory  provisions;  consent  div¬ 
idends  credit;  corporations  not  entitled 
to  credit. 

39.28  (b)-l  Payment  of  preferred  dividends. 

39.28  (b)-2  Liquidation  of  consent  stock. 

39.28  (c)  Statutory  provisions;  consent  div¬ 
idends  credit;  allowance. 

38.28  (c)-l  Amount  of  consent  dividends 
credit. 

39i28  (d)  Statutory  provisions;  consent  div¬ 
idends  credit;  shareholders’  consents. 

39.28  (d)-l  Making  and  tiling  of  consents. 
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39.28  (d)-2  Consent  distribution  must  be 
nonpreferentlal. 

39.28  (e)  Statutory  provisions;  consent  div¬ 
idends  credits;  consent  distribution  as 
part  of  entire  distribution. 

39.28  (e)-l  Consent  and  partial  distribu¬ 
tions  to  be  considered  together. 

39.28  (f )  Statutory  provisions;  consent  div¬ 
idends  credit;  taxability  of  amounts 
specified  In  consents. 

39.28  (f)-l  Taxability  of  amounts  specified 
In  consents. 

39.28  (g)  Statutory  provisions;  consent  div¬ 
idends  credit;  corporate  shareholders. 

39.28  (g)-l  Treatment  of  amount  specified 
In  consent  of  corporate  shareholder. 

39.28  (h)-{l)  Statutory  provisions;  consent 
dividends  credit;  basis  of  stock  in  hands 
of  shareholders;  effect  on  capital  account 
of  corporation. 

39.28  (1)-1  Effect  on  basis  of  stock  In  hands 
of  shareholders  and  capital  account  of 
corporation. 

39.28  (J)  Statutory  provisions;  tonsent  dlv- 
dends  credit;  amounts  not  included  In 
shareholder's  return. 

CKEDITS  AGAINST  TAX 

39.31-35  Statutory  provisions;  credits 
against  tax;  taxes  of  foreign  countries 
and  possessions  of  United  States;  cross 
references;  tax  withheld  on  wages. 

39.35- 1  Credit  for  tax  withheld  on  wages. 

39.35- 2  Credit  for  "special  refunds”  of  em¬ 
ployee  social  security  tax. 

ACCOUNTING  PERIOI>S  AND  METHODS  OF 
ACCOUNTING 

39.41  Statutory  provisions;  accounting  pe¬ 
riods  and  methods  of  accounting;  general 
rule. 

39.41- 1  Computation  of  net  Income. 

39.41- 2  Bases  of  computation  and  changes 
In  accounting  methods. 

39.41- 3  Methods  of  accounting. 

39.41- 4  Accounting  period. 

39.42  Statutory  provisions;  accounting  pe¬ 
riods  and  methods  of  accounting;  period 
In  which  'terns  of  gross  Income  Included. 

39.42- 1  When  Included  In  gross  Income. 

39.42- 2  Income  not  reduced  to  possession. 

39.42- 3  Examples  of  constructive  receipt. 

39.42- 4  Long-term  contracts. 

39.42- 5  Subtraction  for  redemption  of  trad¬ 
ing  stamps. 

39.42- 6  Noninterest-bearing  obligations  Is¬ 
sued  at  discount. 

39.42- 7  Short-term  obligations  Issued  on 
discount  basis. 

39.43  Statutory  provisions;  accounting  pe¬ 
riods  and  methods  of  accounting;  period 
for  which  deductions  and  credits  taken. 

39.43- 1  "Paid  or  inexured”  and  "paid  or 
accrued.” 

39.43- 2  When  charges  deductible. 

39.44  Statutory  provisions;  accounting  pe¬ 
riods  and  methods  of  accounting;  in¬ 
stallment  basis. 

39.44- 1  Sale  of  personal  property  on  Install¬ 
ment  plan. 

39.44- 2  Sale  of  real  property  Involving  de¬ 
ferred  payments. 

39.44- 3  Sale  of  real  property  on  Installment 
plan. 

39.44- 4  Deferred-payment  sale  of  real  prop¬ 
erty  not  on  Installment  plan. 

39.44- 5  Gain  or  loss  upon  disposition  of 
Installment  obligations. 

39.45  Statutory  provisions;  accounting  pe¬ 
riods  and  methods  of  accounting;  allo¬ 
cation  of  Income  and  deductions. 

39.45- 1  Determination  of  the  taxable  net 
Income  of  a  controlled  taxpayer. 

39.46  Statutory  provisions;  accounting  pe¬ 
riods  and  methods  of  aoountlng;  change 
of  accounting  period. 

39.46- 1  Change  of  accounting  period. 

39.47  Statutory  provisions;  accounting  pe¬ 
riods  and  methods  of  accounting;  re¬ 
turns  for  periods  of  less  than  12  months. 
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39.47- 1  Retiirns  for  periods  of  less  than  12 
months. 

39.47- 2  Returns  for  period  of  less  than  12 
months  on  account  of  a  change  In  ac¬ 
counting  period. 

39.48  Statutory  provisions;  accounting  pe¬ 
riods  and  methods  of  accounting;  defini¬ 
tions. 

BETTTRKS  AND  PAYMENT  OP  TAX 

t9.51  Statutory  provisions;  returns  and  pay¬ 
ment  of  tax;  individual  returns. 

89.51- 1  Individual  returns. 

39.51- 2  Form  of  return. 

39.51- 3  Return  of  income  of  minor. 

39.51- 4  Verification  of  returns. 

39.51- 5  Use  of  prescribed  forms. 

39.52  Statutory  provisions;  returns  and  pay¬ 
ment  of  tax;  corporation  returns. 

39.52- 1  Corporation  returns. 

39.52- 2  Returns  by  receivers. 

39.53  Statutory  provisions;  returns  and  pay¬ 
ment  of  tax;  time  and  place  for  filing 
returns. 

39.53- 1  Time  for  filing  returns. 

39.53- 2  Extension  of  time  for  filing  returns. 

39.53- 3  Extensions  of  time  in  the  case  of 
foreign  organizations,  certain  domestic 
corporations,  citizens  of  United  States 
residing  or  traveling  abroad,  and  non- 
taxabla  rettirns  of  fiduciaries  for  estates 
or  trusts. 

39.53- 4  Due  date  of  return. 

39.53- 5  Place  for  filing  individual  returns. 

39.54  Statutory  provisions;  returns  and  pay¬ 
ment  of  tax;  records  and  special  returns. 

39.54- 1  Records  and  income  tax  forms. 

39.55  Statutory  provisloiu;  returns  and 
payment  of  tax;  publicity  of  returns. 

39.5^1  Inspection  of  returns. 

39  56  Statutory  provisions;  returns  and 
payment  of  tax;  payment  of  tax. 

39.56- 1  Date  on  which  tax  shall  be  paid. 

39.56- 2  Extension  of  time  for  payment  of 
the  tax  or  part  or  installment  thereof. 

39.56- 3  When  fractional  part  of  cent  may  be 
disregarded. 

39.56- 4  Receipts  for  tax  payments. 

39.57  Statutory  provisions;  returns  and  pay¬ 
ment  of  tax;  examination  of  returns  and 
determination  of  tax. 

39.57- 1  Examination  of  return  and  deter¬ 
mination  of  tax  by  the  Commissioner. 

39.58  (a)  Statutory  provisions;  returns  and 
payment  of  tax:  declaration  of  estimated 
tax  by  individuals;  requirement  of 
declaration. 

39.58  (a)-l  Declarations  of  estimated  tax. 

39.58  (b)  Statutory  provisions;  returns  and 
payment  of  tax;  declaration  of  estimated 
tax  by  Individuals;  contents  of  declara¬ 
tion. 

39.58  (b)-l  Form  and  contents  of  declara¬ 
tion  of  estimated  tax. 

39.58  (b)-2  Use  of  prescribed  forms. 

39.58  (c)  Statutory  provisions;  returns  and 
payment  of  tax;  declaration  of  estimated 
tax  by  individuals:  Joint  declaration  by 
husband  and  wife. 

39.58  (c)-l  Joint  declarations  by  husband 
and  wife. 

39.58  (dl  Statutory  provisions;  returns  and 
payment  of  tax;  declaration  of  estimated 
tax  by  individuals;  time  and  place  for 
filing. 

39.58  (d)-l  Time  and  place  for  filing  decla¬ 
rations. 

39.58  (e)  Statutory  provisions;  returns  and 
payment  of  tax;  declaration  of  estimated 
tax  by  individuals;  extension  of  time. 

39.58  (e)-l  Elxtenslon  of  time  for  filing 
declarations. 

39.58  (f)-(h)  Statutory  provisions;  returns 
and  payment  of  tax;  declaration  of  esti¬ 
mated  tax  by  individuals;  persons  under 
disability;  signatures  presumed  correct; 
publicity  of  declaration. 

39.58  (h)-l  Publicity  of  returns. 

39.59  Statutory  provisions;  returns  and  pay¬ 
ment  of  tax;  payment  of  estimated  tax. 
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39.59- 1  Payment  of  estimated  tax. 

39.60  Statutory  provisions;  returns  and 
payment  of  tax;  special  rules  for  appli¬ 
cation  of  sections  58  and  59. 

39.60- 1  Farmers. 

39.60- 2  Short  taxable  years. 

39.60- 3  Fiscal  years. 

MISCELLANEOTTS  PROVISIONS 

39.61- 64  Statutory  provisions;  miscellane¬ 
ous  provisions;  laws  made  applicable; 
rules  and  regulations;  publication  of 
statistics;  definitions. 

Subpart  C — Supplemental  Provsions 
(Chapter  1,  Internal  Revenue  Code) 

supplement  a - BATES  OF  TAX 

39.101  Statutory  provisions;  exemptions 
from  tax  on  corporations;  in  general. 

39.101- 1  Proof  of  exemption;  annual  re¬ 
turns. 

39.101- 2  Limitations  on  exemption. 

39.101  (1)  Statutory  provisions;  exemp¬ 
tions  from  tax  on  corporations;  labor, 
agricultural,  or  horticultural  organiza¬ 
tions. 

39.101  (1)-1  Labor,  agricultural,  and  horti¬ 
cultural  organizations. 

39.101  (2) -(3)  Statutory  provisions;  ex¬ 
emptions  from  tax  on  corporations;  mu¬ 
tual  savings  banks;  fraternal  beneficiary 
societies,  orders,  or  associations. 

39.101  (3)-l  Fraternal  beneficiary  societies. 

39.101  (4)  Statutory  provisions;  exemptions 
from  tax  on  corporations;  credit  unions, 
etc. 

39.101  (4)-l  Credit  unions  and  mutual  in¬ 
surance  funds. 

39.101  (5)  Statutory  provisions;  exemptions 
from  tax  on  corporations;  cemetery  com¬ 
panies. 

39.101  (5)-l  Cemetery  companies. 

39.101  (6)  Statutory  provisions;  exemptions 
from  tax  on  corporations;  religious, 
charitable,  etc.,  organizations. 

39.101  (6)-l  Religious,  charitable,  scientific, 
literary,  and  educational  organizations 
and  community  chests. 

39.101  (7)  Statutory  provisions;  exemp¬ 
tions  from  tax  on  corporations;  business 
leagues,  etc. 

39.101  (7)-l  Business  leagues,  chambers  of 
commerce,  real  estate  boards,  and  boards 
of  trade. 

39.101  (8)  Statutory  provisions;  exemptions 
from  tax  on  corporations;  civic  organi¬ 
zations. 

39.101  (8)-l  Civic  leagues  and  local  associa¬ 
tions  of  employees. 

39.101  (9)  Statutory  provisions;  exemp¬ 

tions  from  tax  on  corporations;  social 
clubs. 

39.101  (9)-l  Social  clubs. 

39.101  (10)  Statutory  provisions;  exemp¬ 
tions  from  tax  on  corporations;  benevo¬ 
lent  life  insurance  associations  and 
mutual  or  cooperative  companies. 

39.101  (lO)-l  Local  benevolent  life  insur¬ 
ance  associations,  mutual  irrigation  and 
telephone  companies,  and  like  organi¬ 
zations. 

39.101  (11)  Statutory  provisions;  exemp¬ 
tions  from  tax  on  corporations;  mutual 
Insurance  organizations  other  than  life 
or  marine. 

39.101  (ll)-l  Mutual  insurance  companies 
or  associations. 

39.101  (12)  Statutory  provisions;  exemp¬ 
tions  from  tax  on  corporations;  coopera¬ 
tive  farmers’,  fruit  growers,  etc.,  associa¬ 
tions. 

39.101  (12)-1  Farmers’  cooperative  market¬ 
ing  and  purchasing  associations;  require¬ 
ments  for  exemption  under  section  101 
(12)  (A). 

39.101  ( 12 )  -2  Tax  treatment  of  farmers’  co¬ 
operative  marketing  and  purchasing 
associations  exempt  under  section  101 
(12)  (A). 


39.101  (12) -3  Manner  of  taxation  of  coojv 
erative  associations  subject  to  sectios 
101  (12). 

39.101  (12)-4  Patronage  dividends,  rebates, 
or  refunds;  treatment  as  to  cooperative 
associations  entitled  to  tax  treatment 
under  section  101  (12)  (B). 

39.101  (13)  Statutory  provisions;  exemp¬ 
tions  from  tax  on  corporations;  corpora¬ 
tions  organized  to  finance  crop  opera¬ 
tions. 

39.101  (13)-1  Corporations  organized  to 

finance  crop  operations. 

39.101  (14)  Statutory  provisions;  exemp¬ 
tions  from  tax  on  corporations;  corpora¬ 
tions  organized  to  hold  title  to  property 
for  exempt  organizations. 

39.101  (14)-1  Corporations  organized  to 

hold  title  to  property  for  exempt 
organizations. 

39.101  (15) -(18)  Statutory  provisions;  ex¬ 
emptions  from  tax  on  corporations;  In¬ 
strumentalities  of  the  United  States: 
employees’  beneficiary  associations; 
teachers’  retirement  fund  associations; 
religious  or  apostolic  organizations. 

39.101  (18)-1  Religious  or  apostolic  asso¬ 
ciations  or  corporations. 

39.101  (19)  Statutory  provisions;  exemp¬ 
tions  from  tax  on  corporations;  em¬ 
ployees’  beneficiary  associations. 

39  102  Statutory  provisions;  surtax  on  cor¬ 
porations  improperly  accumulating 
surplus. 

39.102- 1  Taxation  of  corporation  formed  or 
utilized  for  avoidance  of  surtax. 

39.102- 2  Purpose  to  avoid  surtax;  evidence; 
burden  of  proof;  definition  of  holding  or 
investment  company. 

39.102- 3  Unreasonable  accumulation  of 
profits. 

39.102- 4  Computation  of  undistributed  sec¬ 
tion  102  net  income. 

39.103- 104  Statutory  provisions;  tax  on  citi¬ 
zens  and  corporations  of  certain  foreign 
countries;  banks  and  trust  companies. 

39.104- 1  Tax  on  banks. 

39.104- 2  Mutual  savings  banks,  building  and 
loan  associations,  and  cooperative  banks. 

39.105  Statutory  provisions;  sale  of  oil  or 
gas  properties. 

39.105- 1  Surtax  on  sale  of  oil  or  gas  proper¬ 
ties. 

39.106  Statutory  provisions;  claims  against 
United  States  involving  acquisition  of 
property. 

39.106- 1  Surtax  on  certain  amounts  received 
from  the  ■'"nlted  States. 

39.107  Statutory  provisions;  compensation 
for  services  rendered  for  a  period  of  36 
months  or  more  and  back  pay. 

39.107- 1  Personal  services. 

39.107- 2  Artistic  work  or  invention. 

39.107- 3  Back  pay  attributable  to  prior 
taxable  years. 

39.108  Statutory  provisions;  fiscal  year  tax¬ 
payers. 

39.108- 1  Computation  of  tax  of  individuals 
for  taxable  years  beginning  in  1953  and 
ending  in  1954. 

39.108- 2  Computation  of  tax  of  corpora¬ 
tions  for  taxable  years  beginning  before 
April  1,  1954,  and  ending  after  March  31, 
1954. 

39.109  Statutory  provisions;  Western  Hemi¬ 
sphere  trade  corporations. 

39.109- 1  Western  Hemisphere  trade  corpora¬ 
tions. 

39.110  Statutory  provisions;  mutual  savings 
banks  conducting  life  insurance  business. 

39.110- 1  Mutual  savings  banks  conducting 
life  insurance  business. 

SUPPLEMENT  B - COMPUTATION  OP  NET  INCOM* 

39.111  Statutory  provisions;  determination 
of  amount  of,  and  recognition  of,  gain 
or  loss. 

39.111- 1  Computation  of  gain  or  loss. 

39.112  (a)  Statutory  provisions;  recognition 
of  gain  or  loss;  general  rule. 

39.112  (a)-l  Sales  or  exchanges. 
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39.111  (a)-2  Use  of  term  "assumption  of 
liabilities.” 

39.112  (b)  (1)  Statutory  provisions;  recog¬ 
nition  of  gain  or  loss;  exchanges  solely 
In  kind:  property  held  for  productive 
use  or  Investment. 

39.112  (b)  (1)-1  Property  held  for  produc¬ 
tive  use  In  trade  or  business  or  for  In- 
vestirent. 

39112  (b)  (2)  Statutory  provisions;  recog¬ 
nition  of  gain  or  loss;  exchanges  solely 
In  kind;  stock  for  stock  of  same  corpora¬ 
tion. 

39.112  (b)  {2)-l  Stock  for  stock  of  the  same 
corporation. 

39.112  (b)  (3)-(5)  Statutory  provisions;  rec¬ 
ognition  of  gain  or  loss;  exchanges  solely 
In  kind;  stock  for  stock  on  reorganiza¬ 
tion;  gain  of  corporation:  transfer  to 
corporation  controlled  by  transferor. 

39.112  (b)  (5)-l  Transfer  of  property  to 
corporation  controlled  by  transferor. 

39.112  (b)  (5)-2  Treatment  of  assumptions 
of  liabilities. 

39.112  (b)  (5) -3  Records  to  be  kept  and 
Information  to  be  filed. 

39.112  (b)  (6)  Statutory  provisions;  recog¬ 
nition  of  gain  or  loss;  exchanges  solely 
In  kind;  property  received  by  corpora¬ 
tion  on  complete  liquidation  of  another. 

39.112  (b)  (6)-l  Distributions  In  liquida¬ 
tion  of  subsidiary  corporation. 

39.112  (b)  (6) -2  Liquidations  completed 

within  one  taxable  year. 

39.112(b)  (6) -3  Liquidations  covering  more 
than  one  taxable  year. 

39.112  (b)  (6) -4  Distributions  In  liquida¬ 
tion  as  affecting  minority  Interests. 

39.112  (b)  (6) -5  Records  to  be  kept  and  In¬ 
formation  to  be  filed  with  return. 

39.112  (b)  (7)  Statutory  provisions;  recog¬ 
nition  of  gain  or  loss;  exchanges  solely 
In  kind;  election  as  to  recognition  of 
gain  In  certain  corporate  liquidations. 

39.112  (b)  (7)-l  Corporate  liquidation  In 
calendar  month  In  1952. 

39.112  (b)  (7)-2  Qualified  electing  share¬ 
holder. 

39.112  (b)  (7) -3  Making  and  filing  of  writ¬ 
ten  elections. 

39.112  (b)  (7)-4  Treatment  of  gain. 

39.112  (b)  (7)-5  Records  to  be  kept  and  In¬ 
formation  to  be  filed  with  return. 

39.112  (b)  (8) -(9)  Statutory  provisions; 

recognition  of  gain  or  loss;  exchanges 
solely  In  kind;  exchanges  and  distribu¬ 
tions  In  obedience  to  orders  of  Securities 
and  Exchange  Commission;  property 
transfers  on  certain  railroad  reorganiza¬ 
tions. 

39.112  (b)  (9)-l  Nonrecognition  of  loss 
upon  transfer  of  property  of  railroad 
corporation. 

39.112  (b)  (10)  Statutory  provisions;  rec¬ 
ognition  of  gain  or  loss;  exchanges  solely 
In  kind;  transfers  of  property  on  reor¬ 
ganization  of  corporations  In  certain 
receivership  and  bankruptcy  proceed¬ 
ings. 

39.112  (b)  (lO)-l  Transfer  of  property  of 
Insolvent  corporation  In  corporate  reor¬ 
ganization  receivership  proceeding. 

39112  (b)  (10)-2  Records  to  be  kept  and 
Information  to  be  filed. 

39.112  (b)  (11)  Statutory  provisions;  rec¬ 
ognition  of  gain  or  loss;  exchanges  solely 
in  kind;  distribution  of  stock  not  In 
liquidation. 

39.112  (b)  (ll)-l  Certain  distributions  of 
stock  on  reorganization. 

39.112  (b)  (ll)-2  Limitations  upon  the 
application  of  section  112  (b)  (11). 

39.112  (c)  Statutory  provisions;  recogni¬ 
tion  of  gain  or  loss;  gain  from  exchanges 
not  solely  In  kind. 

39.112  (0-1  Receipt  of  other  property  or 
nioney  In  tax-free  exchange  not  con¬ 
nected  with  corporate  reorganization. 
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39.112  (d)-(e)  Statutory  provisions;  rec¬ 
ognition  of  gain  or  loss;  gain  of  corpora¬ 
tion  from  exchanges  not  solely  in  kind; 
loss  from  exchanges  not  solely  In  kind. 

39.112  (e)-l  Nonrecognition  of  loss. 

39.112  (f)  Statutory  provisions;  recognition 
of  gain  or  loss;  Involuntary  conversion  of 
property. 

39.112  (f)-l  Involuntary  conversion  where 
disposition  of  the  converted  property 
occurred  after  December  31,  1950. 

39.112  (g)  Statutory  provisions;  recognition 
of  gain  or  loss;  definition  of  reorganiza¬ 
tion. 

39.112  (g)-l  Purpose  and  scope  of  exception 
of  reorganization  exchanges. 

39.112  (g)-2  Definition  of  terms. 

39.112  (g)-3  Exchanges  solely  of  stock  or 
securities,  or  property,  solely  for  stock 
or  securities.  In  pursuance  of  plan  of 
reorganization. 

39.112  (g)-4  Exchanges  In  reorganization 
for  stock  or  securities  and  other  property 
or  money. 

39.112  (g)-5  Receipt  of  stock  or  securities 
in  reorganization  without  surrender  of 
stock  by  shareholder. 

39.112  (g)-6  Records  to  be  kept  and  In¬ 
formation  to  be  filed  with  returns. 

39.112  (h)  Statutory  provsions;  recognition 
of  gain  or  loss;  definition  of  control. 

39.112  (h)-l  Control  of  corporation. 

39.112  (1)  Statutory  provisions;  recognition 
of  gain  or  loss;  exchanges  Involving 
foreign  corporations. 

39.112  (1)-1  Reorganization  with,  or  trans¬ 
fer  of  prop>erty  to  or  from,  a  foreign 
corporation. 

39.112  (J)-(k)  Statutory  provisions;  recog¬ 
nition  of  gain  or  loss;  cross  reference; 
assumption  of  liability. 

39.112  (k)-l  Assumption  of  liabilities  not 
to  be  taken  Into  account  for  purpose  of 
recognizing  gain  or  loss. 

39.112  (1)  Statutory  provisions;  recognition 
of  gain  or  loss;  exchanges  by  security 
holders  In  connection  with  certain  cor¬ 
porate  reorganizations. 

39.112  (1)-1  Exchange  In  connection  with 
reorganization  of  Insolvent  corporation. 

39.112  (l)-2  Records  to  be  kept  and  Infor¬ 
mation  to  be  filed. 

39.112  (m)  Statutory  provisions;  recogni¬ 
tion  of  gain  or  loss;  gain  from  sale  or 
exchange  to  effectuate  policies  of  Federal 
Communications  Commission. 

39.112  (m)-l  Gain  from  sale  or  exchange  to 
effectuate  policies  of  Federal  Communi¬ 
cations  Commission. 

39.112  (m)-2  Nature  and  effect  of  election. 

39.112  (m)  -3  Reduction  of  basis  of  property 
pursuant  to  election  under  section  112 
(m). 

39.112  (m)-4  Manner  of  election. 

39.112  (n)  StatutOTy  provisions;  recogni¬ 
tion  of  gain  or  loss;  gain  from  sale  or  ex¬ 
change  of  residence. 

39.112 (n)-l  Gain  from  sale  or  exchange  of 
residence. 

39.113  (a)  Statutory  provisions;  adjusted 
basis  for  determining  gain  or  loss;  basis 
(unadjusted)  of  property;  general  rule. 

39.113  (a)-l  Scope  of  basis  for  determining 
gain  or  loss. 

39.113  (a) -2  General  rule. 

39.113  (a)  (1)  Statutory  provisions;  ad¬ 
justed  basis  for  determining  gain  or 
loss;  basis  (unadjusted)  of  property: 
Inventory  items. 

39.113  (a)  (1)-1  Property  Included  In  In¬ 
ventory. 

39.113  (a)  (2)  Statutory  provisions;  ad¬ 
justed  basis  for  determining  gain  or  loss; 
basis  (unadjusted)  of  property:  gifts 
after  December  31,  1920. 

39.113  (a)  (2)-l  Property  transmitted  by 
gift  after  December  31.  1920. 

39.113  (a)  (3)  Statutory  provisions;  ad¬ 
justed  basis  for  determining  gain  oFloss; 
basis  (unadjusted)  of  property:  transfers 
In  trust  after  December  31.  1920. 
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39.113  (a)  (3)-l  Transfer  In  trust  after  De¬ 
cember  31,  1920. 

39.113  (a)  (4)  Statutory  provisions;  ad¬ 
justed  basis  for  determining  gain  or  loss; 
basis  (unadjusted)  of  property;  gifts  or 
transfers  In  trust  before  January  1,  1921. 

39.113  (a)  (4)-l  Gift  or  transfer  In  trust 
before  January  1,  1921. 

39.113  (a)  (5)  Statutory  provisions;  ad¬ 
justed  basis  for  determining  gain  or  loss; 
basis  (unadjusted)  of  property;  property 
transmitted  at  death. 

39.113  (a)  (5)-l  Basis  of  property  acquired 
by  bequest,  devise,  or  Inheritance. 

39.113  (a)  (6)  Statutory  provisions;  ad¬ 
justed  basis  for  determining  gain  or  loss; 
basis  (unadjusted)  of  property:  tax-free 
exchanges  generally. 

39.113  (a)  (6)-l  Property  acquired  upon  a 
tax-free  exchange. 

39.113  (a)  (6)-2  Treatment  of  assumption 
of  liabilities. 

39.113  (a)  (7)  Statutory  provisions;  ad¬ 
justed  basis  for  determining  gain  or  loss; 
basis  (unadjusted)  of  property;  trans¬ 
fers  to  corporation. 

39.113  (a)  (7)-l  Property  acquired  by  cor¬ 
poration  In  reorganization  after  Decem¬ 
ber  31.  1917. 

39.113  (a)  (8)  Statutory  provisions;  ad¬ 
justed  basis  for  determining  gain  or  loss; 
basis  (unadjusted)  of  property;  property 
acquired  by  Issuance  of  stock  or  as  paid- 
in  surplus. 

39.113  (a)  (8)-l  Property  acquired  by  a  cor¬ 
poration  after  December  31,  1920. 

39.113  (a)  (9)  Statutory  provisions;  ad¬ 
justed  basis  for  determining  gain  or  loss; 
basis  (unadjusted)  of  property;  Involun¬ 
tary  conversions. 

39.113  (a)  (9)-l  Property  acquired  as  a  re¬ 
sult  of  an  Involuntary  conversion. 

39.113  (a)  (10)  Statutory  provisions;  ad¬ 
justed  basis  for  determining  gain  or  loss; 
basis  (unadjusted)  of  property;  wash 
sales  of  stock. 

39.113  (a)  (lO)-l  Stocks  or  securities  ac¬ 
quired  In  "wash  sales.” 

39.113  (a)  (11)  Statutory  provisions;  ad¬ 
justed  basis  for  determining  gain  or  loss; 
basis  (unadjusted)  of  property;  property 
acquired  during  affiliation. 

39.113  (a)  (ll)-l  Basis  of  property  acquired 
during  affiliation. 

39.113  (a)  (12)  Statutory  provisions;  ad¬ 
justed  basis  for  determining  gain  or  loss; 
basis  (unadjusted)  of  property:  basis 
established  by  Revenue  Act  of  1932. 

39.113  (a)  (12)-1  Basis  of  property  estab¬ 
lished  by  Revenue  Act  of  1932. 

39.113  (a)  (13)  Statutory  provisions;  ad¬ 
justed  basis  for  determining  gain  or  loss; 
basis  (unadjusted)  of  property:  property 
acquired  by  or  from  partnerships. 

39.113  (a)  (13)-1  Property  contributed  In 
kind  by  a  partner  to  a  partnership. 

39.113  (a)  (13) -2  Readjustment  of  partner¬ 
ship  Interests! 

39.113  (a)  (14)  Statutory  provisions;  ad¬ 
justed  basis  for  determining  gain  or  loss; 
basis  (unadjusted)  of  property;  property 
acquired  before  March  1,  1913. 

39.113  (a)  (14) -1  Property  acquired  before 
March  1,  1913. 

39.113  (a)  (15)  Statutory  provisions;  ad¬ 
justed  basis  for  determining  gain  or  loss; 
basis  (unadjusted)  of  property;  property 
received  by  a  corporation  on  complete 
liquidation  of  another. 

39.113  (a)  (15)-1  Basis  of  property  received 
by  a  corporation  In  complete  liquidation 
of  another  corporation. 

39.113  (a)  (16)  Statutory  provisions;  ad¬ 
justed  basis  for  determining  gain  or  loss; 
basis  (unadjusted)  of  property;  basis  es¬ 
tablished  by  Revenue  Act  of  1934. 

39.113  (a)  (16)-1  Basis  of  property  estab¬ 
lished  by  Revenue  Act  of  1934. 
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39.113  (a)  (17)-(18)  Statutory  provisions; 
adjusted  basis  for  determining  gain  or 
loss;  basis  (unadjusted)  of  property; 
cross  reference;  property  received  In  cer¬ 
tain  corporate  liquidations. 

39.113  (a)  (18)-1  Basis  of  property  received 
in  certain  corporate  liquidations. 

39.113  (a)  (19)  Statutory  provisions;  ad¬ 
justed  basis  for  determining  gain  or  loss; 
basis  (unadjusted)  of  property;  stock 
dividends  and  stock  rights. 

39.113  (a)  (19)-1  Basis  of  stock  and  rights 
involved  In  the  acquisition  of  stock 
dividends  or  stock  rights;  general  rules. 

39.113  (a)  (19) -2  Exceptions  to  general 

rules. 

39.113  (a)  (20)  Statutory  provisions;  ad¬ 
justed  basis  for  determining  gain  or  loss; 
basis  (unadjusted)  of  property;  property 
acquired  by  railroad  corporation. 

39.113  (a)  (20)-l  Property  acquired  by  rail¬ 
road  corporation  in  a  receivership  or 
railroad  reorganization  proceeding. 

39.113  (a)  (21)  Statutory  provisions;  ad¬ 
justed  basis  for  determining  gain  or  loss; 
basis  (unadjusted)  of  property;  property 
acquired  by  street,  suburban,  or  Inter- 
lu-ban  electric  railway  corporation. 

39.113(a)  (21)-1  Property  acquired  by  elec¬ 
tric  railway  corporation  in  corporate 
reorganization  proceeding. 

39.113  (a)  (22)  Statutory  provisions;  ad¬ 
justed  basis  for  determining  gain  or  loss; 
basis  (unadjusted)  of  property;  property 
acquired  on  reorganization  of  certain 
corporations. 

39.113(a)  (22)-l  Basis  of  property  acquired 
by  corporation  as  result  of  certain  cor¬ 
porate  reorganization  or  receivership 
proceedings. 

39.113  (a)  (23)  Statutory  provisions:  ad¬ 
justed  basis  for  determining  gain  or  loss; 
basis  (unadjusted)  of  property;  stock 
acquired  in  tax-free  distributions. 

39.113  (a)  (23)-l  Basis  of  stock  on  certain 
distributions  on  reorganization. 

39.113  (b)  (1)  Statutory  provisions;  ad¬ 
justed  basis  for  determining  gain  or 
loss;  general  rule. 

39.113  (b)  (1)-1  Adjusted  basis. 

39.113  (b)  (l)-2  Adjusted  basis;  cancella- 
of  Indebtedness. 

39.113  (b)  (l)-3  Adjusted  basis;  cancella¬ 
tion  of  Indebtedness;  special  cases. 

39.113  (b)  (l)-4  Adjusted  basis;  mutual 
savings  banks,  building  and  loan  associa¬ 
tions,  and  cooperative  banks. 

39.113  (b)  (2)  Statutory  provisions;  ad¬ 
justed  basis  for  determining  gain  or 
loss;  substituted  basis. 

39.113  (b)  (2)-l  Substituted  basis. 

39.113  (b)  (3)  Statutory  provisions;  ad¬ 
justed  basis  for  determining  gain  or 
loss;  discharge  of  indebtedness. 

39.113  (b)  (3)-l  Adjusted  basis;  discharge 
of  corporate  indebtedness;  general  rule. 

39.113  (b)  (3)-2  Adjusted  basis;  discharge 
of  cca’porate  indebtedness;  special  cases. 

39.113  (b)  (4)  Statutory  provisions;  ad¬ 
justed  basis  for  determining  gain  or 

loss;  adjustment  of  capital  structure 

before  September  22,  1938. 

39.113  (b)  (4)-l  Adjusted  basis;  exception 
to  section  270  of  the  Bankruptcy  Act,  as 
amended. 

39.113  (c)  Statutory  provisions;  adjusted 

basis  for  determining  gain  or  loss;  prop¬ 
erty  on  which  lessee  has  made  improve¬ 
ments. 

39.113  (c)-l  Property  on  which  lessee  has 
made  improvements. 

39.113  (d)  Statutory  provisions;  adjusted 

basis  for  determining  gain  or  loss;  de¬ 
preciation,  etc.,  allowed  before  1952. 

39.113  (d)-l  Election  as  to  amounts  allowed 
in  respect  of  depreciation,  etc.,  before 
1952. 

39.114  Statutory  provisions;  basis  for  de¬ 
preciation  and  depletion. 
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39.114-1  Basis  for  allowance  of  depreciation 
and  depletion. 

39.115  (a)  Statutory  provisions;  distribu¬ 
tions  by  corporations;  definition  of 
dividend. 

39.115  (a)-l  Dividends. 

39.115  (a) -2  Earnings  or  profits. 

39.115  (a) -3  Effect  on  earnings  or  profits  of 
certain  tax-free  exchanges  and  tax-free 
distributions. 

39.115  (b)  Statutory  provisions;  distribu¬ 
tions  by  corporations;  source  of  distri¬ 
bution. 

39.115  (b)-l  Sources  of  distribution  in 

general. 

39.115  (c)  Statutory  provisions;  .distribu¬ 
tions  by  corporations:  distributions  in 
liquidation. 

39.115  (c)-l  Distributions  in  liquidation. 

39.115  (d)  Statutory  provisions;  distribu¬ 
tions  by  corporations;  other  distribu¬ 
tions  from  capital. 

39.115  (d)-l  Distributions  other  than  a 
dividend. 

39.115  (d)-2  Distributions  from  depletion 
or  depreciation  reserves. 

39.115  (e)-(f)  Statutory  provisions;  dis¬ 
tributions  by  cor  {Mirations :  distributions 
by  personal  service  corjxiratlons;  stock 
dividends. 

39.115  (f)-l  Stock  dividends. 

39.115  (f)-2  Election  of  shareholders  as  to 
medium  of  payment. 

39.115  (g)  Statutory  provisions;  distribu¬ 
tions  by  corjxiratlons:  redemption  of 
stock. 

39.115  (g)-l  Distribution  in  redemption  or 
cancellation  of  stock  taxable  as  a  divi¬ 
dend. 

39.115  (h)-(J)  Statutory  provisions;  dis¬ 
tributions  by  coriioratlons:  effect  on 
earnings  and  profits  of  distributions  of 
stock;  definition  of  partial  liquidation; 
valuation  of  dividend. 

39.115  (J)-l  Dividends  paid  in  property. 

39.115  (k)-(l)  Statutory  provisions;  dis¬ 
tributions  by  corporations;  cross  refer¬ 
ence;  effect  on  earnings  and  profits  of 
gain  or  loss  and  of  receipt  of  tax-free 
distributions. 

39.115  (1)-1  Effect  on  earnings  and  profits 
of  gain  or  loss  realized  after  February 
28,  1913. 

39.115  (l)-2  Effect  on  earnings  and  profits 
of  receipt  of  tax-free  distributions  re¬ 
quiring  adjustment  or  allocation  of 
basis  of  stock. 

39.115  (m)  Statutory  provisions;  distribu¬ 
tions  by  corporations;  earnings  and 
profits.  Increase  in  value  of  property  ac¬ 
crued  before  March  1,  1913. 

39.115  (m)-l  Adjustments  to  earnings  and 
profits  reflecting  increase  in  value  ac¬ 
crued  before  March  1,  1913. 

39.116  Statutory  provisions;  additional  ex¬ 
clusions  from  gross  Income. 

39.116- 1  Earned  Income  from  sources  with¬ 
out  the  United  States. 

39.116- 2  Income  of  foreign  governments,  in¬ 
ternational  organizations,  and  their  em¬ 
ployees. 

39.116- 3  Bridges  to  be  acquired  by  State  or 
(xtlitical  subdivisions. 

39.116- 4  Exclusion  of  certain  cost-of-living 
allowances. 

39.116- 5  Exclusion  of  certain  allowances  of 
Foreign  Service  personnel. 

39.116- 6  Exclusion  of  certain  income  from 
sources  within  Puerto  Rico. 

39.117  (a)  Statutory  provisions;  capital 

gains  and  losses;  definitions. 

39.117  (a)-l  Meaning  of  terms. 

39.117  (b)  Statutory  provisions;  capital 

gains  and  losses;  deduction  from  gross 
income. 

39.117  (b)-l  Deduction  for  long-term  capi¬ 
tal  gains. 

39.117  (c)  Statutory  provisions;  capital 

gains  and  losses:  alternative  taxes. 
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39.117  (c)-l  Alternative  tax  in  case  net 
long-term  capital  gain  exceeds  net  short¬ 
term  capital  loss. 

39.117  (d)  Statutory  provisions;  capital 
gains  and  losses;  limitation  on  capital 
losses. 

39.117  (d)--l  Limitation  on  capital  los.ses. 

39.117  (e)  Statutory  provisions;  capital 
gains  and  losses;  capital  loss  carry-over. 

39.117  (e)-l  Net  capital  loss  carry-over. 

39.117  (f)-(g)  Statutory  provisions;  capital 
gains  and  losses;  retirement  of  bonds, 
etc.;  gains  and  losses  from  short  sales! 
etc. 

39.117  (g)-l  Gains  and  losses  from  short 
sales;  in  general. 

39.117  (g)-2  Gain  attributable  to  amorti¬ 
zation  deduction. 

39.117  (h)  Statutory  provisions;  capital 
gains  and  losses;  holding  period  of 
property. 

39.117  (h)-l  Determination  of  period  for 
which  capital  assets  are  held. 

39.117  (l)-(J)  Statutory  provisions:  capital 
gains  and  losses;  bond,  etc.,  losses  of 
banks:  gains  and  losses  from  involuntary 
conversions  and  from  sales  or  exchanges 
of  certain  property  used  in  the  trade  or 
business. 

39.117  (J)-l  Gains  and  losses  from  involun¬ 
tary  conversions  and  from  the  sale  or 
exchange  of  certain  property  used  in  the 
trade  or  brisiness. 

39.117  (J)-2  Livestock  held  for  draft,  breed¬ 
ing,  or  dairy  purposes. 

39.117  (k)  Statutory  provisions;  capital 
gains  and  losses;  gain  or  loss  in  the  case 
of  timber  or  coal. 

89.117  (k)-l  Gain  or  loss  u{X)n  the  cutting 
and  disposal  of  timber  and  the  disposal 
of  coal. 

39.117  (1)  Statutory  provisions;  capital 
gains  and  losses;  short  sales,  etc. 

39.117  (1)-1  Gains  and  losses  from  certain 
short  sales  of  capital  assets. 

39.117  (m)  Statutory  provisions;  capital 
gains  and  losses;  collapsible  corporations. 

39.117  (m)-l  Collapsible  corporations. 

39.117  (n)  Statutory  provisions;  gains  and 
losses  from  sales  or  exchanges  of  securi¬ 
ties  by  dealers  in  securities. 

39.117  (n)-l  Dealers  in  securities. 

39.117  (o)  Statutory  provisions;  gain  frwn 
sale  of  certain  property  between  spouses 
or  between  an  individual  and  a  con¬ 
trolled  corporation. 

39.117  (o)-l  Gain  from  sale  or  exchange  erf 
certain  property  between  spouses  or  be¬ 
tween  an  individual  and  a  controlled 
corporation. 

39.117  (p)  Statutory  provisions;  treatment 
of  termination  payments  to  employee. 

39.117  (p)-l  Capital  gains  treatment  of  cer¬ 
tain  termination  payments. 

39.118  Statutory  provisions;  losses  from 
wash  sales  of  stock  or  securities. 

39.118-1  Losses  from  wash  sales  of  stock  ot 
securities. 

39.119  (a)  Statutory  provisions:  Income 
from  sources  within  the  United  States: 
gross  Income. 

39.119  (a)-l  Interest. 

39.119  (a) -2  Dividends. 

39.119  (a) -3  Compensation  for  labor  or 

personal  services. 

39.119  (a) -4  Rentals  and  royalties. 

39.119  (a) -5  Sale  of  real  property. 

39.119  (a) -6  Sale  of  personal  property. 

39.119  (a) -7  Other  Income  from  sources 
within  the  United  States. 

39.119  (b)  Statutory  provisions;  income 

from  sources  within  the  United  States, 
net  income. 

39.119  (b)-l  Apportionment  of  deductions. 

39.119  (c)  Statutory  provisions:  income 

from  sources  within  the  United  States, 
gross  Income  from  sources  without  the 
United  States.  . 

39.119  (c)-l  Income  from  sources  withOOl 
the  United  States. 
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39.119  (d)-(e)  Statutory  provisions;  In¬ 
come  from  sources  within  the  United 
States;  net  Income  from  sources  with¬ 
out  the  United  States;  income  from 
sources  partly  within  and  partly  without 
the  United  States. 

39.119  (e)-l  Income  from  the  sale  of  per¬ 
sonal  property  derived  from  sources 
partly  within  and  partly  without  the 
United  States. 

39.119  (e)-2  Transportation  service. 

39.119  (e)-3  Telegraph  and  cable  service. 

39.119  (e)-4  Computation  of  Income. 

39.119  (f)  Statutory  provisions;  income 

from  sources  within  the  United  States; 
definitions. 

39  120  Statutory  provisions;  unlimited  de¬ 
duction  for  charitable  and  other  con¬ 
tributions. 

39.120-1  Unlimited  deduction  for  charitable 
and  other  contributions. 

39  121-122  Statutory  provisions;  deductions 
of  dividends  paid  on  certain  preferred 
stock  of  certain  corporations;  net  oper¬ 
ating  loss  deduction. 

30.122- 1  Net  operating  loss  deduction. 

39.122- 2  Computation  of  net  operating  loss 
In  case  of  corporation. 

10.122  3  Computation  of  net  operating  loss 
in  case  of  a  taxpayer  other  than  a  cor- 
pjration. 

'9  122  4  Computation  of  net  operating 
loss  carry-overs  and  net  operating  loss 
carry-back. 

9  122  5  Conversion  of  net  operating  loss 
ciury-back  and  net  operating  loss  carry- 
ov'^rs  Into  net  operating  loss  deduction. 

'9 123  Statutory  provisions;  commodity 
credit  loans. 

33  123  1  Election  to  Include  loans  In  In¬ 
come. 

9  123  2  Effect  of  election  on  adjustments 
for  other  taxable  years. 

39 124  Statutory  provisions;  amortization 
deduction. 

J9  124A  (a)  Statutory  provisions;  amortiza¬ 
tion  deduction;  general  rule. 

39.124A  (a)-l  Amortization  deduction;  gen¬ 
eral  rule. 

39. 124 A  (b)  Statutory  provisions;  amortiza¬ 
tion  deduction;  election. 

39  124 A  (b)-l  Election  of  amortization. 

39  124 A  (c)  Statutory  provisions;  amortiza¬ 
tion  deduction;  termination. 

39.1 24 A  (c)-l  Election  to  discontinue  amor¬ 
tization. 

39  124A  (d)  Statutory  provisions;  amortiza¬ 
tion  deduction:  definitions. 

39.124 A  (d)-l  Definitions. 

39. 124 A  (e)  Statutory  provisions;  amortiza¬ 
tion  deduction;  adjusted  basis  of  emer¬ 
gency  facility. 

39.124A  (e)-l  Adjusted  basis  of  emergency 
facility. 

39.124 A  (f)  Statutory  provisions;  amortiza¬ 
tion  deduction;  depreciation. 

39.124A  (f)-l  Depreciation  of  portion  of 
emergency  facility  not  subject  to  amor¬ 
tization. 

39.124A  (g)  Statutory  provisions:  amortiza¬ 
tion  deduction;  payment  by  United 
States  of  unamortized  cost  of  facility. 

39124A  (g)-l  Payment  by  United  Slates  of 
ur'umortized  cost  of  facility. 

39  124/.  (h)  Statutory  provisions;  amortiza¬ 
tion  deduction;  life  tenant  and  remain¬ 
derman. 

33.124a  (h)-l  Life  tenant  and  remalnder- 
nuin. 

39.124A  (1)  Statutory  provisions;  amortiza¬ 
tion  deduction;  cross  reference. 

39.124A  (i)-l  Cross  reference. 

39.125  (a)  Statutory  provisions;  amor¬ 
tizable  bond  premium;  general  rule. 

39.126  (a)-l  In  general. 

39.125  (a) -2  Bonds  owned  by  decedents. 

39.125  (b)  Statutory  provisions;  amortizable 
bond  premium;  amount. 

39  125  (b)-l  Bond  premium  and  amortizable 
bond  premium. 
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39.125  (b)  -2  Callable  and  convertible  bonds. 

39.125  (b)-3  Capitalized  expenses. 

39.125  (b)-4  Taxable  years  in  which  Interest 
not  received  or  accruable. 

39.125  (b)-5  Methods  of  amortization. 

39.125  (c)  Statutory  provisions;  amortizable 
bond  premiums:  election  with  respect 
to  taxable  and  partially  taxable  bonds. 

39.125  (c)-l  Election. 

39.125  (c)-2  Partially  tax-exempt  bonds 
owned  by  estates,  trusts,  partnerships, 
etc. 

39.125  (d)-(e)  Statutory  provisions;  amor¬ 
tizable  bond  premium;  definition  of 
bond;  dealers  in  tax  exempt  securities, 
cross  referenc**. 

39.126  (a)  Statutory  provisions;  Income  in 
respect  of  decedents;  gross  Income  In¬ 
clusions. 

39.126  (a)-l  Inclusion  in  gross  Income  of 
Income  in  respect  of  a  decedent. 

39.126  (b)  Statutory  provisions;  Income  In 
respect  of  decedents;  allowance  of  deduc¬ 
tions  and  credit. 

39.126  (b)-l  Allowance  of  deductions  and 
credit  In  respect  of  decedent. 

39.126  (c)  Statutory  provisions;  Income  in 
respect  of  decedents;  deduction  for 
estate  tax. 

39.126  (c)-l  Deduction  for  estate  tax  at¬ 
tributable  to  Income  in  respect  of 
decedent. 

39.127  (a)  Statutory  provisions;  war  losses; 
application. 

39.127  (a)-l  War  losses  generally. 

39.127  (b)-(c)  Statutory  provisions;  war 
losses;  amount  of  loss;  recoveries. 

39.127  (c)-l  Recoveries  In  respect  of  war 
losses. 

39.127  (d)  Statutory  provisions;  war  losses; 
basis  of  recovered  property. 

39.127  (d)-l  Basis  of  recovered  property. 

39.127  (e)-(f)  Statutory  provisions;  war 
losses;  partial  worthlessness  of  certain 
Investments;  determination  of  tax  bene¬ 
fits. 

39.127  (f)-l  Determination  of  tax  benefits 
from  allowable  deductions. 

39.128  Statutory  provisions;  recovery  of  un¬ 
constitutional  Federal  taxes. 

39.128- 1 .  Recovery  of  unconstitutional  taxes. 

39.129  Statutory  provisions;  acquisitions 
made  to  evade  or  avoid  Income  or  excess 
profits  tax. 

39.129- 1  Meaning  and  use  of  terms. 

39.129- 2  Purpose  and  scope  of  section  129. 

39.129- 3  Instances  in  which  section  129  (a) 
disallows  a  deduction,  credit,  or  other 
allowance. 

39.129- 4  Power  of  Commissioner  to  allocate 
deduction,  credit  or  allowance  In  part. 

39.130  Statutory  provisions;  limitation  on 
deductions  allowable  to  Individuals  in 
certain  cas  3. 

39.130- 1  Limitation  on  deductions  allowable 
to  individuals  in  certain  cases. 

39.130A  Statutory  provisions;  employee 
stock  options. 

39.130A-1  Meaning  and  use  of  certain  terms. 

39.130A-2  Restricted  stock  option. 

39.130A-3  Exercise  of  restricted  stock  option. 

39.130A-4  Modification,  extension,  or  re- 
nev  al. 

39.130A-5  Operation  of  section  130A. 

SUPPLEMENT  C - CREDITS  AGAINST  TAX 

39.131  (a)  Statutory  provisions;  taxes  of 
foreign  countries  and  possessions  of 
United  States;  allowance  of  credit. 

3t.l31  (a)-l  Analysis  of  credit  for  taxes. 

39.131  (a)-2  Countries  which  do  or  do  not 
satisfy  the  similar  credit  requirement. 

39.131  (b)  Statutory  provisions;  taxes  of 
foreign  countries  and  possessions  of 
United  States;  limit  on  credit. 

39.131  (b)-l  Limitations  on  credit  for  for¬ 
eign  taxes. 

39.131  (c)  Statutory  provisions;  taxes  of 
foreign  countries  and  possessions  of 
United  States;  adjustments  on  payment 
of  accrued  taxes. 
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39.131  (c)-l  Redetermlnatlon  of  tax  when 
credit  proves  Incorrect. 

39.131  (c)-2  Credit  for  taxes  accrued  but 
not  paid. 

39.131  (d)  Statutory  provisions;  taxes  of 
foreign  countries  and  possessions  of 
United  States;  year  in  which  credit 
taken. 

39.131  (d)-l  When  credit  for  taxes  may  be 
taken. 

39.131  (e)  Statutory  provisions;  taxes  of 
foreign  countries  and  possessions  of 
United  States;  proof  of  credits. 

39.131  (e)-l  Conditions  of  allowance  of 
credit. 

39.131  (f)  Statutory  provisions;  taxes  of 
foreign  countries  and  possessions  of 
United  States:  taxes  of  foreign  corpora¬ 
tion. 

39.131  (f  )-l  Taxes  of  foreign  corporation. 

39.131  (g)-(h)  Statutory  provision**; 

of  foreign  countries  and  possessions  of 
United  States;  corporations  treated  as 
foreign;  credit  for  taxes  in  lieu  of  in¬ 
come,  etc.,  taxes. 

39.131  (h)-l  Meaning  of  terms. 

39.131  (l)-(J)  Statutory  provisions;  taxes 
of  foreign  countries  and  possessions  of 
United  States;  tax  withheld  at  source; 
tax  imposed  by  subchapter  D. 

39.131  (J)-l  Credit  against  excess  profits 
tax  lmp>OBed  by  subebapter  D. 

SUPPLEMENT  D - RETURNS  AND  PAYMENT  OF  TAX 

39.141  Statutory  provisions;  consolidated 
returns. 

39.141- 1  Consolidated  Income  and  excess 
profits  tax  returns  of  affiliated  corpora¬ 
tions. 

39.142  Statutory  provisions;  fiduciary  re¬ 
turns. 

39.142- 1  Fiduciary  returns. 

39.142- 2  Return  by  guardian  or  committee. 

39.142- 3  Returns  In  case  of  two  trusts. 

39.142- 4  Return  by  receiver. 

39.142- 5  Return  for  nonresident  alien  bene¬ 
ficiary. 

39.142- 6  Time  for  filing  return  upon  death, 
or  termination  of  trust. 

39.143  Statutory  provisions;  withholding  of 
tax  at  source. 

39.143- 1  Withholding  tax  at  source. 

39.143- 2  Fixed  or  determinable  annual  or 
periodical  Income. 

39.143- 3  Exemption  from  withholding. 

39.143- 4  Ownership  certificates  for  bond 
Interest. 

39.143- 5  Form  of  certificate  for  citizens  or 
residents. 

39.143- 6  Form  of  certificate  for  nonresident 
aliens,  nonresident  foreign  corporations, 
and  unknown  owners. 

39.143- 7  Return  and  payment  of  tax  with¬ 
held. 

39.143- 8  Ownership  certificates  in  the  ca.®e 
of  fiduciaries  and  Joint  owners. 

39.143  -9  Return  of  income  from  whi  h  tax 
was  withheld. 

39.144  Statutory  provisions;  payment  of 
corporation  income  tax  at  source. 

39.144- 1  Withholding  in  the  case  cf  non¬ 
resident  foreign  corporations. 

39.144- 2  Aids  to  withholding  agents  in 
determining  liability  for  withholding  of 
tax. 

39.145  Statutory  provisions;  penalties 

39.145- 1  Penalties. 

39.146  Statutory  provisions;  closing  by 
Comml.ssloner  of  taxable  year  ' 

39.146- 1  Termination  of  the  taxable  period 
by  Commissioner. 

39.147  Statutory  provisions;  Information  at 
source. 

39.147- 1  Return  of  information  as  to  pay¬ 
ments  of  $600  or  more. 

39.147- 2  Return  of  Information  as  to  pay¬ 
ments  to  employees. 

39.147- 3  Cases  where  no  return  of  informa¬ 
tion  required. 
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39.147- 4  Return  of  Information  as  to  cer¬ 
tain  Interest. 

39.147- 5  Reiv.rn  of  information  as  to  pay¬ 
ments  to  other  than  citizens  or  residents. 

39.147- 6  Foreign  items. 

39.147- 7  Retiun  of  information  as  to  foreign 
items. 

39.147- 8  Infoimation  as  to  actual  owner. 

39.148  (a)  StiuutDry  provisions;  informa¬ 
tion  by  cewnorations:  dividend  payments. 

39.148  (a)-l  Kcl...t'n  of  information  as  to 
payments  of  dividends. 

39.148  (b)-(d)  Statutory  provisions:  infor¬ 
mation  by  corporations;  profits  declared 
as  dividend'-;  accumulated  earnings  and 
profits;  contemplated  dissolution  or 
liquidation. 

39.148  (d)-l  Return  of  information  respect¬ 
ing  contemplated  dissolution  or  liquida¬ 
tion. 

39.148  (e)  Statutory  provisions;  informa¬ 
tion  by  corporations;  distributions  in 
liquidation. 

39.148  (e>-l  Return  of  information  resfject- 
ing  distributions  in  liquidation. 

39.148  (f)  Statutory  provisions;  informa¬ 
tion  by  corporations;  patronage  divi¬ 
dends. 

39.148  (f)-l  Returns  of  Information  as  to 
patronage  dividends,  rebates,  or  refunds. 

39.149- 150  Statutory  p-ovisions;  returns  of 
brokers:  collection  of  foreign  items. 

39.150- 1  License  to  collect  foreign  items. 

39.151- 153  Statutory  provisions;  foreign 
personal  holding  companies;  Pan-Ameri¬ 
can  trade  corporations;  information  re¬ 
quired  from  certain  tax-exempt  organi¬ 
zations  and  certain  trusts. 

39.153- 1  Information  required  from  certain 
tax-exempt  organizations. 

39.153- 2  Information  required  of  certain 
trusts  claiming  charitable  or  other  de¬ 
ductions  under  section  162  (a). 

39.153- 3  Publicity  of  returns. 

39.153- 4  Penalties. 

39.154  Statutory  provisions;  income  taxes 
of  members  of  armed  forces  upon  death. 

39.154- 1  Abatement  of  Income  taxes  of  cer¬ 
tain  members  of  the  armed  forces  of  the 
United  States  upon  death. 

SUPPLEMENT  E - ESTATES  AND  TRUSTS 

39.161  statutory  provisions;  estates  and 
trusts;  imposition  of  tax. 

39.161- 1  Imposition  of  the  tax. 

39.162  Statutory  provisions;  estates  and 
trusts;  net  Income. 

39.162- 1  Income  of  estates  and  trusts. 

39.162- 2  Allocation  of  estate  and  trust  in¬ 
come  to  legatees  and  beneficiaries. 

39.162- 3  Rules  for  the  application  of  sec¬ 
tion  162  (a)  in  the  case  of  trusts. 

39.162- 4  Disallowance  to  donors  of  certain 
charitable,  etc.,  deductions  for  gifts  made 
in  trust. 

39.163  Statutory  provisions;  estates  and 
trusts;  credits  against  net  Income. 

St. 163-1  Credits  to  estate,  trust,  or  bene¬ 
ficiary. 

39.164- 165  Statutory  provisions;  estates  and 
trusts;  different  taxable  years;  employees' 
trusts. 

39  165- 1  Employees*  trusts. 

39.165- 2  Impossibility  of  diversion  under 
the  trust  instrument. 

39.165- 3  Requirements  as  to  coverage. 

39.165- 4  Discrimination  as  to  contributions 
or  benefits. 

39.165  5  Period  for  which  requirements  of 
section  165  (a)  (3),  (4),  (5),  and  (6)  are 
applicable. 

39.165- 6  Taxability  of  beneficiary  under  a 
trust  which  meets  the  requirements  of 
section  165  (a). 

39.165- 7  Treatment  of  beneficiary  of  a  trust 
not  exempt  under  section  165  (a). 

39.166  Statutory  provisions;  estates  and 
trusts;  revocable  trusts. 

39.166- 1  Trusts  with  power  to  revest  corpus 
in  the  grantor. 
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39.167  Statutory  provisions;  estates  and 
trusts;  income  for  benefit  of  grantor. 

39.167- 1  Trusts  in  the  income  of  which  the 
grantor  retains  an  Interest. 

39.167- 2  Discretionary  trusts  for  mainte¬ 
nance  or  support  of  certain  beneficiaries. 

39.168- 169  Statutory  provisions;  estates  and 
trusts;  taxes  of  foreign  countries  and 
possessions  of  United  States;  common 
trust  funds. 

39.169- 1  Common  trust  fund  defined. 

39.169- 2  Income  of  participants  in  common 
trust  fund. 

39.169- 3  Computation  of  common  trust 
fund  Income. 

39.169- 4  Admission  and  withdrawal  of  par¬ 
ticipants  from  the  common  trust  fund. 

39.169- 5  Returns  of  common  trust  funds. 

39.170  Statutory  provisions;  estates  and 

trusts;  net  operating  losses. 

39.170- 1  Net  operating  loss  deduction  in  the 
case  of  estates,  trusts,  and  common  trust 
funds. 

39.171  Statutory  provisions;  estates  and 

trusts;  Income  in  divorce,  etc.,  cases. 

39.171- 1  Income  of  trust  in  case  of  divorce, 
etc. 

39.171- 2  Application  of  trust  rules  to  ali¬ 
mony  payments. 

39.172  Statutory  provisions;  estates  and 

trusts;  allowance  of  amortization  deduc¬ 
tions. 

39.172- 1  Amortization  of  emergency  facility 
of  estate  or  trusts. 

SUPPLEMENT  F - PARTNEBSHIPS 

39.181  statutory  provisions;  partnerships; 
liability  for  tax. 

39.181- 1  Partnerships. 

39.182  Statutory  provisions;  partnerships; 
tax  of  partners. 

39.182- 1  Distributive  shares  of  partners. 

39.183  Statutor:*  provisions;  partnerships; 
conq}utation  of  Income. 

39.183- 1  Computation  of  partnership  in¬ 
come. 

39.184  Statutory  provisions;  partnerships; 
credits  against  net  income. 

39.184- 1  Credits  allowed  partners. 

39.185- 187  Statutory  provisions;  partner¬ 
ships;  earned  Income;  taxes  of  foreign 
countries  and  possessions  of  United 
States;  returns. 

39.187- 1  Partnership  returns. 

39.188- 1C9  Statutory  provisions;  partner¬ 
ships;  different  taxable  years  of  partner 
and  partnership;  net  operating  losses. 

39.189- 1  Net  operating  loss  deduction  in  the 
case  of  partners. 

39.190  Statutory  provisions;  partnerships; 
allowance  of  amortization  deduction. 

39.190- 1  Amortization  of  emergency  facility 
of  partnership. 

39.191  Statutory  provisions;  partnerships; 
family  partnerships. 

39.191- 1  Family  partnerships. 

39.191- 2  Allocation  of  family  partnership 
income. 

SUPPLEMENT  G - ^INSURANCE  COMPANIES 

39.201  statutory  provisions;  tax  on  life  in¬ 
surance  companies. 

39.201- 1  Tax  on  life  insurance  companies. 

39.201- 2  Foreign  life  insurance  companies. 

39.201- 3  Life  insurance  companies;  defini¬ 
tion. 

39.201- 4  Life  insurance  reserves. 

39.201- 5  Interest  paid. 

39.201- 6  Adjusted  reserves. 

39.201- 7  Net  income  and  deductions. 

39.201- 8  Real  estate  owned  and  occupied. 

39.201- 9  Amortization  of  premium  and 
accrual  of  discount. 

39.202  statutory  provisions;  life  insurance 
companies;  adjusted  normal-tax  net  in¬ 
come. 

39.202- 1  Reserve  and  other  policy  liability 
credit  for  adjusted  normal-tax  net  in¬ 
come. 

39.202- 2  Adjustment  for  certain  reserves. 
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39.203  Statutory  provisions;  life  insurance 
companies;  adjusted  corporation  surtax 
net  income. 

39.203- 1  Reserve  and  other  policy  liability 
credit  for  adjusted  corporation  surtax 
net  income. 

39.203A  Statutory  provisions;  life  Insurance 
companies;  1951  and  1952  adjusted 
normal-tax  net  income. 

39.203A-1  Tax  on  life  insurance  companies 
in  the  case  of  a  taxable  year  beginning 
in  1952. 

39.203A-2  Reserve  interest  credit. 

39.204  Statutory  provisions;  tax  on  insur¬ 
ance  companies  other  than  life  or 
mutual. 

39.204- 1  Tax  on  Insurance  companies  other 
than  life  or  mtitual,  mutual  marine  in¬ 
surance  companies,  and  mutual  fire  in¬ 
surance  companies  issuing  perpetual 
policies. 

39.204- 2  Gross  Income. 

39.204- 3  Deductions. 

39.205- 207  Statutory  provisions;  insurance 
companies;  taxes  of  foreign  countries 
and  possessions  of  United  States;  com¬ 
putation  of  gross  income;  tax  on  mutual 
insurance  companies  other  than  life  or 
marine. 

39.207- 1  Tax  on  mutual  insurance  com¬ 
panies  other  than  life  or  marine  or  fire 
insurance  companies  subject  to  the  tax 
imposed  by  section  204. 

39.207- 2  Net  premiums. 

39.207- 3  Dividends  to  policyholders. 

C9.207-4  Net  Income  and  deductions. 

39.207- 5  Real  estate  owned  and  occupied. 

39.207- 6  Amortization  of  premium  and  ac¬ 
crual  of  discount. 

30.208  Statutory  provisions;  insurance  com¬ 
panies;  net  operating  losses. 

SUPPLEMENT  H — NONRESIDENT  ALIEN 
INDIVIDUALS 

39.211  Statutory  provisions;  tax  on  non¬ 
resident  alien  Individuals. 

39.211- 1  Taxation  of  aliens  in  general. 

39.211- 2  Definition. 

39.211- 3  Allen  seamen  as  residents. 

39.211- 4  Proof  of  residence  of  alien. 

39.211- 5  Loss  of  residence  by  alien. 

39.211- 6  Duty  of  employer  to  determine 
status  of  alien  employee. 

39.211- 7  Taxation  of  nonresident  alien  in¬ 
dividuals. 

39.212  Statutory  provisions;  nonresident 
alien  individuals;  gross  income. 

39.212- 1  Gross  Income  of  nonresident  alien 
individuals. 

39.212- 2  Exclusion  of  earnings  of  foreign 
ships  or  aircraft  from  gross  Income. 

39.213  Statutory  provisions;  nonr.sident 
alien  Individuals;  deductions. 

39.213- 1  Deductions  allowed  nonresident 
alien  individuals. 

39.21.:  Statutory  provisions;  nonresident 
alien  individuals;  credits  against  net  in¬ 
come. 

39.214- 1  Credits  to  nonresident  alien  in¬ 
dividuals. 

39.215  Statutory  provisions;  nonresident 
alien  individuals;  allowance  of  deduc¬ 
tions  and  credits. 

39.215- 1  Allowance  of  deductions  and  cred¬ 
its  to  nonresident  alien  individuals. 

39.216  217  Statutory  provisions;  nonresi¬ 
dent  alien  individuals;  credits  against 
tax;  returns. 

39.217- 1  Time  and  place  for  filing  returns 
of  nonresident  alien  Individuals. 

39.217- 2  Return  of  Income. 

39.218  Statutory  provisions;  nonresident 
alien  individuals;  payment  of  tax. 

39.218- 1  Date  on  which  tax  shall  be  paid 
by  nonresident  alien  individual. 

39.219  Statutory  provisions;  nonresident 
alien  individuals;  partnerships. 

39.219- 1  Partnershiiis. 

39.220  Statutory  provisions;  nonreslden 
alien  individuals;  alien  residents  o 
Puerto  Rico. 


Saturday,  September  26,  1953 


FEDERAL  REGISTER 


5779 


aec- 

39.220-1  Allen  residenta  of  Puerto  Rico. 

39.221  Statutory  {vovlslons;  nonresident 
alien  individuals;  certain  foreign  exempt 
organizations. 

SUPPLEMENT  I — EOBEICN  CORPORATIONS 

39.231  statutory  provisions;  tax  on  foreign 
corporations. 

39.231- 1  Taxation  of  foreign  corporations. 

39.231- 2  Gross  Income  of  foreign  corpora¬ 
tions. 

39.231- 3  Exclusion  of  earnings  of  foreign 
ships  or  aircraft  from  gross  Income. 

39532  Statutory  provisions;  foreign  corpo¬ 
rations;  deductions. 

39.232- 1  Deductions  allowed  foreign  corpo¬ 
rations. 

39533  Statutory  provisions;  foreign  corpo¬ 
rations;  allowance  of  deductions  and 
credits. 

39.233- 1  Allowance  of  deductions  and 
credits. 

39534-235  Statutory  provisions;  foreign 
corporations;  credits  against  tax;  re¬ 
turns. 

39535-1  Time  and  place  for  filing  returns 
of  foreign  corporations. 

39.235- 2  Return  of  Income. 

39.236  Statutory  provisions;  foreign  corpo¬ 
rations;  pa3rmpent  of  tax. 

39.236- 1  Dates  on  which  tax  shall  be  paid 
by  foreign  corporations. 

33537-238  Statutory  provisions;  foreign 
corporations;  Insurance  companies;  cer¬ 
tain  exempt  organizations. 

SUPPLEMENT  J — POSSBSSION8  OF  THE  UNm® 
STATES 

39551  (a)  Statutory  provisions;  Income 
from  sources  within  possessions  of  the 
United  States;  general  rule. 

39551  (a)-l  Citizens  of  the  United  States 
and  domestic  corporations  deriving  in¬ 
come  from  sources  within  a  possession 
of  the  United  States. 

39551  (b)  Statutory  provisions;  Income 
from  sources  within  possessions  of  the 
United  States;  amounts  received  In  the 
United  States. 

39.251  (b)-l  Income  received  within  the 
United  States. 

39.251  (c)  Statutory  provisions;  income 
from  sources  within  possession  of  the 
United  States;  tax  of  corporations. 

39.251  (c)-l  Tax  In  case  of  corporations. 

39551(d)  Statutory  provisions;  Income 
from  sources  within  possessions  of  the 
United  States;  definition. 

39551  (d)-l  Definitions. 

39551  (e)  Statutory  provisions;  Income 
from  soiu'ces  within  possessions  of  the 
United  States;  deductions. 

39551(e)-l  Deductions  allowed  citizens 
and  domestic  corporations  entitled  to  the 
benefits  of  section  251. 

39551  (f)-(g)  Statutory  provisions;  Income 
from  sources  within  possessions  of  the 
United  States;  credits  against  net  In¬ 
come;  allowance  of  deductions  and 
credits. 

39551  (g)-l  Allowance  of  deductions  and 
credits  to  citizens  and  domestic  corpo¬ 
rations  entitled  to  the  benefits  of  sec¬ 
tion  251. 

39551  (h)-(j)  Statutory  provisions;  In¬ 
come  from  sources  within  possessions  of 
the  United  States;  credits  against  tax; 
prisoners  of  war  and  Internees;  em- 

,  Ployces  of  the  United  States. 

«552  Statutory  provisions;  taxation  of 
citizens  of  possessions  of  the  United 
States. 

39552-1  Status  of  citizens  of  United  States 
possession. 

supplement  K — CHINA  TRADE  ACT 
CORPORATIONS 

^•261  Statutory  provisions;  tax  of  China 
Act  corporations. 

61-1  Tax  on  China  Trade  Act  COTpora- 
tlons. 

No.  189— Pt.  II— Sec.  1 - 2 


Sec. 

39.262  Statutory  provisions;  China  Trade 
Act  corporations;  credit  against  net  In¬ 
come. 

39.262- 1  Income  and  deductions  of  China 
TYade  Act  corporations. 

39.262- 2  Credits  allowed  China  Trade  Act 
corporations. 

39.262- 3  Meaning  of  terms  used  In  connec¬ 
tion  with  China  Trade  Act  corporations. 

39.262- 4  Withholding  by  a  China  Trade  Act 
corporation. 

39.263- 265  Statutory  provisions;  China 
Trade  Act  corpcK-ations;  credits  against 
tax;  affiliation;  Income  of  shareholders. 

SUPPLEMENT  L — ASSESSMENT  AND  COLLECTION 
or  DEFICIENCIES 

39.271  statutory  provisions;  assessment  and 
collection  of  deficiencies;  definition  of 
deficiency. 

39.271- 1  Deficiency  defined. 

39.272  Statutory  provisions;  assessment  and 
collection  of  deficiencies;  procedure. 

39.272- 1  Assessment  of  a  deficiency. 

39.272- 2  Collection  of  a  deficiency. 

39.272- 3  Extension  of  time  for  payment  of  a 
deficiency. 

39.273  Statutory  provisions;  assessment  and 
collection  of  deficiencies;  Jeopardy  as¬ 
sessments. 

39.273- 1  Jeopardy  assessments. 

39.274  Statutory  provisions;  assessment  and 
collection  of  deficiencies;  bankruptcy 
and  receiverships. 

39.274- 1  Bankruptcy  and  receivership  pro¬ 
ceedings. 

39.274- 2  Immediate  assessments  In  bank¬ 
ruptcy  and  receivership  cases. 

39.275- 277  Statutory  provisions;  assessment 
and  collection  of  deficiencies;  period  of 
limitation;  exceptions;  suspension  of 
running  of  period  of  limitation. 

39.275- 1  Period  of  limitation  upon  assess¬ 
ment  of  tax. 

39.275- 2  Period  of  limitation  upon  collec¬ 
tion  of  tax. 

SUPPLEMENT  M — ^INTEREST  AND  ADDITIONS  TO 
THE  TAX 

39.291  Statutory  provisions;  Interest  and 
additions  to  the  tax;  failure  to  file 
return. 

39.291- 1  Addition  to  the  tax  In  case  of  fail¬ 
ure  to  file  return. 

39.292- 294  Statutory  provisions;  interest 
and  additions  to  the  tax;  Interest  on 
deficiencies;  additions  to  tax  In  case  of 
deficiency;  additions  to  tax  In  case  of 
nonpayments. 

39.294- 1  Additions  to  the  tax. 

39.294- 2  Substantial  overestimate  of  ex¬ 
pected  carry-backs. 

39.295- 299  Statutory  provisions;  Interest 
and  additions  to  tax;  time  extended  for 
payment  of  tax  shown  on  return;  time 
extended  for  payment  of  deficiency; 
Interest  In  case  of  jeopardy  assessments; 
bankruptcy  and  receiverships;  removal 
of  property  or  departure  from  United 
States. 

SUPPLEMENT  N— CLAIMS  AGAINST  TRANSFEREES 
AND  FIDUCIARIES 

39.311  Statutory  provisions;  claims  against 
transferees  and  fiduciaries;  transferred 
assets. 

39.311- 1  Claims  In  cases  of  transferred 
assets. 

39.312  Statutory  provisions;  claims  against 
transferees  and  fiduciaries;  notice  of 
fiduciary  relationship. 

39.312- 1  Fiduciaries. 

39.313  Statutory  provisions;  claims  against 
transferees  and  fiduciaries;  cross 
reference. 

SUPPLEMENT  O— OVAPATMENTS 

39.321-322  Statutory  |»t>vl6lons;  overpay¬ 
ment  of  Installment  of  tax;  refunds  and 
credits. 


Sec. 

39.322- 1  Authority  for  abatement,  credit, 
and  refund  of  tax. 

39.322- 2  Credit  and  refund  adjustments. 

39.322- 3  Claims  for  refund  by  taxpayers. 

39.322- 4  Claim  for  payment  of  Judgment 
obtained  against  district  director. 

39.322- 5  Claim  for  payment  of  Judgment 
obtained  In  United  States  district  court 
against  the  United  States. 

39.322- 6  Claim  for  payment  of  Judgment 
obtained  In  the  Court  of  Claims  against 
the  United  States. 

39.322- 7  Limitations  upon  crediting  and  re¬ 
funding  of  taxes  paid;  general  rule. 

39.322- 8  Limitations  upon  crediting  and  re¬ 
funding  of  taxes  paid;  In  case  waiver 
executed. 

39.322- 9  Limitations  upon  crediting  and  re¬ 
funding  of  taxes  paid;  overpayment  on 
account  of  bad  debts,  worthless  secu¬ 
rities,  etc. 

39.322- 10  Limitations  upon  crediting  and 
refunding  of  taxes  paid;  overpayment 
determined  by  the  Tax  Court. 

39.322- 11  Limitations  upon  crediting  and 
refunding  of  taxes  paid — overpayment 
on  account  of  net  operating  loss  carry¬ 
backs  and  unused  excess  profits  credit 
carry-backs. 

39.322- 12  Crediting  of  accounts  of  district 
directors  In  cases  of  assessments  against 
several  persons  covering  same  liability. 

SUPPLEMENT  P - FOREIGN  PERSONAL 

HOLDING  COMPANIES 

39.331  statutory  provisions;  definition  of 
foreign  personal  holding  company. 

39.331- 1  Definition  of  foreign  personal 
holding  company. 

39.331- 2  Gross  income  requirement. 

39.331- 3  Stock  ownership  requirement. 

39.332  Statutory  provisions;  foreign  per¬ 
sonal  holding  company  Income. 

39.332- 1  Foreign  personal  holding  company 
income. 

39.333  (a)  Statutory  provisions;  foreign 
personal  holding  companies;  construc¬ 
tive  stock-ownership  rules. 

39.333  (a)-l'  Stock  ownership. 

39.333  (a) -2  Stock  not  owned  by  Individual. 

39.333  (a) -3  Family  and  partnership  own¬ 
ership. 

39.333  (a) -4  Options. 

39.333  (a) -5  Application  of  family  and  part¬ 
nership  rule  and  option  rule. 

39.333  (a) -6  Constructive  ownership  as 

actual  ownership. 

39.333  (a) -7  Option  rule  in  lieu  of  family 
and  partnership  rule. 

39.333  (b)  Statutory  provisions;  foreign 

personal  holding  companies;  construc¬ 
tive  stock-ownership  rules;  convertible 
securities. 

39.333  (b)-l  Convertible  securities. 

39.334  Statutory  provisions;  gross  Income  of 
foreign  personal  holding  companies. 

39.334- 1  Gross  Income  In  general  for  pur¬ 
poses  of  Supplement  P. 

39.334- 2  Additions  to  gross  Income  for  pur¬ 
poses  of  Supplement  P. 

39.335- 336  Statutory  provisions;  foreign 
personal  holding  companies;  undistrib¬ 
uted  Supplement  P  net  Income;  Supple¬ 
ment  P  net  income. 

39.336- 1  Supplement  P  net  Income. 

39.336- 2  Illustration  of  computation  of 
Supplement  P  net  Income  and  undis¬ 
tributed  Supplement  P  net  Income. 

39.337  Statutory  provisions;  foreign  per¬ 
sonal  holding  companies;  Income  taxed 
to  United  States  shareholders. 

39.337- 1  Income  of  foreign  personal  holding 
companies  taxed  to  United  States  share¬ 
holders. 

39.337- 2  Credit  for  obligations  of  the  United 
States. 

39.337- 3  Information  In  return. 

39.337- 4  Effect  on  capital  account  of  foreign 

personal  holding  company  and  basis  of 
stock  In  hands  of  shareholders.  ‘ 
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39.338  Statutory  provlsionB;  foreign  per¬ 
sonal  holding  companies;  Information 
returns  by  officers  and  directors. 

39.338- 1  Information  returns  by  officers  and 
directors  of  certain  foreign  corporations. 

39.338- 2  Annual  Information  returns  by  offi¬ 
cers  and  directors  of  certain  foreign  cor¬ 
porations. 

39.338- 3  Time  and  place  of  filing  returns. 

39.339  Statutory  provisions;  foreign  per¬ 
sonal  holding  companies;  Information 
returns  by  shareholders. 

39.339- 1  Information  returns  by  shsu-ehold- 
ers  of  certain  foreign  corporations. 

39.339- 2  Annual  Infcwmatlon  returns  by 
shareholders  of  certain  foreign  corpora¬ 
tions. 

39.339- 3  Time  and  place  of  filing  returns. 

39.340  Statutory  provisions;  foreign  per¬ 
sonal  holding  companies;  penalties. 

SUPPLEMENT  Q - REGULATED  INVESTMENT 

COMPANIES 

39.361  Statutory  provisions;  definition  of 
regulated  Investment  company. 

39.361- 1  Definition  of  a  regulated  Invest¬ 
ment  company. 

39.362  Statutory  provisions;  tax  on  regu¬ 
lated  Investment  companies. 

39.362- 1  Earnings  and  profits  of  a  regulated 
Investment  company. 

39.362- 2  Method  of  taxation  of  regulated 
Investment  companies. 

39.362- 3  Records  to  be  kept  for  purpose  of 
determining  whether  a  corporation 
claiming  to  be  a  regulated  Investment 
company  is  a  personal  holding  company. 

39.362- 4  Additional  Information  required 
In  returns  of  shareholders. 

39.362- 6  Method  of  taxation  of  sharehold¬ 
ers  of  regulated  Investment  companies. 

39.362-6  Distribution  of  dividends  after 
close  of  taxable  year. 

SUPPLEMENT  R - EXCHANGES  AND  DISTRIBUTIONS 

IN  OBEDIENCE  TO  ORDERS  OF  SECURITIES  AND 
EXCHANGE  COMMISSION 

39.371  Statutory  provisions;  exchanges  and 
distributions  In  obedience  to  orders  of 
the  Securities  and  Exchange  Commis¬ 
sion;  nonrecognition  of  gain  or  loss. 

39.371- 1  Terms  used. 

39.371- 2  Purpose  and  scope  of  exception. 

39.371- 3  Exchanges  of  stock  or  securities 
solely  for  stock  or  securities. 

39.371- 4  Exchanges  of  property  for  property 
by  corporations. 

89.371- 5  Distribution  solely  of  stock  or  se¬ 
curities. 

39.371- 6  Transfers  within  system  group. 

39.371- 7  Sale  of  stock  or  securities  received 
upon  exchange  by  members  of  system 
group. 

39.371- 8  Exchanges  In  which  money  or  other 
nonexempt  property  Is  received. 

39.371- 9  Requirements  with  respect  to  order 
of  Securities  and  Exchange  Commission. 

39.371- 10  Nonapplication  of  other  provi¬ 
sions  of  the  Internal  Revenue  Code. 

39.371- 11  Records  to  be  kept  and  Informa¬ 
tion  to  be  filed  with  returns. 

39.372  Statutory  provisions;  basis  of  prop¬ 
erty  acquired  In  exchanges  and  distribu¬ 
tions  made  In  obedience  to  orders  of  the 
Securities  and  Exchange  Commission. 

39.372- 1  Basts  for  determining  gain  or  loss. 

39.372- 2  Basis  of  property  acquired  upon 
exchanges  under  section  371  (a),  371  (b) 
(prior  to  amendment  by  Revenue  Act  of 
1942),  or  371  (e). 

39.372- 3  Reduction  of  basis  of  property  by 
reason  of  gain  not  recognized  under 
section  371  (b). 

39.372- 4  Basis  of  property  acquired  by  cor¬ 
poration  under  section  371  (a),  371  (b), 
or  371  (e)  as  contribution  of  capital  or 
surplus,  or  In  consideration  for  its  own 
stock  or  securities. 

39.372- 5  Basis  of  stock  or  securities  acquired 
by  shareholder  upon  tax-free  distribu¬ 
tion  under  section  371  (c). 


Sec. 

39.372- 6  Basis  of  property  acquired  under 
section  371  (d)  In  transactions  between 
corporations  of  the  same  system  group. 

39.373  Statutory  provisions;  exchanges  and 
distributions  In  obedience  to  orders  of 
Securities  and  Exchange  Ck^mmlsslon; 
definitions. 

39.373- 1  Definitions. 

SOTPLEMENT  S - TAX  OF  SHAREHOLDERS  OF 

PERSONAL  SERVICE  CORPORATIONS 

39.391  statutory  provisions;  personal  serv¬ 
ice  corporations;  applicability  of  Supple¬ 
ment  S. 

39.391- 1  Applicability  of  Supplement  S. 

39.392  Statutory  provisions;  personal  serv¬ 
ice  corporations;  undistributed  Supple¬ 
ment  S  net  Income. 

39.392- 1  Undistributed  Supplement  S  net 
income. 

39.393  Statutory  provisions;  personal  serv¬ 
ice  corporations;  Supplement  S  net  In¬ 
come. 

39.393- 1  Supplement  S  net  Income. 

39.394  Statutory  provisions;  personal  serv¬ 
ice  corporations;  Income  taxed  to  share¬ 
holders. 

39.394- 1  Taxability  of  shareholders. 

39.394- 2  Credit  for  Interest  on  obligations  of 
the  United  States  and  its  Instrumentali¬ 
ties. 

39.394- 3  Effect  on  capital  account-  of  per¬ 
sonal  service  corporation. 

39.394- 4  Basis  of  stock  In  hands  of  share¬ 
holders. 

39.395- 396  Statutory  provisions;  p>ersonal 
service  corporations;  nonresident  alien 
Individuals  and  foreign  corporations: 
payment  of  shareholder’s  tax. 

39.396- 1  Tax  of  certain  shareholders  paid 
by  the  corporation. 

SUPPLEMENT  T - INDIVIDUALS  WITH  ADJUSTED 

GROSS  INCOME  OF  LESS  THAN  $5,000 

39.400  Statutory  provisions;  tax  under  Sup¬ 
plement  T;  Imposition  of  tax. 

39.400- 1  Scope  and  application  of  Supple¬ 
ment  T. 

39.401  Statutory  provisions;  tax  under 
Supplement  T;  exemptions. 

39.401- 1  Rules  for  application  of  tables  In 
section  400. 

39.402  Statutory  provisions;  tax  under  Sup¬ 
plement  T;  manner  and  effect  of  election. 

39.402- 1  Manner  of  election  to  compute  tax 
under  Supplement  T. 

39.403- 404  Statutory  provisions;  tax  under 
Supplement  T;  credits  not  allowed;  tax¬ 
payers  Ineligible. 

39.404- 1  Taxpayers  to  whom  Supplement  T 
Is  Inapplicable. 

SUPPLEMENT  U — ^TAXATION  OF  BUSINESS  INCOME 
OF  CERTAIN  SECTION  101  ORGANIZATIONS 

39.421  Statutory  provisions;  Imposition  of 
tax  on  business  Income  of  certain  section 
101  organizations. 

39.421- 1  Imposition  of  tax. 

39.421- 2  Organizations  subject  to  tax. 

39.421- 3  Provisions  generally  applicable  to 
Supplement  U  tax. 

39.422  Statutory  provisions;  unrelated  busi¬ 
ness  net  income  of  certain  section  101 
organizations. 

39.422- 1  Definition  of  unrelated  business 
net  income. 

39.422- 2  Organizations  that  are  members  of 
partnerships. 

39.422- 3  Definition  of  unrelated  trade  or 
business. 

39.423  Statutory  provisions;  treatment  of 
Supplement  U  lease  In  determination  of 
unrelated  business  net  Income. 

39.423- 1  Definition  of  Supplement  U  lease. 

39.423- 2  Supplement  U  lease  Indebtedness. 

39.423- 3  Treatment  of  rent  from  Supple¬ 
ment  U  lease. 

39.423- 4  Percentage  of  deductions  taken 
Into  accoimt. 


Sec. 

39.424  Statutory  provisions;  credit  for  taxes 
of  foreign  countries  and  possessions  of 
the  United  States. 

Subpart  D — Tax  on  Self-Employment  In. 

COME  (SUBCHAPTER  E,  CHAPTER  1,  INTERNAL 
Revenue  Code) 

39.480  Statutory  provisions;  rate  of  tax  on 
self-employment  Income. 

39.480- 1  Tax  on  self-employment  income. 

39.481  Statutory  provisions;  net  earnings 
from  self-employment,  self-employment 
Income,  and  trade  or  business;  defini¬ 
tions. 

39.481- 1  Net  earnings  from  self-employ¬ 
ment. 

39.481- 2  Self-employment  Income. 

39.481- 3  Trade  or  business. 

39.481- 4  Employee  and  wages. 

39.482  Statutory  provisions;  returns  for  tax 
on  self-employment  Income;  cross  refer¬ 
ences. 

39.482- 1  Returns. 

Subpart  E — Personal  Holding  Companies 
(SUBCHAPTER  A,  CHAPTER  2,  INTERNAL  RE\’E- 
NUE  Code) 

39.500  Statutory  provisions;  surtax  on  per¬ 
sonal  holding  companies. 

39.500- 1  Surtax  on  personal  holding  com¬ 
panies. 

39.501  Statutory  provisions;  definition  of 
personal  holding  company. 

39.501- 1  Definition  of  personal  holding 
company. 

39.501- 2  Gross  Income  requirement. 

39  501-3  Stock  ownership  requirement. 

39.502  Statutory  provisions;  personal  bold¬ 
ing  company  income;  definition. 

39.502- 1  Personal  holding  company  Income. 

39.503  (a)  Statutory  provisions;  construc¬ 
tive  stock  ownership. 

39.503  (a)-l  Stock  ownership. 

39.503  (a) -2  Stock  not  owned  by  Individual. 

39.503  (a) -3  Family  and  partnership  own¬ 
ership. 

39.503  (a) -4  Options. 

39.503  (a)-5  Application  of  family-partner¬ 
ship  and  option  rules.  ; 

39.503  (a) -6  Constructive  ownership  as  i 

actual  ownership.  ; 

39.503  (a)-7  Option  rule  in  lieu  of  family  | 

and  partnership  rule.  ! 

89.503  (b)  Statutory  provisions;  owning  of  ■ 

convertible  securities  treated  as  stock  I 
ownership.  ! 

39.503  (b)-l  Convertible  securities.  I 

39.504  Statutory  provisions;  undistributed  ; 
subchapter  A  net  Income;  definition.  ‘ 

39.504- 1  Undistributed  subchapter  A  net 

income.  ! 

39.504- 2  Amounts  used  or  Irrevocably  set 

aside  to  pay  or  to  retire  Indebtedness  of  | 
any  kind  incurred  prior  to  January  1.  i 
1934.  * 

39.505  Statutory  provisions;  subchapter  A 

net  Income:  definition  for  the  purpose  of 
this  subchapter.  = 

39.505- 1  Subchapter  A  net  Income. 

39.505- 2  Illustration  of  computation  of 
subchapter  A  net  income,  undistributed  j 
subchapter  A  net  Income,  and  surtax. 

39.506  Statutory  provisions;  credits  and  re-  ; 

funds  for  deficiency  dividends.  i 

39.506- 1  Purpose  and  scope  of  deficiency  [ 

dividend  credit.  i 

39.506- 2  Date  when  decision  by  Tax  Court 
or  court  becomes  final  and  date  of  dos¬ 
ing  agreement. 

39.506- 3  Credit  against  unpaid  deficiency. 

39.506- 4  Credit  or  refund  of  deficiency  paW-  ^ 

39.506- 5  Claim  for  deficiency  dividend*  | 

credit  or  credit  or  refund.  • 

39.506- 6  Effect  of  deficiency  dividends  on 
dividends  paid  credit. 

39.506- 7  Suspension  of  statute  of  limit** 

tlons  and  stay  of  collection.  . 

89.507  Statutory  provisions;  meaning 
terms  used. 

39.508  Statutory  provisions;  admlnlstrMiw 
provisions. 
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39.508- 1  Return  and  payment  of  tax. 

39.508- 2  Determination  of  tax,  assessment, 
collection, 

39.509- 611  Statutory  provisions;  Improper 
accumulation  of  surplus;  foreign  per¬ 
sonal  holding  companies;  publicity  of 
returns;  cross  references. 

Subpart  P — Administrativ*  Provisions 
DISCOVERT  or  TAX  LIABILITT 

39.3604  Statutory  provisions;  returns  as  to 
formation,  etc.,  of  foreign  corporation. 

39.3604- 1  Information  returns. 

39.3604- 2  Form  of  return. 

39.3604- 3  Contents  of  returns  and  verifi¬ 
cation. 

DETERMINATION  OP  TAX  LIABILITT 

39  3612  statutory  provisions;  returns  exe¬ 
cuted  by  Commissioner  or  director. 

393614-3617  Statutory  provisions;  exami¬ 
nation  of  books  and  witnesses;  summons 
from  district  director  to  produce  books 
and  give  testimony;  penalties;  penalties 
and  awards  to  Informers  with  respect  to 
illegally  produced  petroleum. 

MISCELLANEOUS  PROVISIONS 

39.3631-3633  Statutory  provisions;  restric¬ 
tion  on  examination  of  taxpayers; 
authority  to  administer  oaths,  take  testi¬ 
mony,  and  certify;  Jurisdiction  of  dis¬ 
trict  courts  to  enforce  summons,  etc. 

GENERAL  COLLECTION  PROVISIONS 

39.3653  statutory  provisions;  prohibition  of 
suits  to  restrain  assessment  or  collection 
of  tax. 

393656  Statutory  provisions;  payment  by 
check  and  money  orders. 

39.3656- 1  Tax  paid  by  check. 

39.3657  Statutory  provisions;  payment  of 
tax  by  United  States  notes  and  certifi¬ 
cates  of  Indebtedness. 

39.3657- 1  Treasury  certificates  of  Indebt¬ 
edness,  Treasury  notes,  and  Treasury 
bills  In  payment  of  Income  and  profits 
taxes. 

39.3657- 2  Acceptance  of  Treasury  Savings 
Notes,  Series  A,  Series  B,  and  Series  D. 
In  payment  of  Income  (Including  excess 
profits)  taxes. 

39.3658  Statutory  provisions;  fractional 
parts  of  a  cent. 

39.3661  Statutory  provisions;  enforcement 
of  liability  for  taxes  collected  or  with¬ 
held. 

LIEN  rOR  TAXES 

39.3670  3673  Statutory  provisions;  prop¬ 
erty  subject  to  lien;  period  of  lien; 
validity  against  mortgagees,  pledgees, 
purchasers,  and  Judgment  creditors;  re¬ 
lease  of  lien. 

39.3673- 1  Release  of  liens. 

393674  Statutory  provisions;  partial  dis¬ 
charge  of  property. 

39.3674- 1  Partial  discharge  of  property. 

393675-3676  Statutory  provisions;  effect  of 

certificates  of  release  or  partial  dis¬ 
charge;  single  bond  covering  release  of 
Hen  and  payment  of  Income  tax  de¬ 
ficiency. 

393676-1  Single  bond  covering  release  of 
lien  and  payment  of  deficiency. 

39.3677-3680  Statutory  provisions;  extended 
application  of  provisions  relating  to  re¬ 
lease  or  partial  discharge;  civil  action 
to  enforce  lien  on  property;  civil  action 
to  clear  title  to  realty;  cross  references. 

DISTRAINT 

393690-3695  Statutory  provisions;  author¬ 
ity  to  distrain;  property  exempt  from 
.  distraint;  levy;  proceedings  on  distraint; 
priority  of  specific  tax  liability  on  dis¬ 
trained  property;  purchase  and  sale  of 
property  for  account  of  the  United 
States. 

*3-39#5-i  Disposition  of  distrained  property. 


Sec. 

39.369ft-3697  Statutory  provisions;  redemp¬ 
tion  of  property;  certificates  of  sale. 

39.3700-3706  Statutory  provisions;  author¬ 
ity  to  distrain  real  estate;  proceedings  on 
distraint;  redemption  of  real  estate;  cer¬ 
tificates  of  purchase;  deeds  of  sale;  trans¬ 
mission  of  certificates  and  deeds  to  Com¬ 
missioner;  records  of  sale. 

39.3710-3716  Statutory  provisions;  surren¬ 
der  of  property  subject  to  distraint;  pro¬ 
duction  of  books;  sale  of  Indivisible 
property;  distraint  by  district  director 
outside  his  district;  period  of  limitation 
UF>on  distraint;  successive  seizures;  fees 
and  charges  In  distraint  and  seizure 
cases. 

39.3725  Statutory  provisions;  stamping, 
marking,  and  branding  seized  goods. 

SUITS  BT  UNITED  STATES 

39.3740  Statutory  provisions;  authorization 
to  commence  suit. 

39.3743  Statutory  provisions;  authorization 
for  regulations. 

39.3745-3748  Statutory  provisions;  district 
director’s  report  to  district  attorney  of 
willful  violation  of  law;  suits  for  recov¬ 
ery  of  erroneous  refunds;  disposition  of 
Judgments  and  moneys  recovered;  p>erl- 
ods  of  limitation. 

CLOSING  AGREEMENTS  AND  COMPROMISES 

39.3760  Statutory  provisions;  closing  agree¬ 
ments. 

39.3760- 1  Closing  agreements  relating  to  tax 
liability  in  respect  of  internal  revenue 
taxes. 

39.3761- 3762  Statutory  provisions;  compro¬ 
mises;  penalties  for  concealment  of 
property  or  withholding,  etc.,  of  records. 

ABATEMENTS.  CREDITS,  AND  REFUNDS 

39.3770-3775  Statutory  provisions;  author¬ 
ity  to  make  abatements,  credits,  and  re¬ 
funds;  Interest  on  overpayments;  suits 
for  refund;  Interest  on  Judgments;  re¬ 
funds  after  periods  of  limitation;  credits 
after  periods  of  limitation. 

39.3777  Statutory  provisions;  reports  of  re¬ 
funds  and  credits  In  excess  of  (200,000. 

39.3779  Statutory  provisions;  extensions  of 
time  for  payment  of  taxes  by  corpo¬ 
rations  expecting  carry-backs. 

39.3779- 1  Extensions  of  time  for  payment  of 
taxes  by  corporations  expecting  carry¬ 
backs. 

39.3779- 2  Contents  of  statement. 

39.3779- 3  Amount  of  tax  the  time  for  pay¬ 
ment  of  which  may  be  extended. 

39.3779- 4  Payment  of  remainder  of  tax 
where  extension  relates  to  only  part  of 
the  tax. 

39.3779- 5  Period  of  extension. 

39.3779- 6  Revised  statements. 

39.3779- 7  Termination  by  Commissioner. 

39.3779- 8  Payments  on  termination. 

39.3779- 9  Interest. 

39.3780  Statutory  provisions;  tentative 
carry-back  adjustments. 

39.3780- 1  Tentative  carry-back  adjust¬ 
ments. 

39.3780- 2  Computation  of  increase  or  de¬ 
crease  In  prior  years’  taxes  affected  by 
the  carry-back. 

39.3780- 3  Allowance  of  adjustments. 

39.3780- 4  Assessment  of  erroneous  allow¬ 
ances. 

39.3781  Statutory  provisions;  extension  of 
time  and  tentative  carry-back  and  amor¬ 
tization  adjustments  in  the  case  of  con¬ 
solidated  returns. 

ADDITIONAL  MISCELLANEOUS  PROVISIONS 

39.3790-3795  Statutory  provisions;  prohibi¬ 
tion  of  administrative  review  of  Com¬ 
missioner’s  decisions;  rules  and  regula¬ 
tions;  expenses  of  detection  and  punish¬ 
ment  of  frauds;  penalties  and  forfei¬ 
tures;  Interest  on  delinquent  taxes; 
administration  of  real  estate  acquired 
by  the  United  States. 
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39.3797  Statutory  provisions;  definitions. 

39.3797- 1  Classification  of  taxables. 

39.3797- 2  Association. 

39.3797- 3  Association  distinguished  from 
trust. 

39.3797- 4  Partnerships. 

39.3797- 5  Limited  partnerships. 

39.3797- 6  Partnership  associations. 

39.3797- 7  Insurance  company. 

39.3797- 8  Domestic,  foreign,  resident,  and 
nonresident  persons. 

39.3797- 9  Fiduciary. 

39.3797- 10  Fiduciary  distinguished  from 
agent. 

39.3797- 11  Military  or  naval  forces  and 
armed  forces  of  the  United  States. 

39.3797- 12  Collectors  and  directors. 

39.3798  Statutory  provisions;  exemption  of 
Insolvent  banks  from  tax. 

39.3798- 1  Banks  and  trust  companies  cov¬ 
ered. 

39.3708-2  Scope  of  section  generally. 

39.3798- 3  Segregated  or  transferred  assets. 

39.3798- 4  Unsegregated  assets. 

39.3798- 5  Earnings. 

39.3798- 6  Abatement  and  refund. 

39.3798- 7  Establishment  of  Immunity. 

39.3798- 8  Procedure  during  Immunity. 

39.3798- 9  Termination  of  Immunity. 

39.3798- 10  Collection  of  tax  after  termina¬ 
tion  of  Immunity. 

39.3798- 11  Social  Security  taxes. 

39.3799- 3800  Statutory  provisions;  Income 
from  obligations  and  mortgages  Issued 
by  Joint-stock  land  banks;  jurisdiction 
of  District  Courts  to  issue  orders,  proc¬ 
esses,  and  Judgments. 

39.3801  (a)  (1)  Statutory  provisions;  miti¬ 
gation  of  effect  of  limitation  and  other 
provisions  In  Income  tax  cases;  definition, 
of  determination. 

39.3801  (a)  (1)-1  Purpose  and  scope  of  sec¬ 
tion  3801. 

39.3801  (a)  (l)-2  Closing  agreement  as  a 
determination. 

39.3801  (a)  (l)-3  Decision  by  Tax  Court  or 
court  as  a  determination. 

39.3801  (a)  (l)-4  Final  disposition  of  claim 
for  refund  as  a  determination. 

39.3801  (a)  (2)-(3)  Statutory  provisions; 
mitigation  of  effect  of  limitation  and 
other  provisions  in  Income  tax  cases; 
definitions  of  taxpayer  and  related  tax¬ 
payer. 

39.3801  (a)  (3)-l  Related  taxpayer. 

39.3801  (b)  Statutory  provisions;  mitiga¬ 
tion  of  effect  of  limitation  and  other  pro¬ 
visions  in  income  tax  cases;  circum¬ 
stances  of  adjustment. 

39.3801  (b)-0  Circumstances  of  adjustment. 

39.3801  (b)-l  Double  Inclusion  of  Item  of 
gross  Income. 

39.3801  (b)-2  Double  allowance  of  a  deduc¬ 
tion  or  credit. 

39.3801  (b)-3  Erroneous  exclusion  of  Item 
of  gross  Income  with  respect  to  which 
tax  was  paid. 

39.3801  (b)-4  Correlative  deductions  and 
Inclusions  specified  In  section  162  (b) 
and  (c)  and  corresponding  provisions  of 
prior  revenue  acts, 

39.3801  (b)-6  Determination  of  basis  of 
property  In  case  of  erroneous  treatment 
of  transaction  relating  to  acquisition 
thereof. 

39.3801  (b)-6  Law  applicable  In  determina¬ 
tion  of  error. 

39.3801  (b)-7  Operation  dependent  upon 
maintenance  of  Inconsistent  position. 

39.3801  (b)-8  Existence  of  status  of  related 
taxpayer  at  time  of  the  first  maintenance 
of  an  Inconsistent  position. 

39.3801  (c)  Statutory  provisions;  mitigation 
of  effect  of  limitations  and  other  provi¬ 
sions  In  Income  tax  cases;  method  of  ad¬ 
justment. 

39.3801  (c)-l  Method  of  adjustment. 

39.3801  (d)  Statutory  provisions;  mitiga¬ 
tion  of  effect  of  limitation  and  other  pro¬ 
visions  In  Income  tax  cases;  ascertain¬ 
ment  of  amount  of  adjustment. 
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39.3801  (d)-l  Ascertainment  of  amount  of 
adjustment. 

39.3801  (e)  Statutory  provisions;  mltlga* 
tlon  of  effect  of  limitation  and  other  pro¬ 
visions  In  income  tax  cases;  adjustment 
unaffected  by  other  items. 

39.3801  (e)-l  Elffect  of  other  items  on 
amount  of  adjustment. 

39.3801  (f)-(g)  Statutory  provisions;  miti¬ 
gation  of  effect  of  limitation  and  other 
provisions  in  Income  tax  cases;  no  ad¬ 
justment  for  years  prior  to  1932;  not 
applicable  to  taxes  Imposed  by  chapter  9. 

39.3804  Statutory  provisions;  time  for  per¬ 
forming  certain  acts  postponed  by  reason 
of  war. 

39.3805  Statutory  provisions;  Income  tax 
due  dates  postponed  In  case  of  China 
Trade  Act  corporations. 

39.3805-1  China  Trade  Act  corporations. 
C9.3808  Statutory  provisions;  mitigation  of 
effect  of  renegotiation  of  war  contracts 
or  disallowance  of  reimbursement. 

39.3809  Statutory  provisions;  verification  of 
returns:  penalties  of  perjury. 

39.3809- 1  Verification  by  declaration  in  lieu 
of  oath. 

39.3810  StatutOTy  provisions;  effective  date 
of  self-employment  tax  in  Puerto  Rico. 

39.3810- 1  Effective  date  of  self-employment 
tax  in  Puerto  Rico. 

39.3811- 3812  StatutcM-y  provisions;  collec¬ 
tion  of  taxes  in  Puerto  Rico  and  Virgin 
Islands;  mitigation  of  effect  of  statute  of 
limitations  and  other  provisions  in  case 
of  related  taxes  under  different  chapters. 

39.3812- 1  Application  of  section. 

39.3812- 2  Law  applicable  in  determination 
of  error. 

39.3813  Statutory  provisions;  requirements 
for  exemption  of  certain  organizations 
under  section  101  (6)  and  for  deducti¬ 
bility  of  contributions  made  to  such 
organizations. 

39.3813- 1  Denial  of  exemption  to  organiza¬ 
tions  engaged  in  prohibited  transactions. 

39.3813- 2  Future  status  of  organization  de¬ 
nied  exemption. 

39.3813- 3  Disallowance  of  certain  chari¬ 
table,  etc.,  deductions. 

39.3814  Statutory  provisions;  denial  of  ex¬ 
emption  under  section  101  (6)  in  the 
case  of  certain  organizations  accumulat¬ 
ing  income. 

39.3814- 1  Denial  of  exemption  under  section 
101  (6)  in  the  case  of  certain  organiza¬ 
tions  accumulating  income. 

39.4041  Statutory  provisions;  issue  of  in¬ 
structions.  regulations,  and  forms. 
39.4047  (a)  Statutory  pn-ovisions;  penalties 
for  disclosure  of  information  by  officers 
and  employees  of  the  United  States. 

Subpart  G — Miscellaneous  Provisions 

39.6000-1  Extension  of  time  for  making  cer¬ 
tain  elections. 

Authority:  §S39.1  to  39.6000-1  issued 
under  53  Stat.  32.  457;  26  D.  S.  C.  62.  3791. 

Subpart  A — Introductory  Provisions 
(Chapter  I.  Internal  Revenue  Code) 

5  39.1  Statutory  provisions;  applica~ 
tion  of  Chapter  1, 

Sec.  1.  Application  of  chapter.  The  pro¬ 
visions  of  this  chapter  shall  apply  only  to 
taxable  years  beginning  after  December  31, 
1938.  Income,  war-profits,  and  excess- 
profits  taxes  for  taxable  years  beginning  prior 
to  January  1,  1939,  shall  not  be  affected  by 
the  provisions  of  this  chapter,  but  shall  re¬ 
main  subject  to  the  applicable  provisions  of 
the  Revenue  Act  of  1938  and  prior  revenue 
acts,  except  as  such  provisions  are  modified 
by  legislation  enacted  subsequent  to  the 
Revenue  Act  of  1938. 

§  39.1-1  Scope  and  applicability  of 
regulations,  (a)  The  regulations  in  this 
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part  deal  with  (1)  the  taxes  imposed  by 
chapter  1  of  the  Internal  Revenue  Code, 
except  the  excess  profits  tax  imposed  un¬ 
der  subchapter  D,  (2)  the  surtax  im¬ 
posed  by  subchapter  A  of  chapter  2 
(sections  500  to  511,  inclusive)  upon  the 
undistributed  subchapter  A  net  income 
of  personal  holding  companies,  and  (3) 
administrative  provisions  relating  to 
such  taxes. 

(b)  The  regulations  in  this  part  are 
applicable  only  with  respect  to  taxable 
years  beginning  after  December  31, 1951. 

§  39.2-3  Statutory  provisions;  cross 
references  in  Chapter  1;  classification  of 
provisions  in  Chapter  1. 

Sec.  2.  Cross  references.  The  cross  ref¬ 
erences  in  this  chapter  to  other  portions  of 
the  chapter,  where  the  word  “see”  is  used, 
are  made  only  for  convenience,  and  shall 
be  given  no  legal  effect. 

Sec.  3.  Classification  of  provisions.  The 
provisions  of  this  chapter  are  herein  classi¬ 
fied  and  designated  as — 

Subchapter  A — Introductory  provisions, 

Subebapter  B — General  provisions,  divided 
into  Parts  and  sections. 

Subchapter  C — Supplemental  provisions, 
divided  into  Supplements  and  sections. 

Subchapter  E — Tax  on  Self-Employment 
Income  (the  Self-Eknployment  Contributions 
Act),  divided  into  sections. 

(Sec.  3  as  amended  by  sec.  172  (b).  Rev.  Act 
1942;  sec.  6  (b).  Individual  Income  Tax  Act 
1944;  sec.  208  (d).  Social  Security  Act 
Amendments  1950] 

§  39.3-1  Division  of  regulations. 
These  regulations,  which  constitute  Part 
39  of  Title  26  of  the  Code  of  Federal 
Regulations,  are  divided  into  seven  sub¬ 
parts.  Subpart  A  relates  to  Introductory 
Provisions  of  Chapter  1  of  the  Internal 
Revenue  Code.  Subpart  B  relates  to 
Cleneral  Provisions  of  Chapter  1  of  the 
Internal  Revenue  Code.  Subpart  C  re¬ 
lates  to  Supplemental  Provisions  of 
Chapter  1  of  the  Internal  Revenue  Code. 
Subpart  D  relates  to  Tax  on  Self-Em¬ 
ployment  Income.  Subpart  E  relates  to 
Surtax  on  Personal  Holding  Companies. 
Subpart  F  relates  to  Administrative  and 
General  Provisions.  Subpart  G  relates 
to  Miscellaneous  Provisions. 

§  39.4  Statutory  provisions;  classes  of 
taxpayers. 

Sec.  4.  Special  classes  of  taxpayers.  The 
application  of  the  General  Provisions  and  of 
Supplements  A  to  D,  inclusive,  to  each  of  the 
following  special  classes  of  taxpayers,  shall  be 
subject  to  the  exceptions  and  additional 
provisions  found  in  the  Supplement  appli¬ 
cable  to  such  class,  as  follows: 

(a)  Estates  and  trusts  and  the  benefici¬ 
aries  thereof — Supplement  E. 

(b)  Members  of  p>artnerships — Supple¬ 
ment  P. 

(c)  Insurance  companies — Supplement  G. 

(d)  Nonresident  alien  Individuals — Sup¬ 
plement  H. 

(e)  Foreign  corporations — Supplement  I. 

(f )  Individual  citizens  of  any  possession  of 
the  United  States  who  are  not  otherwise  citi¬ 
zens  of  the  United  States  and  who  are  not 
residents  of  the  United  States — Supplement 
J. 

(g)  Individual  citizens  of  the  United 
States  or  domestic  corporations,  satisfying 
the  conditions  of  section  251  by  reason  of  de¬ 
riving  a  large  portion  of  their  gross  Income 
from  sources  within  a  possession  of  the 
United  States — Supplement  J. 


(h)  China  Trade  Act  corporations — Sup- 
plement  K. 

(I)  Foreign  personal  holding  companies 
and  their  shareholders — Supplement  P. 

(J)  Regulated  investment  companies— 
Supplement  Q. 

(k)  Shareholders  of  personal  service  cor¬ 
porations — Supplement  S. 

(l)  Individuals  with  adjusted  gross  income 
of  less  than  $5,000 — Supplement  T. 


[Sec.  4  as  amended  by  sec.  102  (c).  Rev.  Act 
1941;  sec.  170  (b).  Rev.  Act  1942;  sec.  5  (b), 
Individual  Income  Tax  Act  1944] 


§  39.4-1  Application  of  regulations  to 
special  classes  of  taxpayers.  With  re¬ 
spect  to  certain  classes  of  taxpayers,  the 
application  of  the  provisions  of  Subpart 
B  of  this  part  is  subject  to  certain  excep¬ 
tions  and  additional  provisions,  which 
appear  in  Subpart  C  of  this  part,  in  con¬ 
nection  with  the  following  sections  of 
the  Internal  Revenue  Code: 


Estates  and  trusts — sections  161  to  172, 
Inclusive. 

Partnerships — sections  181  to  191,  inclu¬ 
sive. 

Insurance  companies — sections  201  to  207, 
inclusive. 

Nonresident  alien  individuals — sectlou 
211  to  221,  inclusive. 

Foreign  corporations — sections  231  to  238, 
inclusive. 

Income  from  sources  in  possessions  of  the 
United  States — sections  251  and  252. 

China  Trade  Act  corporations — sections 
261  to  265,  inclusive. 

Foreign  personal  holding  companies— sec¬ 
tions  331  to  340,  inclusive. 

Regulated  Investment  companies — sections 
.  361  and  362. 

Shareholders  of  personal  service  corpora¬ 
tions — sections  391  to  396,  Inclusive. 

Individuals  entitled  to  elect  to  pay  the 
tax  under  Supplement  T — sections  4(X}  to 
404,  inclusive. 

Tax-exempt  organizations  with  taxable 
business  Income  under  Supplement  U— sec¬ 
tions  421  to  424,  inclusive. 


Subpart  B — General  Provisions 
(Chapter  I,  Internal  Revenue  Codb) 


RATES  OF  TAX 

§  39.11  Statutory  provisions;  normal 
tax  on  individuals. 


Sec.  11.  Normal  tax  on  individuals— (s) 
Taxable  years  beginning  after  September  30, 
1950.  In  case  of  taxable  years  beginning 
after  September  30,  1950,  there  shall  be 
levied,  collected,  and  paid  for  each  taxable 
year  upon  the  net  income  of  every  individual 
a  normal  tax  of  3  per  centum  of  the  amount 
of  the  net  Income  in  excess  of  the  credits 
against  net  income  provided  in  section  35. 
For  alternative  tax  which  may  be  elected  K 
adjusted  gross  income  is  less  than  $5,000,  see 
supplement  T. 

(b)  Taxable  years  beginning  before  October 
1, 1950.  •  •  •  [Not  applicable.] 


[Sec.  11  as  amended  by  sec.  102  (b)  (1),  R*’'- 
Act  1941;  sec.  102,  Rev.  Act  1942;  sec.  3,  In¬ 
dividual  Income  Tax  Act  1944;  sec.  101  (»)> 
Rev.  Act  1945;  sec.  104  (a).  Rev.  Act  19*8: 
sec.  101  (a).  Rev.  Act  1950] 


§39.11-1  Income  tax  on  individuals. 
Chapter  1  of  the  Internal  Revenue  Code 
imposes  an  income  tax  on  individuals 
consisting  of  a  normal  tax  (section  11  > 
and  a  surtax  (section  12).  For  optional 
tax  in  the  case  of  taxpayers  with  ad¬ 
justed  gross  incomes  of  less  than  $5,000. 
see  section  400  and  §39,400-1.  The  nor¬ 
mal  tax  on  individuals  is  at  the  rate  of  3 
percent  and  is  upon  net  income  (deter- 
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mined  by  subtracting  the  allowable  de¬ 
ductions  from  the  gross  income)  reduced 
by  the  amount  of  the  credits  against  net 
income  provided  In  section  25.  In  cer¬ 
tain  cases  credits  are  allowed  against  the 
amount  of  the  tax  (sections  31,  32.  35. 
and  131 ) .  For  computation  of  tax  in  the 
case  of  a  joint  return  of  husband  and 
wife,  see  §  39.12-4.  For  treatment  of  tax¬ 
able  years  beginning  in  1953  and  ending 
in  1954,  see  §  39.108-1.  In  general,  the 
tax  is  payable  upon  the  basis  of  returns 
rendered  by  persons  liable  therefor  (sec¬ 
tions  51, 53, 142,  and  217)  or  at  the  source 
of  the  income.  Exceptions  and  addition¬ 
al  provisions  applicable  to  certain  special 
classes  of  taxpayers  are  listed  in  §  39.4-1. 
See  Supplement  P  (sections  331  to  340, 
inclusive)  as  to  shareholders  of  foreign 
personal  holding  companies.  See  section 
117  as  to  the  treatment  of  capital  gains 
and  capital  losses. 

5  39.11-2  Citizens  or  residents  of  the 
United  States  liable  to  tax.  In  general, 
citizens  of  the  United  States,  wherever 
resident,  are  liable  to  the  tax.  and  it 
makes  no  difference  that  they  may  own 
no  assets  within  the  United  States  and 
may  receive  no  Income  from  sources 
within  the  United  States.  Every  resi¬ 
dent  alien  individual  is  liable  to  the  tax, 
e?en  though  his  income  is  wholly  from 
sources  outside  the  United  States.  A 
nonresident  alien  individual  who  is  a 
bona  fide  resident  of  Puerto  Rico  during 
the  entire  taxable  year  is,  in  general, 
liable  to  the  tax  in  the  same  manner  as 
a  resident  alien  individuaL  See  sections 
116  (1)  and  220.  As  to  nonresident  alien 
individuals,  see  sections  211  to  221, 
Inclusive. 

539.11-3  Who  is  a  citizen.  Every 
person  born  or  naturalized  in  the  United 
States,  and  subject  to  its  jurisdiction,  is 
a  citizen.  For  rules  governing  the  ex¬ 
patriation  of  citizens  by  birth  and 
naturalized  citizens,  see  sections  349  to 
357,  inclusive,  of  the  Immigration  and 
NaUonality  Act,  1952  (8  U.  S.  C.  1481- 
1489).  A  foreigner  who  has  filed  his 
declaration  of  intention  of  becoming  a 
citizen  but  who  has  not  yet  been  admitted 
to  citizenship  by  a  final  order  of  a  na¬ 
turalization  court  is  an  alien.  See 
1539.211-2  to  39.211-5,  inclusive,  for  dis¬ 
tinction  between  a  resident  alien  indi- 
hdual  and  a  nonresident  alien  }"di- 
tldual. 

5  39.12  Statutory  provisions;  surtax 
on  individuals. 

8ec.  12.  Surtax  on  individuals — (a)  Defl- 
nitton  0/  "surtax  net  income".  As  used  In 
^  section  the  term  “surtax  net  Income” 
O'owis  the  i.mount  of  the  net  Income  In  ex- 
of  the  credits  against  net  Income  pro¬ 
dded  In  section  25  (.>). 

(b)  Rates  of  surtax.  (1)  Calendar  year 
liSl.  •  •  •  applicable.) 

(2)  Taxable  years  beginning  after  October 
\  h,  issi^  and  before  January  1,  1954.  In  the 
!  Of  taxable  years  beginning  after  October 
!  1'  1951,  and  before  January  1,  1954,  there 

j  be  levied,  collected,  and  paid  for  each 
,  ‘^ble  year  upon  the  surtax  net  income  of 
I  individual  (other  than  a  head  of  a 
wusehold  to  whom  subsection  (c)  applies) 

*  surtax  shown  In  the  following  table: 


//  the  surtax  net  income  is — 

Not  over  $2,000 _ - _ _ _ - 

Over  $2,000  but  not  over  $4,000 _ 

Over  $4,000  but  not  over  $6,000 _ _ 

Over  $6,000  but  not  over  $8,000 _ - _ 

Over  $8,000  but  not  over  $10,000 _ 

Over  $10,000  but  not  over  $12,000 _ 

Over  $12,000  but  not  over  $14,000 _ 

Over  $14,000  but  not  over  $16,000 _ 

Over  $16,000  but  not  over  $18.000 _ 

Over  $18,000  but  not  over  $20,000 _ 

Over  $20,000  but  not  over  $22,000 _ 

Over  $22,000  but  not  over  $26,000 _ 

Over  $26,000  but  not  over  $32,000 _ 

Over  $32,000  but  not  over  $38,000 _ 

Over  $38,000  but  not  over  $44,000 _ 

Over  $44,000  but  not  over  $50,000 _ 

Over  $50,000  but  not  over  $60,000 _ 

Over  $60,000  but  not  over  $70,000 _ 

Over  $70,000  but  not  over  $80,000 _ 

Over  $80,000  but  npt  over  $90,000 _ 

Over  $90,000  but  not  over  $100,000 _ 

Over  $100,000  but  not  over  $150,000 _ 

Over  $150,000  but  not  over  $200,000 _ 

Over  $200,000 _ _ _ 


The  surtax  shall  be — 

19.2  percent  of  the  surtax  net  Income, 

$384,  plus  21.6  percent  of  excess  over  $2,000. 
$816,  plus  26  percent  excess  over  $4,000. 
$1,336,  plus  31  percent  of  excess  over  $6,000. 
$1,956,  plus  35  percent  of  excess  over  $8,000. 
$2,656,  plus  39  percent  of  excess  over  $10,000. 
$3,436,  plus  45  p>ercent  of  excess  over  $12,000. 
$4,336,  plus  50  percent  of  excess  over  $14,000. 
$5,336,  plus  53  percent  of  excess  over  $16,000 
$6,396,  plus  56  percent  of  excess  over  $18,000. 
$7,516,  plus  59  percent  of  excess  over  $20,000. 
$8,696,  plus  63  percent  of  excess  over  $22,000. 
$11,216,  plus  64  percent  of  excess  over  $26,000. 
$15,056,  plus  65  percent  of  excess  over  $32,000. 
$18,956,  plus  69  percent  of  excess  ever  $38,000. 
$23,096,  plus  72  percent  of  excess  over  $44,000. 
$27,416,  plus  74  percent  of  excess  over  $50,000. 
$34,816,  plus  77  percent  of  excess  over  $60,000. 
$42,516,  plus  80  percent  of  excess  over  $70,000. 
$50,516,  plus  82  percent  of  excess  over  $80,000. 
$58,716,  plus  85  percent  of  excess  over  $90,000. 
$67,216,  plus  87  percent  of  excess  over  $100,000. 
$110,716,  plus  88  percent  of  excess  over  $150,000. 
$154,716,  plus  89  percent  of  excess  over  $200,000. 


(3)  Taxable  years  beginning  after  December  31,  1953.  In  the  case  of  taxable  years 
beginning  after  December  31,  1953,  there  shall  be  levied,  collected,  and  paid  for  each  tax¬ 
able  year  upon  the  surtax  net  income  of  every  individual  (other  than  a  head  of  a  house¬ 
hold  to  whom  subsection  (c)  applies)  the  surtax  shown  In  the  following  table: 


If  the  surtax  net  income  is — 

Not  over  $2,000 _ 

Over  $2,000  but  not  over  $4,000 _ 

Over  $4,000  but  not  over  $6,000 _ 

Over  $6,000  but  not  over  $8,000 _ 

Over  $8,000  but  not  over  $10,000 _ _ _ 

Over  $10,000  but  not  over  $12,000 _ 

Over  $12,000  but  not  over  $14,000 _ 

Over  $14,000  but  not  over  $16,000 _ 

Over  $16,000  but  not  over  $18,000 _ 

Over  $18,000  but  not  over  $20,000 _ 

Over  $20,000  but  not  over  $22,000 _ 

Over  $22,000  but  not  over  $26,000 _ _ 

Over  $26,000  but  not  over  $32,000 _ _ 

Over  $32,000  but  not  over  $38,000 _ 

Over  $38,000  but  not  over  $44,000 _ 

Over  $44,000  but  not  over  $50,000 _ 

Over  $50,000  but  not  over  $60,000 _ 

Over  $60,000  but  not  over  $70,000 _ 

Over  $70,000  but  not  over  $80,000 _ 

Over  $80,000  but  not  over  $90,000 _ 

Over  $90,000  but  not  over  $100,000 _ 

Over  $100,000  but  not  over  $150,000 _ 

Over  $150,000  but  not  over  $200,000 _ 

Over  $200,000 _ 


The  surtax  shall  be — 

17  percent  of  the  surtax  net  Income. 

$340,  plus  19  percent  of  excess  over  $2,000. 

$720,  plus  23  percent  of  excess  over  $4,000. 
$1,180,  plus  27  percent  of  excess  over  $6,000 
$1,720,  plus  31  percent  of  excess  over  $8,000. 
$2,340,  plus  35  percent  of  excess  over  $10,000. 
$3,040,  plus  40  percent  of  excess  over  $12,000. 
$3,840,  plus  44  percent  of  excess  over  $14,000. 
$4,720,  plus  47  percent  of  excess  over  $16,000. 
$5,660,  plus  50  percent  of  excess  over  $18,000. 
$6,660,  plus  53  percent  of  excess  over  $20,000. 
$7,720,  plus  56  percent  of  excess  over  $22,000. 
$9,960,  plus  59  percent  of  excess  over  $26,000. 
$13,500,  plus  62  percent  of  excess  over  $32,000. 
$17,220,  plus  66  percent  of  excess  over  $38,000. 
$21,180,  plus  69  percent  of  excess  over  $44,000. 
$25,320,  plus  72  percent  of  excess  over  $50,000. 
$32,520,  plus  75  percent  of  excess  over  $60,000. 
$40,020,  plus  78  percent  of  excess  over  $70,000. 
$47,820,  plus  81  percent  of  excess  over  $80,000. 
$55,920,  plus  84  percent  of  excess  over  $90,000. 
$64,320,  pl\is  86  percent  of  excess  over  $100,000. 
$107,320,  plus  87  percent  ol  excess  over  $150,000. 
$150,820,  plus  88  percent  of  excess  over  $200,000. 


(c)  Hates  of  surtax;  head  of  household — (1)  Taxable  years  beginning  after  October  31, 
1951,  and  before  January  1,  1954.  In  the  case  of  taxable  years  beginning  after  October  31, 
1951,  and  before  January  1,  1954,  there  shall  be  levied,  collected,  and  paid  for  each  taxable 
year  upon  the  surtax  net  Income  of  every  Individual  who  is  the  head  of  a  household  the 
surtax  shown  In  the  following  table: 


If  the  surtax  net  income  is — 

Not  over  $2,000 _ 

Over  $2,000  but  not  over  $4,000 _ 

Over  $4,000  but  not  over  $6,000 _ 

Over  $6,000  but  not  over  $8,000 _ 

Over  $8,000  but  not  over  $10,000 _ 

Over  $10,000  but  not  over  $12,000 _ 

Over  $12,000  but  not  over  $14,000 _ 

Over  $14,000  but  not  over  $16,000 _ 

Over  $16,000  but  not  over  $18,000 _ 

Over  $18,000  but  not  over  $20,000 _ 

Over  $20,000  but  not  over  $22,000 _ 

Over  $22,000  but  not  over  $24,000 _ 

Over  $24,000  but  not  over  $28,000 _ 

Over  $28,000  but  not  over  $32,000 _ 

Over  $32,000  but  not  over  $38,000 _ 

Over  $38,000  but  not  over  $44,000 _ 

Over  $44,000  but  not  over  $50,000 _ 

Over  $50,000  but  not  over  $60,000 _ _ _ 

Over  $60,000  but  not  over  $70,000 _ 

Over  $70,000  but  not  over  $80,000 _ 

Over  $80,000  but  not  over  $90,000 _ 

Over  $90,000  but  not  over  $100,000 _ 

Over  $100,000  but  not  over  $150,000 _ 


The  surtax  shall  be — 

19.2  percent  of  the  surtax  net  Income. 

$384,  plus  20.4  percent  of  excess  over  $2,000. 
$792,  plus  24  percent  of  excess  over  $4,000. 
$1,272,  plus  26  percent  of  excess  over  $6,000. 
$1,792,  plus  31  percent  of  excess  over  $8,000. 
$2,412,  plus  32  percent  of  excess  over  $10,000. 
$3,052,  plus  38  percent  of  excess  over  $12,000. 
$3,812,  plus  41  percent  of  excess  over  $14,000. 
$4,632,  plus  44  percent  of  excess  over  $16,000. 
$5,512,  plus  45  percent  of  excess  over  $18,000. 
$6,412,  plus  49  percent  of  excess  over  $20,000. 
$7,392,  plus  51  percent  of  excess  over  $22,000. 
$8,412  ,plus  54  percent  of  excess  over  $24,000. 
$10,572,  plus  57  percent  of  excess  over  $28,000. 
$12,852,  plus  60  percent  of  excess  over  $32,000. 
$16,452,  plus  63  percent  of  excess  over  $38,000. 
$20,232,  plus  68  percent  of  excess  over  $44,000. 
$24,312,  plus  69  {>ercent  of  excess  over  $50,000. 
$31,212,  plus  70  percent  of  excess  over  $60,000. 
$38,212,  plus  74  percent  of  excess  over  $70,000. 
$45,612,  plus  76  percent  of  excess  over  $80,000. 
$53,212,  plus  78  percent  of  excess  over  $90,000. 
$61,012,  plus  82  percent  of  excess  over  $100,000. 
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If  the  surtax  net  income  is—  The  surtax  shall  he — 

Over  (150,000  but  not  over  (200,000 _ _ _ (102,012.  plus  85  percent  of  excess  over  (150,000. 

Over  (200,000  but  not  over  (300,000 _ _  (144,512,  plus  88  percent  of  excess  over  (200,000. 

Over  (300,000 _  (232,512,  plus  89  percent  of  excess  over  (300,000. 

(2)  Taxable  years  beginning  after  December  31.  1953.  In  the  case  of  taxable  years  be¬ 
ginning  after  December  31,  1953,  there  shall  be  levied,  collected,  and  paid  for  each  taxable 
year  upon  the  surtax  net  income  of  every  individual  who  is  the  head  of  a  household  the 
surtax  shown  in  the  following  table: 

If  the  surtax  net  income  is —  The  surtax  shall  be — 

Not  over  (2,000 _ _ _  17  percent  of  the  surtax  net  income. 

Ot’er  (2,000  but  not  over  (4,000 _  (340,  plus  18  percent  of  excess  over  (2,000. 

Over  (4,000  but  not  over  (6,000 _ (700,  plus  21  percent  of  excess  over  (4,000. 

Over  (6,000  but  not  over  (8,000 _  (1,120,  plus  23  percent  of  excess  over  (6,000. 

Over  (8,000  but  not  over  (10,000 _  (1,580,  plus  27  percent  of  excess  over  (8,000. 

Over  (10,000  but  not  over  (12,000 _ (2,120,  plus  29  percent  of  excess  over  (10,000. 

Over  (12,000  but  not  over  (14,000 _ (2,700,  plus  33  percent  of  excess  over  (12,000. 

Over  (14.000  but  not  over  (16,000 _  (3,360,  plus  36  percent  of  excess  over  (14,000. 

Over  $16,000  but  not  over  (18,000 _  (4.080,  plus  39  percent  of  excess  over  (16,000. 

Over  $18,000  but  not  over  (20,000 _  (4,860,  plus  40  percent  of  excess  over  (18,000. 

Over  (20,000  but  not  over  (22,000 _ (5,660,  plus  44  percent  of  excess  over  (20,000. 

Over  (22,000  but  not  over  (24,000 _ (6,540.  plus  46  percent  of  excess  over  (22,000. 

Over  (24,000  but  not  over  (28,000 _  (7,460,  plus  49  percent  of  excess  over  (24,000. 

Over  (28,000  but  not  over  (32,000 _  (9,420,  plus  51  percent  of  excess  over  (28,000. 

Over  (32.000  but  not  over  (38,000 _  (11,460,  plus  55  percent  of  excess  over  (32,000. 

0\'er  (38,000  but  not  over  $44,000 _  (14,760,  plus  59  percent  of  excess  over  (38,000. 

Over  (44,000  but  not  over  $50,000 _  (18,300,  plus  63  percent  of  excess  over  (44,000. 

Over  (50,000  but  not  over  (60,000 _  (22,080,  plus  65  percent  of  excess  over  (50,000. 

Over  (60,000  but  not  over  (70,000 _  $28,580,  plus  68  percent  of  excess  over  (60,000. 

Over  (70,000  but  not  over  $80,000 _  (35,380,  plus  71  percent  of  excess  over  (70,000. 

Over  (£0,000  but  not  over  $90,000 _ (42,480,  plus  73  percent  of  excess  over  $80,000. 

Over  (90,000  but  not  over  $100,000 _ (49,780,  plus  77  percent  of  excess  over  (90,000. 

Over  (100,000  but  not  over  (150,000 _  (57,480,  plus  80  percent  of  excess  over  (100,000. 

Over  $150,000  but  not  over  (200,000 _  (97,480,  plus  84  percent  of  excess  over  $150,000. 

Over  $200,000  but  not  over  (300,000 _  (139,480,  plus  87  percent  of  excess  over  (200,000. 

Over  $300,000 _  (226,480,  plus  88  percent  of  excess  over  $300,000. 


(3)  Definition  of  head  of  household.  For 
the  pxirfKJses  of  this  chapter,  an  individual 
shall  be  considered  a  head  of  a  household  if, 
and  only  if,  such  individual  is  not  married 
at  the  close  of  his  taxable  year  and  main¬ 
tains  as  his  home  a  household  which  consti¬ 
tutes  for  such  taxable  year  the  principal 
place  of  abode,  as  a  member  of  such  house¬ 
hold.  of: 

(A)  A  son,  stepson,  daughter,  or  step¬ 
daughter  of  the  taxpayer,  or  a  descendant  of 
a  son  or  daughter  of  the  taxpayer,  but  if  such 
son,  stepson,  daughter,  stepdaughter,  or  de¬ 
scendant  is  married  at  the  close  of  the  tax¬ 
payer’s  taxable  year,  only  if  the  taxpayer  is 
entitled  to  an  exemption  for  the  taxable  year 
for  such  person  under  section  25  (b);  or 

(B)  Any  other  person  who  is  a  dependent 
of  the  taxpayer,  if  the  taxpayer  is  entitled  to 
an  exemption  for  the  taxable  year  for  such 
person  under  section  25  (b). 

An  Individual  shall  be  considered  as  main¬ 
taining  a  household  only  if  over  half  of  the 
cost  of  maintaining  the  household  during  the 
taxable  year  is  furnished  by  such  individual. 

(4)  Determination  of  status.  For  the  pur¬ 
poses  of  this  subsection — 

(A)  A  legally  adopted  child  of  a  person 
shall  be  considered  a  child  of  such  person  by 
blood: 

(B)  An  individual  who  is  legally  separated 
from  his  spouse  under  a  decree  of  divorce  or 
of  separate  maintenance  shall  not  be  con- 
ifldered  as  married; 

(C)  A  taxpayer  shall  be  considered  as  not 
married  at  the  close  of  his  taxable  year  if  at 
any  time  during  the  t.axable  year  his  spouse 
is  a  nonresident  alien;  and 

(D)  A  taxpayer  shall  be  considered  as  mar¬ 
ried  at  the  close  of  his  taxable  year  if  his 
spouse  (other  than  a  spouse  described  in 
subparagraph  « C ) )  died  during  the  taxable 
year. 

(51  Nonresident  alien.  For  the  purposes 
of  this  chapter  a  taxpayer  shall  in  no  case 
be  considered  a  head  of  a  household  If  at 
any  time  during  the  taxable  year  he  is  a 
nonresident  alien. 

(d)  Tax  in  case  of  joint  return.  In  the 
case  of  a  joint  return  of  husband  and  wife 
under  section  51  (b),  the  combined  normal 


tax  uid  surtax  under  section  11  and  subsec¬ 
tion  (b)  of  this  section  shall  be  twice  the 
combined  normal  tax  and  surtax  that  would 
be  determined  if  the  net  income  and  the  ap¬ 
plicable  credits  against  net  income  provided 
by  section  25  were  reduced  by  one-half. 

(e)  Computation  of  tax  without  regard  to 
credits  against  tax.  In  the  application  of 
this  section,  the  combined  normal  tax  and 
surtax  shall  be  computed  without  regard  to 
the  'redits  provided  in  sections  31,  32,  and 
35. 

(f)  Limitation  on  tax — (1)  Calendar  year 

1951.  •  •  •  (Not  applicable.] 

(2)  Taxable  years  beginning  after  October 
31.  1951.  and  before  January  1.  1954.  In  the 
case  of  taxable  years  beginning  after  October 
31,  1951,  and  before  January  1,  1954,  the 
combined  normal  tax  and  surtax  shall  in  no 
event  exceed  88  per  centum  of  the  net  income 
of  the  taxable  year. 

(3)  Taxable  years  beginning  after  Decem¬ 
ber  31.  1953.  In  the  case  of  taxable  years 
beginning  after  December  31,  1953,  the  com¬ 
bined  normal  tax  and  surtax  shall  in  no  event 
exceed  87  per  centum  of  the  net  income  for 
the  taxable  year. 

(g)  Cross  references — (1)  Alternative  tax. 
For  alternative  tax  which  may  be  elected  if 
adjusted  gross  income  is  less  than  (5,000,  see 
Supplement  T. 

(2)  Tax  in  case  of  capital  gains.  For  rate 
and  computation  of  alternative  tax  in  lieu  of 
normal  tax  and  surtax  in  the  case  of  capital 
gain  from  the  sale  or  exchange  of  capital  as¬ 
sets  held  for  more  than  6  months,  see  section 
117  (c). 

(3)  Tax  on  personal  holding  companies. 
For  surtax  on  personal  holding  companies, 
see  section  500. 

(4)  Avoidance  of  surtaxes  by  incorpora¬ 
tion.  For  surtax  on  corporations  which  ac¬ 
cumulate  surplus  to  avoid  surtax  on  share¬ 
holders,  see  section  102. 

(5)  Sale  of  oil  or  gas  properties.  For  limi¬ 
tation  of  surtax  attributable  to  the  sale  of 
oil  or  gas  properties,  see  section  105. 

(6)  Tax  on  self-employment  income.  For 
tax  on  self-employment  income,  see  subchap¬ 
ter  E. 


[Sec.  12  as  amended  by  sec.  2,  Rev.  Act  1940; 
secs.  101,  102  (b)  (2),  Rev.  Act  1941;  secs,  los', 
150  (J),  Rev.  Act  1942;  Sec.  4  (a)  (b),  Indl-’ 
vidual  Income  Tax  Act  1944;  sec.  101  (b)  (c), 
Rev.  Act  1945;  secs.  101,  104  (b)  (c),  301,  Rev. 
Act  1948;  sec.  101  (b).  Rev.  Act  1950;  sec.  2C8 
(d)  (2),  Social  Security  Act  Amendments 
1950;  secs.  101,  301  (a).  Rev.  Act  1951] 

§  39.12-1  Surtax  on  individuals,  (a) 
There  is  imposed,  in  addition  to  the  nor. 
mal  tax  imposed  by  section  11,  a  surtax 
determined  as  specified  in  section  12 
upon  the  surtax  net  income  of  every  in- 
dividual,  resident  or  nonresident,  except 
nonresident  alien  individuals  subject  to 
the  tax  imposed  by  section  211  (a) .  The 
surtax  net  income  is  the  net  income 
minus  the  credits  provided  in  section  25 
(b).  The  surtax  shall  be  determined 
in  accordance  with  the  applicable  .surtax 
table  contained  in  section  12  (b)  (2)  or 
(3).  For  treatment  of  taxable  years 
beginning  in  1953  and  ending  in  1954, 
see  §  39.108-1. 

(b)  The  surtax  for  any  amount  of  sur¬ 
tax  net  income  is  computed  by  adding 
to  the  surtax  for  the  bracket  in  which 
that  amount  falls  in  the  table  in  section 
12  (b)  the  surtax  upon  the  excess  of 
that  amount  over  the  bottom  of  the 
bracket  at  the  rate  indicated  in  the 
table.  Accordingly,  the  surtax  for  tax¬ 
able  years  beginning  after  December  31, 
1953,  upon  a  surtax  net  income  of  $63,128 
would  be  $34,866,  computed  as  follows: 


Surtax  on  (60,000  from  table _ (32.  520 

Surtax  on  (3,128  at  75  percent _  2,346 

Total . .  34, 868 

(c)  For  computation  of  tax  in  the 


case  of  a  joint  return  of  husband  and 
wife,  see  §  39.12-3. 

(d)  For  tax  treatment  of  head  of 
household,  see  §  39.12-4. 

§  39.12-2  Limitation  on  amount  of  tax. 
The  combined  normal  tax  and  surtax 
computed  before  the  application  thereto 
of  the  credit  provided  in  section  31  (re¬ 
lating  to  the  credit  for  foreign  income  j 
tax),  section  32  (relating  to  the  credit 
for  tax  withheld  at  the  source  under 
section  143  or  144),  and  section  35  (re¬ 
lating  to  the  credit  for  tax  withheld  on 
wages),  shall  not  exceed  an  amount 
equal  to  the  following  percent  of  the  tax¬ 
payer's  net  income  for  the  taxable  year; 

Percent  \ 

For  taxable  years  beginning  before 

Jan.  1,  1954 _ _  - 

For  taxable  years  beginning  after 

Dec.  31.  1953- . - .  I 

For  treatment  of  taxable  years  begin¬ 
ning  in  1953  and  ending  in  1954,  see 
§  39.108-1. 

§  39.12-3  Combined  normal  tax  and  i 
surtax  in  case  of  joint  return  of  husband  = 
and  wife,  (a)  In  the  case  of  a  j(5'(^t 
return  of  husband  and  w’ife  (see  section 
51  (b) ) ,  the  combined  normal  tax  and  ^ 
surtax  under  section  11  and  section  n 
(b)  shall  be  twice  the  combined  norm^  s 
tax  and  surtax  that  would  be  determine  ; 
if  the  net  income  and  the  appli(;aoie  - 
credits  against  net  income  provided  ny  | 
section  25  were  reduced  by  one-haii-  | 
Section  12  (d).  For  method  o:  compui-  j 
ing  gross  income  and  adjusted  gross  in-  j 
come  on  a  joint  return,  see  §  39.51-1-  | 
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(b)  The  method  of  computing,  under 
section  12  (d),  the  tax  of  husband  and 
wife  in  the  case  of  a  joint  return  is  as 
follows: 

(1)  First,  the  net  income  and  appli¬ 
cable  credits  against  net  income  are  re¬ 
duced  by  one-half.  Second,  the  normal 
tf.x  and  surtax  are  determined  as 
provided  in  sections  11  and  12  (b)  by 
using  the  net  income  and  applicable 
credits  so  reduced.  Third,  the  normal 
tax  and  surtax  so  determined  are  aggre¬ 
gated.  Fourth,  this  aggregate,  which  is 
the  combined  normal  tax  and  surtax 
that  would  be  determined  if  the  net  in¬ 
come  and  the  applicable  credits  against 
net  income  provided  by  section  rs  were 
reduced  by  one-half,  is  then  multiplied 
by  two,  to  produce  the  tax  imposed  in  the 
case  of  the  joint  return. 

(2)  Tlie  limitation  under  section  12 
(f)  of  the  combined  normal  tax  and  sur¬ 
tax  to  an  amount  not  in  excess  of  a 
specified  percent  of  the  net  income  for 
the  taxable  year  is  to  be  applied  before 
the  fourth  step  above,  that  is,  the  limi¬ 
tation  to  be  applied  upon  the  combined 
normal  tax  and  surtax  is  determined 
under  section  12  (f)  as  the  applicable 
specified  percent  of  one-half  of  the  net 
income  for  the  taxable  year  (such  one- 
half  of  the  net  Income  being  the  actual 
aggregate  net  income  of  the  spouses  re¬ 
duced  by  one-half).  For  the  percent 
applicable  in  determining  the  limitation 
under  section  12  (f)  of  the  combined 
normal  tax  and  surtax,  see  §  39.12-2. 
After  such  limitation  is  applied,  then  the 
combined  normal  tax  and  surtax  so 
limited  is  multiplied  by  two  as  provided 
in  section  12  (d). 

(3)  The  following  computation  illus¬ 
trates  the  method  of  application  of  sec¬ 
tion  12  (d)  in  the  determination  of  the 
tax  of  a  husband  and  wife  filing  a  joint 
return  for  the  calendar  year  1952.  If 
the  joint  net  income  is  $8,200  and  the 
only  allowable  credits  under  section  25 
are  the  two  exemptions  of  the  taxpayers 
under  section  25  (b)  (1)  (A),  the  tax  on 
the  joint  return  for  1952  is  $1,626,  deter¬ 
mined  as  follows: 


1.  Net  income _ $8,  200 

2-  Net  Income  reduced  by  one-half_.  4,100 
8.  Credits  against  net  income  under 
sec.  25  (2  exemptions  under  sec. 

25  (b)  (1)  (A)) .  1.200 

Credits  in  item  3  reduced  by  one- 

half  -  600 

5.  Net  Income  reduced  by  one-half 
(item  2)  minus  credits  reduced 

by  one-half  (item  4) _  3,500 

8.  Normal  tax  computed  under  sec.  11 
on  amount  in  item  6  (3  percent 

of  $3,500)  . . 105 

I.  Surtax  computed  under  sec.  12  (b) 
on  amount  in  item  6  ($384  plus 
21.6  percent  of  excess  of  $3,500 

over  $2,000) _  708 

8-  Combined  normal  tax  and  surtax 
computed  on  net  Income  and 

credits  reduced  by  one-half _  813 

»•  Twice  the  combined  normal  tax 

and  surtax  determined  in  item  8  1,626 


^c)  If  the  alternative  tax  is  computed 
under  section  117  (c)  (2) ,  relating  to  the 
mtemative  tax  where  a  taxpayer  (other 
than  a  corporation)  has  a  net  long-term 
capital  gain  in  excess  of  a  net  short¬ 
term  capital  loss,  the  partial  tax  shall 
he  computed  under  sections  11  and  12 


as  stated  above  but  without  inclusion  of 
50  percent  of  such  excess  in  net  income, 
and  the  total  tax  shall  be  such  partial 
tax  plus  a  specified  percent  of  such  ex¬ 
cess  (26  percent  for  taxable  years  begin¬ 
ning  before  November  1,  1953,  and  25 
percent  for  all  other  taxable  years)  as 
provided  in  such  section  117  (c)  (2). 

(d)  If  a  joint  return  of  a  husband  and 
wife  is  filed  under  the  provisions  of  sec¬ 
tion  51  (b)  (3),  if  the  husband  and  wife 
have  different  taxable  years  solely  be¬ 
cause  of  the  death  of  either  spouse,  and 
if  the  taxable  year  of  the  surviving 
spouse  covered  by  such  joint  return  be¬ 
gins  in  1953  and  ends  in  1954,  the  taxable 
year  of  the  deceased  spouse  covered  by 
the  joint  return  shall,  for  the  purpose 
of  the  computation  under  section  12  (d) 
and  this  section  of  the  combined  normal 
tax  and  surtax  in  respect  of  such  joint 
return,  be  deemed  to  have  ended  on  the 
date  of  the  closing  of  the  surviving 
spouse’s  taxable  year. 

(e)  For  computation  of  tax  under 
Supplement  T  in  the  case  of  a  joint  re¬ 
turn,  see  §§  39.400-1  and  39.401-1. 

(f )  For  treatment  of  taxable  years  be¬ 
ginning  in  1953  and  ending  in  1954,  see 
§  39.108-1. 

§  39.12-4  Surtax  in  case  of  head  of 
household — (a)  General  rule.  An  indi¬ 
vidual  who  is  the  head  of  a  household 
under  the  rules  prescribed  in  section  12 
(c)  is  subject  to  the  surtax  imposed  by 
that  section  Instead  of  the  surtax  im¬ 
posed  by  section  12  (b)  (2)  and  section 
12  (b)  (3). 

(b)  Definition  of  head  of  household. 

(1)  For  the  purpose  of  section  12  (c), 
the  taxpayer  shall  be  considered  the 
head  of  a  household  if,  and  only  if,  he 
is  not  married  at  the  close  of  his  taxable 
year  and  maintains  as  his  home  a  house¬ 
hold  which  constitutes  for  such  taxable 
year  the  principal  place  of  abode,  as  a 
member  of  such  household,  of  at  least 
one  of  the  individuals  specified  in  section 
12  (c)  (3)  (A)  or  provided  for  in  section 
12(c)  (3)  (B).  Under  no  circumstances 
shall  the  same  individual  be  used  to 
qualify  more  than  one  taxpayer  as  the 
head  of  a  household  in  the  same  taxable 
year. 

(2)  Section  12  (c)  (3)  (A)  specifies 
that  any  of  the  following  persons  may 
be  used  to  qualify  the  taxpayer  as  the 
head  of  a  household:  a  son,  stepson, 
daughter,  stepdaughter,  or  a  descendant 
of  a  son  or  daughter  of  the  taxpayer. 
If,  however,  such  person  is  married  at 
the  close  of  the  taxable  year  of  the  tax¬ 
payer,  the  taxpayer  may  qualify  as  the 
head  of  a  household  by  reason  of  such 
person  only  if  the  taxpayer  is  entitled 
to  an  exemption  for  his  taxable  year 
under  section  25  (b)  for  such  person, 
that  is,  only  if  such  person  has  a  gross 
income  of  less  than  $600  for  the  calendar 
year  in  which  the  taxable  year  of  the 
taxpayer  begins,  if  the  taxpayer  supplies 
more  than  one-half  of  the  support  of 
such  person  for  such  calendar  year,  and 
if  such  person  does  not  make  a  joint  re¬ 
turn  with  his  spouse  for  the  taxable  year 
beginning  in  such  calendar  year.  For 
example,  if  such  person  is  an  unmarried 
son  of  the  taxpayer,  the  taxpayer  is  not 
deprived  of  his  status  as  the  head  of  a 


household  because  the  son  has  income  of 
$600  or  more  for  the  calendar  year  in 
which  the  taxable  year  of  the  taxpayer 
begins;  if,  however,  such  son  is  married 
at  the  close  of  the  taxable  year  of  the 
taxpayer,  the  taxpsjyer  still  may  qualify 
as  the  head  of  a  household,  but  only  if 
the  gross  income  of  the  son  is  less  than 
$600  for  the  calendar  year  in  which  the 
taxable  year  of  the  taxpayer  begins  and 
the  other  conditions  for  allowance  of  the 
dependency  credit  under  section  25  (b) 
are  met. 

(3)  Section  12  (c)  (3)  (B)  provides 
that  a  r»erson  for  whom  the  taxpayer  is 
entitled  to  an  exemption  under  section 
25  (b)  for  the  taxable  year  may  be  used 
to  qualify  the  taxpayer  as  the  head  of  a 
household.  Section  25  (b)  provides  that 
the  taxpayer  may  be  entitled  to  an  ex¬ 
emption  for  any  of  the  following  persons ; 

(i)  His  brother,  sister,  stepbrother,  or 
stepsister ; 

(ii)  His  father  or  mother,  or  an 
ancestor  of  either; 

(hi)  His  stepfather  or  stepmother; 

(iv)  A  son  or  a  daughter  of  his  brother 
or  sister; 

(V)  A  brother  or  sister  of  his  father  or 
mother:  or 

(Vi)  His  son-in-law,  daughter-in-law, 
mother-in-law,  father-in-law,  sister-in- 
law,  or  brother-in-law, 

if  such  person  has  a  gross  income  of  less 
than  $600  for  the  calendar  year  in  which 
the  taxable  year  of  the  taxpayer  begins, 
if  the  taxpayer  supplies  more  than  one- 
half  of  the  support  of  such  person  for 
such  calendar  year  and  if  such  person 
does  not  make  a  joint  return  with  his 
spouse  for  the  taxable  year  beginning  in 
such  calendar  year.  For  example,  an  un¬ 
married  taxpayer  who  maintains  a  home 
for  himself  and  his  widowed  mother  may 
not  qualify  as  the  head  of  a  household  by 
reason  of  his  maintenance  of  a  home  for 
his  mother  if  his  mother  has  income  of 
$600  or  more  in  the  calendar  year  in 
which  the  taxable  year  of  the  taxpayer 
begins,  or  if  he  does  not  furnish  more 
than  one-half  of  the  support  of  his 
mother  for  such  calendar  year. 

(4)  For  the  purposes  of  this  section,  a 
taxpayer  shall  be  considered  as  not  mar¬ 
ried  if  at  the  close  of  his  taxable  year  he 
is  legally  separated  from  his  spouse  under 
a  decree  of  divorce  or  separate  mainte¬ 
nance,  or  if  at  any  time  during  the  tax¬ 
able  year  the  spouse  to  whom  the  tax¬ 
payer  is  married  at  the  close  of  his 
taxable  year  was  a  nonresident  alien.  A 
taxpayer  shall  be  considered  married  at 
the  close  of  his  taxable  year  if  his  spouse 
(other  than  a  spouse  w'ho  is  a  nonresi¬ 
dent  alien)  dies  during  such  year. 

(c)  Household.  Section  12  (c)  Is  ap¬ 
plicable  only  where  the  household  actu¬ 
ally  constitutes  the  home  of  the  tax¬ 
payer  for  his  taxable  year  and  also 
constitutes  the  principal  place  of  abode 
of  at  least  one  other  person  specified  in 
section  12  (c)  (3)  (A)  or  provided  for 
in  section  12  (c)  (3)  (B)  for  such  tax¬ 
able  year,  without  regard  to  the  fact  that 
the  physical  location  of  such  household 
may  have  changed  during  such  taxable 
year.  It  is  not  sufficient  that  the  tax¬ 
payer  maintain  the  household  without 
being  its  occupant.  The  taxpayer  and 
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such  other  person  must  occupy  the 
household  for  the  entire  taxable  year  of 
the  taxpayer.  They  will  be  considered 
as  occupying  the  household  for  such  en¬ 
tire  taxable  year  notwithstanding  tem¬ 
porary  absences  from  the  household  due 
to  special  circumstances.  A  nonperma¬ 
nent  failure  to  occupy  the  common  abode 
by  reason  of  illness,  education,  business, 
vacation,  military  service,  or  a  custody 
agreement  under  which  a  child  or  step¬ 
child  is  absent  for  less  than  six  months 
in  the  taxable  year  of  the  taxpayer,  shall 
be  considered  a  temporary  absence  due 
to  special  circumstances.  Such  absence 
will  not  prevent  the  taxpayer  from  qual¬ 
ifying  as  the  head  of  a  household  if  (1) 
it  is  reasonable  to  assume  that  the  tax¬ 
payer  or  such  other  person  will  return  to 
the  household,  and  (2)  the  taxpayer  con¬ 
tinues  to  maintain  such  household  or  a 
substantially  equivalent  household  in 
anticipation  of  such  return.  The  tax¬ 
payer  will  not  be  deprived  of  the  benefits 
of  section  12  (c)  because  such  other  per¬ 
son  dies  during  the  taxable  year  of  the 
taxpayer  if  the  household  constitutes 
the  principal  place  of  abode  of  such  other 
person  during  that  part  of  such  taxable 
year  preceding  death. 

(d)  Cost  of  maintaining  a  household. 
The  taxpayer  shall  be  considered  as 
maintaining  a  household  only  if  he  pays 
more  than  one-half  the  cost  thereof  for 
•  his  taxable  year.  The  cost  of  maintain- 

'  ing  a  household  shall  be  the  expenses 

^  incurred  for  the  mutual  benefit  of  the 

occupants  thereof  by  reason  of  its  op- 
I  eration  as  the  principal  place  of  abode 

I  of  such  occupants  for  such  taxable  year. 

J  Such  expenses  include  property  taxes, 

mortgage  interest,  rent,  utility  charges, 
upkeep  and  repairs,  property  insurance, 
and  food  consumed  on  the  premises. 
The  cost  of  maintaining  a  household 
shall  not  include  expenses  otherwise  in¬ 
curred.  Thus,  such  cost  does  not  in¬ 
clude  expenses  incurred  for  clothing, 
education,  medical  treatment,  vacations, 
life  insurance,  and  transportation.  In 
I  addition,  the  cost  of  maintaining  a 

i  household  shall  not  include  any  amount 

I  which  represents  the  value  of  services 

rendered  in  the  household  by  the  tax¬ 
payer  or  by  a  person  specified  in  section 
12  (c)  (3)  (A)  or  provided  for  in  section 
12  (c)  (3)  (B). 

§  39.13  Statutory  provisions;  normal 
tax  on  corporations. 

Sec.  13.  Normal  tax  on  corporations — (a) 
Definitions.  For  the  purposes  of  this  chap¬ 
ter — 

(1)  Adjusted  net  income.  The  term  “ad¬ 
justed  net  Income”  means  the  net  Income 
minus  the  credit  provided  in  section  26  (a), 
relating  to  interest  on  certain  obligations  of 
the  United  States  and  Government  corpora¬ 
tions. 

(2)  Normal-tax  net  income.  The  term 
“normal-tax  net  income”  means  the  adjusted 
net  income  minus  the  sum  of  the  following 
credits : 

(A)  The  credit  for  dividends  received  pro¬ 
vided  in  section  26  (b); 

(B)  In  the  case  of  a  public  utility,  the 
credit  for  dividends  paid  on  its  preferred 
stock  provided  in  section  26  (h);  and 

(C)  In  the  case  of  a  western  hemisphere 
trade  corporation  (as  defined  in  section  109), 
the  credit  provided  in  section  26  (i). 
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(b)  Imposition  of  tax.  There  shall  be 
levied,  collected,  and  paid  for  each  taxable 
year  upon  the  normal-tax  net  Income  of 
every  corporation  (except  a  corporation  sub¬ 
ject  to  a  tax  imposed  by  section  231  (a). 
Supplement  G,  or  Supplement  Q)  — 

(1)  Calendar  year  1951.  •  •  •  (Not 

applicable.) 

(2)  Taxable  years  beginning  after  March 
31.  1951,  and  before  April  1,  1954.  In  the 
case  of  taxable  years  beginning  after  March 
31,  1951,  and  before  April  1,  1954,  a  tax  of 
30  per  centum  of  the  normal-tax  Income. 

(3)  Taxable  years  beginning  after  March 
31,  1954.  In  the  case  of  taxable  years  be¬ 
ginning  after  March  31,  1954,  a  tax  of  25  per 
centum  of  the  normal-tax  net  income. 

(c)  Exempt  corporations.  For  corpora¬ 
tions  exempt  from  taxation  under  this  chap¬ 
ter,  see  section  101. 

(d)  Tax  on  personal  holding  companies. 
For  surtax  on  personal  holding  companies, 
see  section  500. 

(e)  Improper  accumulation  of  surplus. 
For  surtax  on  corporations  which  accumulate 
surplus  to  avoid  surtax  on  shareholders,  see 
section  102. 

(f)  Mutual  savings  banks  conducting  life 
insurance  business.  For  special  tax,  in  lieu 
of  the  taxes  Imposed  by  this  section  and 
section  15,  in  the  case  of  a  mutual  savings 
bank  conducting  a  life  insurance  business, 
see  section  110. 

(Sec.  13  as  amended  by  sec.  201,  Rev.  Act  1939; 
sec.  3,  Rev.  Act  1940;  sec.  101  (a).  Second 
Rev.  Act  1940;  sec.  103  (a).  Rev.  Act  1941; 
sec.  105  (a).  Rev.  Act  1942;  sec.  122  (g)  (2), 
Rev.  Act  1945;  sec.  121,  Rev.  Act  1950;  secs. 
121  (a).  346  (b).  Rev.  Act  1951 1 

§  39.13-1  Tax  on  corporations  in  gen¬ 
eral.  (a)  Section  13  imposes  an  income 
tax  on  corporations  generally.  Every 
corporation  is  liable  to  the  tax  imposed 
by  such  section,  except  (1)  corporations 
expressly  exempt  from  all  taxation  under 
chapter  1  (see  section  101) ;  (2)  corpora¬ 
tions  subject  to  tax  tmder  Supplement 
U  (see  section  421) ;  (3)  foreign  corpora¬ 
tions  not  engaged  in  trade  or  business 
within  the  United  States  (see  section 
231  (a));  (4)  insurance  companies  (see 
Supplement  G) ;  and  (5)  regulated  in¬ 
vestment  companies  (see  Supplement  Q) . 

(b)  It  makes  no  difference  that  a  do¬ 
mestic  corporation  subject  to  any  tax 
imposed  by  section  13  may  derive  no 
income  from  sources  within  the  United 
States.  The  tax  imposed  by  section  13 
for  a  taxable  year  is  computed  upon  the 
“normal-tax  net  income”  for  the  taxable 
year,  that  is,  the  adjusted  net  income  for 
such  year  minus  (1)  the  credit  for  divi¬ 
dends  received  provided  in  section  26 
(b)  for  such  year,  (2)  in  the  case 
of  a  public  utility,  the  credit  for  divi¬ 
dends  paid  on  its  preferred  stock  pro¬ 
vided  in  section  26  (h)  for  such  year, 
and  (3)  in  the  case  of  a  Western  Hemi¬ 
sphere  trade  corporation  (see  section 
109) ,  the  credit  provided  in  section  26  (i) 
for  such  year.  For  taxable  years  be¬ 
ginning  before  April  1,  1954,  and  ending 
after  March  31, 1954,  see  §  39.108-2.  The 
“adjusted  net  income”  of  a  corporation 
is  the  net  income  as  defined  in  section 
21  minus  the  credit  provided  in  section 
26  (a),  relating  to  interest  on  certain 
obligations  of  the  United  States  and  its 
instrumentalities. 

(c)  The  tax  imposed  by  section  13  is 
payable  upon  the  basis  of  returns 
rendered  by  the  corporations  liable 
thereto,  except  that  in  some  cases  a  tax 


is  to  be  paid  at  the  source  of  the  income 
(see  also  sections  47,  52,  53,  144,  and 
235).  For  what  the  term  “corporation" 
includes  and  for  the  difference  between 
domestic  and  foreign  corporations,  see 
section  3797  (a).  For  treatment  of  the 
tax  imposed  on  foreign  corporations  en¬ 
gaged  in  trade  or  business  within  the 
United  States,  see  §  39.231-1  (c).  In  the 
case  of  foreign  corporations  not  engaged 
in  trade  or  business  within  the  United 
States,  the  tax  is  as  provided  in  section 
231  (a).  In  the  case  of  insurance  com¬ 
panies,  the  tax  is  as  provided  in  Supple¬ 
ment  G  (sections  201  to  207,  inclusive). 
In  the  case  of  regulated  investment  com¬ 
panies,  the  tax  is  as  provided  in  Sup¬ 
plement  Q  (sections  361  and  362).  In 
the  case  of  corporations  subject  to  tax 
under  Supplement  U.  the  tax  is  as  pro¬ 
vided  in  sections  421  to  424,  inclusive. 
For  surtax  on  corporations  generally, 
see  §  39.15-1,  For  surtax  on  per.sonal 
holding  companies,  see  sections  500  to 
511,  inclusive.  For  surtax  on  corpora¬ 
tions  improperly  accumulating  surplus, 
see  section  102.  For  treatment  of  capi¬ 
tal  gains  and  losses,  see  section  117,  For 
treatment  of  mutual  savings  banks  con¬ 
ducting  life  insurance  business,  see  sec¬ 
tion  110. 

(d)  (1)  The  tax  imposed  by  section 
13  is  computed  by  applying  to  the 
“normal-tax  net  income”  the  rate  in 
effect  for  the  taxable  year.  The  rates 
of  tax  under  section  13  applicable  for 
the  respective  taxable  years  are  as 
follows ; 

Percent 


For  taxable  years  beginning  before 

April  1.  1954. . . .  30 

For  taxable  years  beginning  after 
*  March  31.  1954 . .  25 


(2)  The  computation  of  the  tax  under 
section  13  may  be  illustrated  by  the  fol¬ 
lowing  example: 

Example.  The  A  Corporation,  a  domestic 
corporation  (which  is  neither  a  public  utility 
referred  to  in  section  26  (h)  nor  a  Western 
Hemisphere  trade  corporation  referred  to  In 
section  26  (1)),  has  for  the  calendar  year 
1952  a  net  income  of  $130,000,  Including 
Interest  on  United  States  obligations  (al¬ 
lowable  as  a  credit  under  section  26  (a)) 
in  the  amount  of  $10,000  and  cash  dividends 
received  (allowable  as  a  credit  under  section 
26  (b)  ^1))  in  the  amount  of  $10,000.  The 
corporation’s  tax  under  section  13  for  the 
calendar  year  1952  is  $32,056.25,  computed 


as  follows : 

Net  Income _ _ —  $130,000 

Less  credit  for  interest  on  United 

States  obligations _  10,000 

Adjusted  net  Income _  120,000 

Less  credit  for  dividends  received 

(85  percent  of  $10,000) _  8,500 

Normal-tax  net  Income -  111,500 


Tax  under  sec.  13  (b)  (2)  (30  per¬ 
cent  of  $111,500) .  33,450 

§  39.14-15  Statutory  provisions;  tax 
on  special  classes  of  corporations;  surtax 
on  corporations. 

Sec.  14.  Tax  on  special  classes  of  corpora¬ 
tions  in  case  of  taxable  years  (other  than 
the  calendar  year  1950)  beginning  before 
July  1,  1950. 

[Repealed  by  sec.  121  (g),  Eev.  Act  I95i'l 
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Sec.  16.  Surtax  on  corporations — (a)  Cor¬ 
poration  surtax  net  income.  For  the  pur¬ 
poses  of  this  chapter,  the  term  “corporation 
surtax  net  Income”  means  the  net  Income 
minus  the  sum  of  the  following  credits: 

(1)  The  credit  for  dividends  received  pro¬ 
vided  In  section  26  (b); 

(2)  In  the  case  of  a  public  utility,  the 
credit  for  dividends  paid  on  its  preferred 
stock  provided  In  section  26  (h); 

(3)  In  the  case  of  a  western  hemisphere 
trade  corporation  (as  defined  In  section  109), 
the  credit  provided  In  section  26  (1). 

(b)  Imposition  of  tax.  There  shall  be 
levied,  collected,  and  paid  for  each  taxable 
year  upon  the  corporation  surtax  net  in¬ 
come  of  every  corporation  (except  a  corpora¬ 
tion  subject  to  a  tax  Imposed  by  section  231 
(a).  Supplement  G,  or  Supplement  Q)  a  sur¬ 
tax  of  22  per  centum  of  the  amount  of  the 
corporation  surtax  net  Income  In  excess  of 
$25,000. 

(c)  Disallowance  of  surtax  exemption  and 
minimum  excess  profits  credit.  If  any  cor¬ 
poration  transfers,  on  or  after  January  1, 
1951,  all  or  part  of  Its  property  (other  than 
money)  to  another  corporation  which  was 
created  for  the  purpose  of  acquiring  such 
property  or  which  was  not  actively  engaged 
in  business  at  the  time  of  such  acquisition, 
and  if  after  such  transfer  the  transferor  cor¬ 
poration  or  Its  stockholders,  or  both,  are  In 
control  of  such  transferee  corporation  dur¬ 
ing  any  part  of  the  taxable  year  of  such 
transferee  corporation,  then  such  transferee 
corporation  shall  not  for  such  taxable  -year 
(axcept  as  may  be  otherwise  determined  un¬ 
der  section  129  (b))  be  allowed  either  the 
$25,000  exemption  from  surtax  provided  In 
subsection  (b)  or  the  $25,000  minimum  ex¬ 
cess  profits  credit  provided  In  the  last  sen¬ 
tence  of  section  431,  unless  such  transferee 
corporation  shall  establish  by  the  clear  pre¬ 
ponderance  of  the  evidence  that  the  securing 
of  such  exemption  or  credit  was  not  a  major 
purpose  of  such  transfer.  For  the  purposes 
of  this  subsection,  control  means  the  owner¬ 
ship  of  stock  possessing  at  least  80  per 
centum  of  the  total  combined  voting  power 
of  all  classes  of  stock  entitled  to  vote  or  at 
least  80  per  centum  of  the  total  value  of 
shares  of  all  classes  of  stock  of  the  corpora¬ 
tion.  In  determining  the  ownership  of  stock 
for  the  purpose  of  this  subsection,  the  own¬ 
ership  of  stock  shall  be  determined  In  ac¬ 
cordance  with  the  provisions  of  section  503, 
except  that  constructive  ownership  under 
section  503  (a)  (2)  shall  be  determined  only 
with  respect  to  the  Individual’s  spouse  and 
minor  children.  The  provisions  of  section 
129  (b),  and  the  authority  of  the  Secretary 
under  such  section,  shall,  to  the  extent  not 
Inconsistent  with  the  provisions  of  this  sub¬ 
section,  be  applicable  to  this  subsection. 
This  subsection  shall  not  apply  to  any  tax¬ 
able  year  with  respect  to  which  the  tax  im¬ 
posed  by  subchapter  D  of  this  chapter  Is  not 
In  effect. 

[Sec.  15  as  amended  by  sec.  104  (a).  Rev. 
Act  1941;  sec.  105  (b).  Rev.  Act  1942;  secs. 
121  (a).  122  (g)  (3),  Rev.  Act  1945;  sec.  121 
(c).  Rev.  Act  1950:  sec.  201  (a)  (e).  Excess 
Profits  Tax  Act  1950;  sec.  121  (f)  Rev.  Act 
1951) 

5  39.15-1  Surtax  on  corporations. 
^a)  Section  15  imposes  a  surtax  upon  the 
corporation  surtax  net  income  of  every 
corporation,  except  (1)  corporations  ex¬ 
pressly  exempt  from  all  taxation  under 
chapter  1  (see  section  101),  (2)  corpora¬ 
tions  subject  to  tax  under  Supplement 
U  (see  section  421),  (3)  foreign  corpora¬ 
tions  not  engaged  in  trade  or  business 
within  the  United  States  (see  section  231 
(4)  insurance  companies  (see  Sup¬ 
plement  G),  and  (5)  regulated  invest- 
hicnt  companies  (see  Supplement  Q). 
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For  surtax  on  personal  holding  com¬ 
panies,  see  sections  500  to  511,  inclusive. 
For  surtax  on  corporations  improperly 
accumulating  surplus,  see  section  102. 
For  treatment  of  capital  gains  and  losses, 
see  section  117.  For  treatment  of  mu¬ 
tual  savings  banks  conducting  life  in¬ 
surance  business,  see  section  110. 

(b)  The  “corporation  surtax  net  in¬ 
come”  of  a  corporation  is  its  net  income 
for  the  taxable  year  minus  ( 1 )  the  credit 
for  dividends  received  provided  in  sec¬ 
tion  26  (b)  for  such  year,  (2)  in  the 
case  of  a  public  utility,  the  credit  for 
dividends  paid  on  its  preferred  stock 
provided  in  section  26  (h)  for  such  year, 
and  (3)  in  the  case  of  a  Western  Hemi¬ 
sphere  trade  corporation  (see  section 
109),  the  credit  provided  in  section  26 

(i)  for  such  year.  The  credit  provided 
in  section  26  (a)  for  interest  received  on 
obligations  of  the  United  States  or  its 
instrumentalities  is  not  allowable  in 
computing  corporation  surtax  net  in¬ 
come  for  any  taxable  year. 

(c)  The  surtax  on  corporations  is  at 
the  rate  of  22  percent  and  is  upon 
corporation  surtax  net  income  in  excess 
of  $25,000.  See,  however,  §  39.15-2,  as  to 
the  circumstances  under  which  the 
$25,000  exemption  from  surtax  for  cer¬ 
tain  taxable  years  may  be  disallowed  in 
whole  or  in  part. 

(d)  For  treatment  of  taxable  years 
beginning  before  April  1,  1954,  and  end¬ 
ing  after  March  31,  1954,  see  §  39.108-2, 

(e)  The  computation  of  the  surtax  on 
corporations  may  be  illustrated  by  the 
following  example; 

Example.  The  A  Corporation,  a  domestic 
corporation  (which  Is  neither  a  public 
utility  referred  to  In  section  26  (h)  nor  a 
Western  Hemisphere  trade  corpxjration  re¬ 
ferred  to  In  section  26  (1) ),  has  for  the  cal¬ 
endar  year  1952  a  net  Income  of  $86,000.  The 
net  Income  Includes  cash  dividends  received 
from  a  corporation  (allowable  as  a  credit  un¬ 
der  section  26  (b)  (1))  in  the  amount  of 
$10,000,  and  Interest  on  United  States  obli¬ 
gations  (allowable  as  a  credit  under  section 
26  (a)  In  determining  adjusted  net  Income 
for  purposes  of  corporation  normal  tax)  In 
the  amount  of  $10,000.  The  A  Corporation’s 
surtax  for  the  calendar  year  1952  Is  $11,550, 
computed  as  follows: 


Net  Income _ $86,  000 

Less  credit  for  dividends  received 

(85  percent  of  $10,000) _  8,500 


Corporation  surtax  net  in¬ 
come  _  77, 500 


Surtax  (22  percent  of  $52,500,  the 

excess  of  $77,500  over  $25,000) _  11,  550 


§  39.15-2  Disallowance  of  surtax  ex¬ 
emption  and  minimum  excess  profits 
credit — (a)  In  general.  If  one  corpora¬ 
tion  transfers  after  December  31, 1950,  all 
or  part  of  its  property  (other  than 
money)  to  another  corporation,  neither 
the  $25,000  exemption  from  surtax  pro¬ 
vided  in  section  15  (b)  nor  the  $25,000 
minimum  excess  profits  credit  provided 
in  section  431  shall  be  allowed  the 
transferee  if: 

( 1 )  The  transferee  was  created  for  the 
purpose  of  acquiring  such  property,  or 

(2)  The  transferee  was  not  actively 
engaged  in  business  at  the  time  of  the 
acquisition,  and 


(3)  After  such  transfer  the  transferor 
or  its  stockholders,  or  both,  are  in  con¬ 
trol  of  the  transferee  during  any  part  of 
the  taxable  year  of  the  transferee, 

unless — 

(4)  The  transferee  establishes  by  the 
clear  preponderance  of  the  evidence  that 
the  securing  of  either  such  exemption  or 
such  credit  or  both  was  not  a  major  pur¬ 
pose  of  such  transfer,  or 

(5)  The  Commissioner  allows  such  ex¬ 
emption  or  such  credit  pursuant  to  the 
authority  provided  in  section  15  (c)  and 
section  129  (b), 

(b)  Purpose  of  section  15  (c).  (1) 

The  purpose  of  section  15  (c)  is  to  pre¬ 
vent  avoidance  or  evasion  of  the  surtax 
on  corporation  surtax  net  income  im¬ 
posed  by  section  15  (b)  or  of  the  excess 
profits  tax  imposed  by  section  430.  It 
is  not  intended,  however,  that  section  15 
(c)  be  interpreted  as  delimiting  or  abro¬ 
gating  any  principle  of  law  established 
by  judicial  decision,  or  any  existing  pro¬ 
visions  of  the  Internal  Revenue  Code, 
such  as  sections  45  and  129,  which  have 
the  effect  of  preventing  the  avoidance  or 
evasion  of  income  or  excess  profits  taxes. 
Such  principles  of  law  and  such  provi¬ 
sions  of  the  Code,  including  section  15 
(c),  are  not  mutually  exclusive,  and  in 
appropriate  cases  they  may  operate  to¬ 
gether  or  they  may  operate  separately. 

(2)  The  provisions  of  section  129  (b) 
and  the  authority  of  the  Commissioner 
thereunder,  to  the  extent  not  inconsist¬ 
ent  with  the  provisions  of  section  15 
(c),  are  applicable  to  cases  covered  by 
section  15  (c).  Pursuant  to  the  author¬ 
ity  provided  in  section  129  (b) ,  the  Com¬ 
missioner  may  allow  to  the  transferee 
any  part  of  a  surtax  exemption  or  min¬ 
imum  excess  profits  credit  for  a  taxable 
year  for  which  such  exemption  or  credit 
would  otherwise  be  disallowed  under  sec¬ 
tion  15  (c) ;  or  he  may  apportion  such 
exemption  or  credit  among  the  corpora¬ 
tions  involved  (see  §  39.129-4).  For 
example.  Corporation  A  transfers  on 
January  1,  1952,  all  its  property  to  Cor¬ 
porations  B  and  C  in  exchange  for  all 
the  stock  of  such  corporations.  Im¬ 
mediately  thereafter.  Corporation  A  is 
dissolved  and  its  stockholders  become  the 
sole  stockholders  of  Corporations  B  and 
C.  Assuming  that  Corporations  B  and 
C  are  unable  to  establish  by  the  clear 
preponderance  of  the  evidence  that  the 
securing  of  the  surtax  exemption  pro¬ 
vided  in  section  15  (b)  or  the  minimum 
excess  profits  credit  provided  in  section 
431,  or  both,  was  not  a  major  purpose  of 
the  transfer,  the  Commissioner,  never¬ 
theless,  has  authority  under  sections  15 
(c)  and  129  (b)  to  allow  one  such  ex¬ 
emption  and  credit  and  to  apportion 
such  exemption  and  credit  between 
Corporations  B  and  C. 

(3)  For  the  purpose  of  section  15  (c) 
and  this  section,  a  corporation  main¬ 
taining  an  office  for  the  purpose  of  pre¬ 
serving  its  corporate  existence  is  not 
considered  to  be  “actively  engaged  in 
business”  even  though  such  corporation 
may  be  deemed  to  be  “doing  business” 
for  other  purposes.  Similarly,  for  the 
purpose  of  section  15  (c)  and  this  sec¬ 
tion,  a  corporation  engaged  in  winding 
up  its  affairs,  prior  to  an  acquisition  to 
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which  section  15  (c)  is  applicable,  is  not 
considered  to  be  “actively  engaged  in 
business”. 

(c)  Meaning  and  application  of  the 
term  ’‘control”.  For  the  purpose  of  sec¬ 
tion  15  (c)  and  this  section,  the  term 
“control”  means  the  ownership  of  stock 
possessing  either  ( 1 )  at  least  80  percent 
of  the  total  combined  voting  power  of  all 
classes  of  stock  entitled  to  vote,  or  (2) 
at  least  80  percent  of  the  total  value  of 
shares  of  all  classes  of  stock  of  the  cor¬ 
poration.  In  determining  whether  stock 
possessing  at  least  80  percent  of  the  total 
combined  voting  power  of  all  classes  of 
stock  entitled  to  vote  is  owned,  all  classes 
of  such  stock  shall  be  considered  to¬ 
gether;  it  is  not  necessary  that  80  per¬ 
cent  of  each  class  of  voting  stock  be 
owned.  Likewise,  in  determining  whether 
stock  possessing  at  least  80  percent  of  the 
total  value  of  shares  of  all  classes  of 
stock  is  owned,  all  classes  of  stock  of  the 
corporation  shall  be  considered  together; 
it  is  not  necessary  that  80  percent  of  the 
value  of  shares  of  each  class  be  owned. 
The  fair  market  value  of  a  share  shall  be 
considered  as  the  value  to  be  used  for  the 
purpose  of  this  computation.  The  own¬ 
ership  of  stock  shall  be  determined  in 
accordance  with  the  provisions  of  section 
503  and  the  regulations  thereunder,  ex¬ 
cept  that  constructive  ownership  under 
section  503  (a)  (2)  shall  be  determined 
only  with  respect  to  the  individual’s 
spouse  and  minor  children.  For  example, 
in  addition  to  stock  held  directly  or  un¬ 
der  an  option  to  purchase,  an  individual 
is  deemed  to  own  stock  held  directly  or 
indirectly  by  or  for  his  spouse  or  minor 
children,  and  also  to  own  a  proportionate 
part  of  the  stock  owned  by  a  corpora¬ 
tion.  partnership,  estate,  or  trust  in 
which  he  holds  an  interest  as  a  share¬ 
holder,  partner,  or  beneficiary. 

Disallowance  of  the  exemption  and 
credit  under  section  15  (c)  is  not  limited 
to  the  taxable  year  of  the  transferee  cor¬ 
poration  in  which  the  transfer  of  prop¬ 
erty  occurs.  Section  15  (c)  provides  for 
the  disallowance  of  the  exemption  and 
credit  for  any  taxable  year  whether  the 
taxable  year  in  which  the  transfer  of 
property  occurs  or  any  subsequent  tax¬ 
able  year  of  the  transferee  corporation, 
if,  during  any  part  of  such  year,  the 
transferor  corporation  or  its  stockhold¬ 
ers,  or  both,  are  in  control  of  the  trans¬ 
feree  corporation.  Thus,  if  Corporation 
D  on  January  1,  1952,  transfers  a  part 
of  its  property  to  Corporation  E,  a  cor¬ 
poration  not  actively  engaged  in  business 
at  the  time  of  the  acquisition  of  such 
property,  in  exchange  for  60  percent  of 
the  voting  stock  of  Corporation  E,  and, 
thereafter,  during  a  later  taxable  year 
with  respect  to  which  section  15  (c)  is 
applicable,  acquires  an  additional  20 
percent  of  the  voting  stock  of  Corpora¬ 
tion  E,  Corporation  D,  by  reason  of  such 
later  acquisition,  is  considered  to  be  in 
control  of  Corporation  E  as  of  the  time 
of  such  acquisition  for  the  purpose  of 
section  15  (d.  Accordingly,  Corpora¬ 
tion  E  will  be  disallowed  the  surtax  ex¬ 
emption  and  minimum  excess  profits 
credit  for  the  taxable  year  In  which  the 
later  acquisition  of  stock  occurred  and 
for  each  taxable  year  thereafter  in  which 
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the  requisite  control  continues,  unless 
Corporation  E  establishes  by  the  clear 
preponderance  of  the  evidence  that  the 
securing  of  such  exemption  or  credit,  or 
both,  was  not  a  major  purpose  of  the 
transfer  of  the  property  in  1952. 

In  determining,  for  the  purpose  of 
section  15  (c),  whether  a  corporation, 
its  stockholders,  or  both,  are  in  control 
of  a  transferee  corporation,  it  is  not  nec¬ 
essary  that  the  stock  be  acquired  on  or 
after  January  1, 1951.  Thus,  if  Corpora¬ 
tion  F  on  June  1,  1950,  owns  70  percent 
of  the  voting  stock  of  Corporation  G, 
and,  thereafter,  on  January  2, 1952,  Cor¬ 
poration  P  acquires  an  additional  10  per¬ 
cent  of  such  stock,  control  within  the 
meaning  of  section  15  (c)  is  acquired  by 
Corporation  F  on  January  2,  1952. 

(d)  Nature  of  transfer.  A  transfer 
made  by  any  corporation  of  all  or  part 
of  its  assets,  whether  or  not  such  trans¬ 
fer  qualifies  as  a  reorganization  under 
section  112  (g),  is  within  the  scope  of 
section  15  (c),  except  that  section  15 
(c)  does  not  apply  to  a  transfer  of  money 
only.  For  example,  the  transfer  of  cash 
for  the  purpose  of  expanding  the  busi¬ 
ness  of  the  transferor  corporation 
through  the  formation  of  a  new  cor¬ 
poration  is  not  a  transfer  within  the 
scope  of  section  15  (c),  irrespective  of 
whether  the  new  corporation  uses  the 
cash  to  purchase  from  the  transferor 
corporation  stock  in  trade  or  similar 
property. 

(e)  Purpose  of  transfer.  In  determin¬ 
ing,  for  the  purpose  of  section  15  (c), 
whether  the  securing  of  the  exemption 
from  surtax  or  the  minimum  excess 
profits  credit  constituted  “a  major  pur¬ 
pose”  of  the  transfer,  all  circumstances 
relevant  to  the  transfer  shall  be  con¬ 
sidered.  For  disallowance  of  the  surtax 
exemption  and  minimum  excess  profits 
credit  under  section  15  (c),  it  is  not 
necessary  that  the  obtaining  of  either 
such  credit  or  exemption  or  both  have 
been  the  sole  or  principal  purpose  of  the 
transfer  of  the  property.  It  is  sufficient 
if  it  appears,  in  the  light  of  all  the  facts 
and  circumstances,  that  the  obtaining 
of  such  exemption  or  credit,  or  both, 
was  one  of  the  major  considerations 
that  prompted  the  transfer.  Thus,  the 
securing  of  the  surtax  exemption  or  the 
minimum  excess  profits  credit  may  con¬ 
stitute  “a  major  purpose”  of  the  transfer, 
notwithstanding  that  such  transfer  was 
effected  for  a  valid  business  purpose  and 
qualified  as  a  reorganization  within  the 
meaning  of  section  112  (g).  'The  tax¬ 
payer’s  burden  of  establishing  by  the 
clear  preponderance  of  the  evidence  that 
the  securing  of  either  such  exemption 
or  credit  or  both  was  not  “a  major  pur¬ 
pose”  of  the  transfer  may  be  met,  for 
example,  by  a  showing  that  the  obtain¬ 
ing  of  such  exemption,  or  credit,  or  both, 
was  not  a  major  factor  in  relationship 
to  the  other  consideration  or  considera¬ 
tions  which  prompted  the  transfer. 

(f)  Taxable  years  to  which  applicable. 
Section  15  (c)  and  this  section  do  not 
apply  to  any  taxable  year  with  respect  to 
which  the  excess  profits  tax  imposed  by 
subchapter  D  of  chapter  1  of  the  Internal 
Revenue  Code  is  not  in  effect.  For  treat¬ 
ment  of  taxable  years  beginning  before 


April  1, 1954,  and  ending  after  March  31, 
1954,  see  §  39.108-2.  For  computation  of 
the  excess  profits  tax  for  certain  fiscal 
years,  see  §  40.430-2  (b)  (2)  and  (c)  of 
Regulations  130  (Part  40  of  this  chapter). 

COMPUTATION  OF  NET  INCOM* 

§  39.21  statutory  provisions;  net  in¬ 
come. 

Sec.  21.  Net  income — (a)  Definition.  “Net 
Income”  means  the  gross  Income  computed 
under  section  22,  less  the  deductions  allowed 
by  section  23. 

(b)  Cross  references.  For  definition  of 
“adjusted  net  Income”  and  “normal-tax  net 
Income,”  see  section  13. 

(Sec.  21  as  amended  by  sec.  210  (a).  Rev.  Act 
1030] 

§  39.21-1  Meaning  of  net  income. 

(a)  The  tax  imposed  by  chapter  1  is 
upon  income.  Neither  income  exempted 
by  statute  or  fundamental  law,  nor  ex¬ 
penses  incurred  in  connection  therewith, 
other  than  interest,  enter  into  the  com¬ 
putation  of  net  income  as  defined  by 
section  21.  (See  section  24  (a)  (5).)  In 
the  computation  of  the  tax  various 
classes  of  income  must  be  considered: 

(1)  Income  (in  the  broad  sense), 
meaning  all  wealth  which  flows  in  to  the 
taxfiayer  other  than  as  a  mere  return  of 
capital.  It  includes  the  forms  of  income 
specifically  described  as  gains  and  profits, 
including  gains  derived  from  the  -^ale  or 
other  disposition  of  capital  assets.  Cash 
receipts  alone  do  not  always  accurately 
reflect  income,  for  the  Internal  Revenue 
Code  recognizes  as  income -determining 
factors  other  items,  among  which  are  in¬ 
ventories,  accounts  receivable,  property 
exhaustion,  and  accounts  payable  for  ex¬ 
penses  incurred.  (See  sections  22,  23, 
24.  and  117.) 

(2)  Gross  income,  meaning  income  (in 
the  broad  sense)  less  income  which  is  by 
statutory  provision  or  otherwise  exempt 
from  the  tax  imposed  by  chapter  1.  (See 
section  22.) 

(3 )  Net  income,  meaning  gross  income 
less  statutory  deductions.  The  statutory 
deductions  are  in  general,  though  not  ex¬ 
clusively,  expenditures,  other  than  capi¬ 
tal  expenditures,  connected  with  the  pro¬ 
duction  of  income.  (See  sections  23  and 
24.) 

(4)  Net  Income  less  certain  credits. 
(See  sections  25,  26,  27,  and  28.) 

(b)  The  normal  taxes  and  sui  taxes 
imposed  on  individuals  and  on  corpora¬ 
tions  are  computed  upon  net  income  less 
certain  credits.  Although  taxable  net 
income  is  a  statutory  conception,  it  fol¬ 
lows,  subject  to  certain  modifications  as 
to  exemptions  and  as  to  deductions  for 
partial  losses  in  some  cases,  the  lines  of 
coi.imercial  usage.  Subject  to  these 
modifications,  statutory  net  income  is 
commercial  net  income.  This  appears 
from  the  fact  that  ordinarily  it  is  to  be 
computed  in  accordance  with  the  meth(^ 
of  accounting  regularly  employed  in 
keeping  the  books  of  the  taxpayer.  (See 
section  41.) 

(c)  'The  net  income  of  corporations  is 
determined  in  general  in  the  same  man¬ 
ner  as  the  net  income  of  individuals,  but 
the  deductions  allowed  corporations  are 
not  precisely  the  same  as  those  allowed 
individuals.  (See  sections  23,  24,  102, 
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118,  121.  122,  203,  204,  207,  232.  and  336, 
and  sections  500  to  511,  inclusive.) 

§  39.22  (a)  Statutory  provisions;  defi~ 
niiion  of  gross  income. 

Sec.  22.  Gross  income — (a)  General  defini¬ 
tion.  “Gross  Income”  includes  gains,  profits, 
and  Income  derived  from  salaries,  wages,  or 
compensation  for  personal  service  (Including 
personal  service  as  an  officer  or  employee  of  a 
State,  or  any  political  subdivision  thereof,  or 
any  agency  or  instrumentality  of  any  one  or 
more  of  the  foregoing) ,  of  whatever  kind  and 
in  whatever  form  paid,  or  from  professions, 
vocations,  trades,  businesses,  commerce,  or 
sales,  or  dealings  in  property,  whether  real  or 
personal,  growing  out  of  the  ownership  or  use 
of  or  interest  in  such  property;  also  from  in¬ 
terest,  rent,  dividends,  securities,  or  the 
transaction  of  any  business  carried  on  for 
gain  or  profit,  or  gains  or  profits  and  income 
derived  from  any  source  whatever.  In  the 
case  of  Presidents  of  the  United  States  and 
Judges  of  courts  of  the  United  States  talcing 
office  after  June  6,  1932,  the  compensation 
received  as  such  shall  be  included  in  gross 
income;  and  all  Acts  fixing  the  compensation 
of  such  Presidents  and  judges  are  hereby 
amended  accordingly.  In  the  case  of  judges 
of  courts  of  the  United  States  who  took  office 
on  or  before  June  6,  1932,  the  compensation 
received  as  such  shall  be  included  in  gross 
income. 

[Sec.  22  (a)  as  amended  by  secs.  1,  3,  Public 
SalaTj  Tax  Act  1939] 

§  39.22  (a)-l  What  included  in  gross 
income,  (a)  Gross  income  includes  in 
general  compensation  for  personal  and 
professional  services,  business  income, 
profits  from  sales  of  and  dealings  in 
property,  interest,  rent,  dividends,  and 
gains,  profits,  and  income  derived  from 
any  source  whatever,  unless  exempt  from 
H  tax  by  law.  See  sections  22  (b)  and 
116.  In  general,  income  is  the  gain  de¬ 
rived  from  capital,  from  labor,  or  from 
both  combined,  provided  it  be  under¬ 
stood  to  include  profit  gained  through  a 
sale  or  conversion  of  capital  assets. 
Profits  of  citizens,  residents,  or  domestic 
corporations  derived  from  sales  in  for¬ 
eign  commerce  must  be  included  in  their 
gross  income;  but  special  provisions  are 
made  for  nonresident  aliens  and  for¬ 
eign  corporations  by  sections  211  to  238, 
inclusive,  and,  in  certain  cases,  by  sec¬ 
tion  251,  for  citizens  and  domestic  cor¬ 
porations  deriving  income  from  sources 
within  possessions  of  the  United  States. 
Income  may  be  in  the  form  of  cash  or  of 
property. 

(b)  If  property  is  transferred  by  a  cor¬ 
poration  to  a  shareholder,  for  an  amount 
less  than  its  fair  market  value,  regard¬ 
less  of  whether  the  transfer  is  in  the 
form  of  a  sale  or  exchange,  such  share¬ 
holder  shall  include  in  gross  income  the 
difference  between  the  amount  paid  for 
the  property  and  the  amount  of  its  fair 
market  value  to  the  extent  that  such  dif¬ 
ference  is  in  the  nature  of  a  distribution 
of  earnings  or  profits  taxable  as  a  divi¬ 
dend.  In  computing  the  gain  or  loss 
from  the  subsequent  sale  of  such  prop¬ 
erty  its  basis  shall  be  the  amount  paid 
for  the  property,  increased  by  the 
amount  of  such  difference  included  in 
gross  income.  This  paragraph  does  not 
apply,  however,  to  the  issuance  by  a  cor¬ 
poration  to  its  shareholders  of  the  right 
to  subscribe  to  its  stock,  as  to  which  see 
§  39.22  (a) -8. 


(c)  Except  as  otherwise  provided  in 
section  130A,  if  property  is  transferred 
by  an  employer  to  an  employee  for  an 
amount  less  than  its  fair  market  value, 
regardless  of  whether  the  transfer  is  in 
the  form  of  a  sale  or  exchange,  the  differ¬ 
ence  between  the  amount  paid  for  the 
property  and  the  amount  of  its  fair  mar¬ 
ket  value  is  in  the  nature  of  compensa¬ 
tion  and  shall  be  included  in  the  gross 
income  of  the  employee.  In  computing 
the  gain  or  loss  from  the  subsequent  sale 
of  such  property  its  basis  shall  be  the 
amount  paid  for  the  property,  increased 
by  the  amount  of  such  difference  in¬ 
cluded  in  gross  income.  See  section  130A 
and  the  regulations  prescribed  there¬ 
under  for  special  rules  with  respect  to 
stock  transferred  from  an  employer  to 
an  employee  pursuant  to  the  timely  exer¬ 
cise  of  a  restricted  stock  option. 

(d)  The  fact  that  a  dividend  is  de¬ 
clared  shortly  after  the  sale  of  corporate 
stock  and  the  sale  price  is  influenced  by 
the  expectation  of  the  payment  of  a  divi¬ 
dend,  does  not  make  such  dividend  when 
paid  taxable  to  the  vendor  as  a  dividend. 
The  amount  advanced  by  the  vendee  to- 
the  vendor  in  contemplation  of  the  next 
dividend  payment  is  an  investment  of 
capital  and  may  not  be  claimed  as  a  de¬ 
duction  from  gross  income. 

(e)  As  to  the  amount  of  income  tax 
paid  for  a  bondholder  by  the  obligor  pur¬ 
suant  to  a  so-called  tax-free  covenant, 
see  section  143  (a)  (3).  As  to  the  deter¬ 
mination  of  gain  or  loss  from  the  sale  or 
other  disposition  of  property,  see  sections 
111  to  113,  inclusive.  As  to  amounts  re¬ 
ceived  as  loans  from  the  Commodity 
Credit  Corporation,  see  section  123.  As 
to  income  upon  a  recovery  in  respect  of 
war  losses,  see  section  127  (c).  As  to  in¬ 
surance  companies  and  foreign  corpora¬ 
tions,  see  sections  201  to  207,  inclusive, 
and  section  231. 

§  39.22  (a) -2  Compensation  for  per¬ 
sonal  services,  (a)  Commissions  paid 
salesmen,  compensation  for  services  on 
the  basis  of  a  percentage  of  profits,  com¬ 
missions  on  insurance  premiums,  tips, 
pay  of  persons  in  the  military  or  naval 
forces  of  the  United  States,  retired  pay 
of  Federal  and  other  officers,  and  pen¬ 
sions  or  retiring  allowances  paid  by  the 
United  States  (unless  expressly  exempt) 
or  by  private  persons  are  income  to  the 
recipients;  as  are  also  marriage  fees, 
baptismal  offerings,  sums  paid  for  saying 
masses  for  the  dead,  and  other  contribu¬ 
tions  received  by  a  clergyman,  evangelist, 
or  religious  worker  for  services  rendered. 
However,  so-called  pensions  awarded  by 
one  to  whom  no  services  have  been 
rendered  are  mere  gifts  or  gratuities  and 
are  not  taxable. 

(b)  The  salaries  of  Federal  officers 
and  employees  are  subject  to  tax. 
Amounts  deducted  and  withheld  pursu¬ 
ant  to  the  Civil  Service  Retirement  Act 
of  May  29.  1930  (5  U.  S.  C.,  c.  14). 
from  the  basic  salary,  pay.  or  compensa¬ 
tion  of  the  employees  in  the  civil  serv¬ 
ice  of  the  United  States  are  includible 
in  gross  income  for  the  year  in  which 
deducted  and  withheld.  As  used  in  this 
section,  the  term  “Federal  officers  and 
employees”  includes  all  judges  of  courts 
of  the  United  States  irrespective  of  when 


they  took  office.  Compensation  re¬ 
ceived  for  services  rendered  as  an  officer 
or  employee  (including  a  member  of  a 
legislative  body  and  a  judge  or  officer  of 
a  court)  of  a  State  or  any  political  sub¬ 
division  thereof,  or  any  agency  or  in¬ 
strumentality  of  any  one  or  more  of  the 
foregoing,  is  to  be  included  in  gross  in¬ 
come,  regardless  of  the  nature  of  the 
office  or  employment. 

(c)  The  value  of  services  need  not  be 
Included  in  gross  income  when  rendered 
directly  and  gratuitously  to  an  organiza¬ 
tion  described  in  section  23  (o) .  Where, 
however,  pursuant  to  an  agreement  or 
understanding  services  are  rendered  to 
a  person  for  the  benefit  of  an  organiza¬ 
tion  described  in  section  23  (o)  and  an 
amount  for  such  services  is  paid  to  such 
organization  by  the  person  to  whom  the 
services  are  rendered,  the  amount  so 
paid  constitutes  income  to  the  person 
performing  the  services  even  though  at 
the  time  of  the  agreement  or  under¬ 
standing  the  person  making  the  payment 
acknowledges  his  liability  to  make  pay¬ 
ment  to  such  organization. 

§  39.22  (a)-3  Compensation  paid 
other  than  in  cash.  If  services  are  paid 
for  with  something  other  than  money, 
the  fair  market  value  of  the  thing  taken 
in  payment  is  the  amount  to  be  included 
as  income.  If  the  services  were  rendered 
at  a  stipulated  price,  in  the  absence  of 
evidence  to  the  contrary  such  price  will 
be  presumed  to  be  the  fair  value  of  the 
compensation  received.  If  a  corpora¬ 
tion  transfers  to  its  employees  its  own 
stock  as  compensation  for  services 
rendered  by  the  employee,  the  amount 
of  such  compensation  to  be  included  in 
the  gross  income  of  the  employee  is  the 
fair  market  value  of  the  stock  at  the 
time  of  the  transfer.  If  a  person  re¬ 
ceives  as  compensation  for  services 
rendered  a  salary  and  in  addition  thereto 
living  quarters  or  meals,  the  value  to 
such  person  of  the  quarters  and  meals  so 
furnished  constitutes  income  subject  to 
tax.  If,  however,  living  quarters  or 
meals  are  furnished  to  employees  for  the 
convenience  of  the  employer,  the  value 
thereof  need  not  be  computed  and  added 
to  the  compensation  otherwise  received 
by  the  employees.  The  value  of  quarters 
furnished  to  the  commissioned  officers, 
chief  warrant  officers,  warrant  officers, 
and  enlisted  personnel  of  the  Army, 
Navy,  Air  Force,  Coast  Guard,  Coast  and 
Geodetic  Survey,  and  Public  Health 
Service,  or  amounts  received  by  them  as 
commutation  of  quarters,  are  to  be  ex¬ 
cluded  from  gross  income.  See  also  sec¬ 
tion  22  (b)  (6).  Premiums  paid  by  an 
employer  on  policies  of  group  life  in¬ 
surance  covering  the  lives  of  his  em¬ 
ployees,  the  beneficiaries  of  which  are 
designated  by  the  employees,  are  not 
income  to  the  employees.  See  §  39.24 
(a)-3. 

§  39.22  (a) -4  Compensation  paid  in 
notes.  Notes  or  other  evidences  of  in¬ 
debtedness  received  in  payment  for  serv¬ 
ices  constitute  income  to  the  amount  of 
their  fair  market  value.  A  taxpayer  re¬ 
ceiving  as  compensation  a  note  regarded 
as  good  for  its  face  value  at  maturity, 
but  not  bearing  Interest,  shall  treat  as 
income  as  of  the  time  of  receipt  the  fair 
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discounted  value  of  the  note  at  such  time. 
Thus,  if  it  appears  that  such  a  note  is  or 
could  be  discounted  on  a  6  percent  basis, 
the  recipient  shall  include  such  note  in 
his  gross  income  to  the  amount  of  its 
face  value  less  discount  computed  at  the 
prevailing  rate  for  such  transactions. 
If  the  payments  due  on  a  note  so  ac¬ 
counted  for  are  met  as  they  become  due, 
there  should  be  included  as  income  in  re¬ 
spect  of  each  such  payment  so  much 
thereof  as  represents  recovery  for  the 
discount  originally  deducted. 

§  39.22  (a) -5  Gross  income  from 
business.  In  the  case  of  a  manufactur¬ 
ing.  merchandising,  or  mining  business, 
“gross  income”  means  the  total  sales, 
less  the  cost  of  goods  sold,  plus  any 
income  from  investments  and  from  inci¬ 
dental  or  outside  operations  or  sources. 
In  determining  gross  income,  subtrac¬ 
tions  should  not  be  made  for  depletion 
allowances  based  on  discovery  value  or 
I>ercentage  of  income,  selling  expenses,  or 
losses,  or  for  other  items  not  ordinarily 
used  in  computing  cost  of  goods  sold. 
But  see  §  39.23  (m>-l  (e). 

§  39.22  (a)-6  State  contracts.  The 
profit  from  a  contract  with  a  State  or 
political  subdivision  thereof  must  be  in¬ 
cluded  in  gross  income.  If  warrants  are 
issued  by  a  city,  town,  or  other  political 
subdivision  of  a  State,  and  are  accepted 
by  the  contractor  in  payment  for  pub¬ 
lic  work  done,  the  fair  market  value  of 
such  warrants  should  be  returned  as  in¬ 
come.  If  for  any  reason  the  contractor 
upon  conversion  of  the  warrants  into 
cash  does  not  receive  and  cannot  recover 
the  full  value  of  the  warrants  so  re¬ 
turned.  he  may  deduct  from  gross  in¬ 
come  for  the  year  in  which  Uie  warrants 
are  converted  into  cash  any  loss  sus¬ 
tained.  and  if  he  realizes  more  than  the 
value  of  the  warrants  so  returned  he 
should  include  the  excess  in  his  gross  in¬ 
come  for  the  year  in  which  realized. 

§  39.22  (a) -7  Gross  income  of  farm¬ 
ers.  (a)  A  farmer  reporting  on  the 
basis  of  receipts  and  disbursements  (in 
which  no  inventory  to  determine  profits 
is  used)  shall  include  in  his  gross  income 
for  the  taxable  year  (1)  the  amount  of 
cash  or  the  value  of  merchandise  or 
other  property  received  during  the  tax¬ 
able  year  from  the  sale  of  livestock  and 
produce  which  were  raised  during  the 
taxable  year  or  prior  years,  (2)  the 
profits  from  the  sale  of  any  livestock 
or  other  items  which  were  purchased, 
and  (3)  gross  income  from  all  other 
sources.  The  profit  from  the  sale  of  live¬ 
stock  or  other  items  which  were  pur¬ 
chased  after  February  28,  1913,  is  to  be 
ascertained  by  deducting  the  cost  from 
the  sales  price  in  the  year  in  which  the 
sale  occurs,  except  that  in  the  case  of 
the  sale  of  animals  purchased  as  draft 
or  work  animals  or  solely  for  breeding 
or  dairy  purposes  and  not  for  resale,  the 
profit  shall  be  the  amount  of  any  excess 
of  the  sales  price  over  the  amount  rep¬ 
resenting  the  difference  between  the  cost 
and  the  depreciation  theretofore  allowed 
(but  not  less  than  the  amount  allowable) 
in  respect  of  such  property  as  a  deduc¬ 
tion  in  computing  net  income. 

(b)  In  the  case  of  a  farmer  reporting 
on  the  accrual  basis  (in  which  an  in¬ 


ventory  is  used  to  determine  profits) ,  his 
gross  profits  are  ascertained  by  adding 
to  the  inventory  value  of  livestock  and 
products  on  hand  at  the  end  of  the  year 
the  amount  received  from  the  sale  of 
livestock  and  products,  and  miscel¬ 
laneous  receipts  for  hire  of  teams,  ma¬ 
chinery,  and  the  like,  during  the  year, 
and  deducting  from  this  sum  the  in¬ 
ventory  value  of  livestock  and  products 
on  hand  at  the  beginning  of  the  year 
and  the  cost  of  livestock  and  products 
purchased  during  the  year.  In  such 
cases  all  livestock  raised  or  purchased 
for  sale  shall  be  included  in  the  inven¬ 
tory  at  their  proper  valuation  deter¬ 
mined  in  accordance  with  the  method 
authorized  and  adopted  for  the  purpose. 
Also  livestock  acquired,  for  draft,  breed¬ 
ing,  or  dairy  purposes  and  not  for  sale, 
may  be  included  in  the  inventory,  in¬ 
stead  of  being  treated  as  capital  assets 
subject  to  depreciation,  provided  such 
practice  is  followed  consistently  by  the 
taxpayer.  In  case  of  the  sale  of  any 
livestock  Included  in  an  inventory  their 
cost  must  not  be  taken  as  an  additional 
*  deduction  in  the  return  of  income,  as 
such  deduction  will  be  reflected  in  the 
inventory.  See  §  39.22  (c)-6. 

(c)  In  the  case  of  the  sale  of  machin¬ 
ery,  farm  equipment,  or  any  other  prop¬ 
erty  (except  stock  in  trade  of  the 
taxpayer,  or  property  of  a  kind  which 
would  properly  be  included  in  the  in¬ 
ventory  of  the  taxpayer  if  on  hand  at 
the  close  of  the  taxable  year,  or  property 
held  by  the  taxpayer  primarily  for  sale 
to  customers  in  the  ordinary  course  of 
his  trade  or  business),  any  excess  of  the 
proceeds  of  the  sale  over  the  adjusted 
basis  of  such  property  determined  under 
section  113  and  the  regulations  there¬ 
under  shall  be  included  in  the  taxpayer’s 
gross  income  for  the  taxable  year  in 
which  such  sale  is  made.  If  farm  pro¬ 
duce  Is  exchanged  for  merchandise, 
groceries,  or  the  like,  the  market  value 
of  the  article  received  in  exchange  is  to 
be  included  in  gross  income.  Rents  re¬ 
ceived  in  crop  shares  shall  be  returned 
as  of  the  year  in  which  the  crop  shares 
are  reduced  to  money  or  the  equivalent 
of  money.  Proceeds  of  insurance,  such 
as  hail  and  fire  insurance  on  growing 
crops,  should  be  included  in  gross  income 
to  the  amount  received  in  cash  or  its 
equivalent  for  the  crop  injured  or  de¬ 
stroyed.  If  a  farmer  is  engaged  in  pro¬ 
ducing  cror>s  which  take  more  than  a 
year  from  the  time  of  planting  to  the 
time  of  gathering  and  disposing,  the  in¬ 
come  therefrom  may,  with  the  consent 
of  the  Commissioner  (see  5  39.41-2),  be 
computed  uix>n  the  crop  basis;  but  in 
any  such  cases  the  entire  cost  of  pro¬ 
ducing  the  crop  must  be  taken  as  a 
deduction  for  the  year  in  which  the  gross 
income  from  the  crop  is  realized. 

(d)  As  used  in  this  section,  the  term 
“farm”  embraces  the  farm  in  the  ordi¬ 
narily  accepted  sense,  and  includes  stock, 
dairy,  poultry,  fruit,  and  truck  farms; 
also  plantations,  ranches,  and  all  land 
used  for  farming  operations.  All  indi¬ 
viduals,  partnerships,  or  corporations 
that  cultivate,  operate,  or  manage  farms 
for  gain  or  profit,  either  as  owners  or 
tenants,  are  designated  as  farmers.  A 
person  cultivating  or  operating  a  farm 


for  recreation  or  pleasure,  the  result  of 
which  is  a  continual  loss  from  year  to 
year,  is  not  regarded  as  a  farmer. 

(e)  Form  1040P  should  be  filled  in  and 
attached  to  his  income  tax  return  by 
every  farmer  who  either  keeps  no  recordis 
or  only  records  of  cash  receipts  and  dis¬ 
bursements  ;  its  use  is  optional  with  other 
farmers.  (See  further  §§  39.23  (a)-ll, 
39.23  (e)-5,  and  39.23  (I)-IO.) 

§  39.22  (a) -8  Sale  of  stock  and  rights. 
(a)  If  shares  of  stock  in  a  corporation  are 
sold  from  lots  purchased  at  different 
dates  or  at  different  prices  and  the  iden¬ 
tity  of  the  lots  cannot  be  determined,  the 
stock  sold  shall  be  charged  again.st  the 
earliest  purchases  of  such  stock.  In  the 
determination  of  the  earliest  purchases 
of  stock  the  rules  prescribed  in  section 
117  (h)  (relating  to  the  period  for  which 
property  has  been  held)  shall  be  applied. 
The  excess  of  the  amount  realized  on  the 
sale  over  the  cost  or  other  basis  of  the 
stock  will  constitute  gain.  With  respect 
to  the  basis  for  determining  tain  or  loss 
from  the  sale  or  other  disposition  of 
stock  acquired  as  a  stock  dividend  or  the 
stock  with  respect  to  which  the  stock 
dividend  was  acquired,  see  §5  39.113  (a) 
(19)-1  and  39.113  (a)  (19)-2.  If  com¬ 
mon  stock  is  received  as  a  bonus  with  the 
purchase  of  preferred  stock  or  bonds,  the 
total  purchase  price  shall  be  fairly  ap¬ 
portioned  between  such  common  stock 
and  the  securities  purchased  for  the  pur¬ 
pose  of  determining  the  portion  of  the 
cost  attributable  to  each  class  of  stock 
or  securities,  but  if  that  should  be  im¬ 
practicable  in  any  case,  no  profit  on  any 
subsequent  sale  of  any  part  of  the  stock 
or  securities  will  be  realized  until  out  of 
the  proceeds  of  sales  shall  have  been  re¬ 
covered  the  total  cost. 

(b)  Although  the  issuance  by  a  cor¬ 
poration  to  its  shareholders  of  rights  to 
subscribe  to  its  stock  may  not  under  sec¬ 
tion  115  (f)  give  rise  to  taxable  income, 
gain  may  be  derived  or  loss  sustained  by 
the  shareholder  from  the  sale  of  such 
rights.  In  the  case  of  stock  in  respect  of 
which  were  acquired  stock  subscription 
rights  which  did  not  constitute  income  to 
the  shareholders  within  the  meaning  of 
the  sixteenth  amendment  to  the  Consti¬ 
tution,  and  in  the  case  of  such  rights, 
the  following  rules  are  to  be  applied: 

(1)  If  the  shareholder  does  not  exer¬ 
cise,  but  sells,  his  rights  to  subscribe,  the 
cost  or  other  basis,  properly  adjusted,  of 
the  stock  in  respect  of  which  the  rights 
are  acquired  shall  be  apportioned  be¬ 
tween  the  rights  and  the  stock  in  propor¬ 
tion  to  the  respective  values  thereof  at 
the  time  the  rights  are  issued,  and  the 
basis  for  determining  gain  or  loss  from 
the  sale  of  a  right  on  one  hand  or  a  share 
of  stock  on  the  other  will  be  the  quotient 
of  the  cost  or  other  basis,  properly  ad¬ 
justed,  assigned  to  the  rights  or  the 
stock,  divided,  as  the  case  may  be,  by  the 
number  of  rights  acquired  or  by  the 
number  of  shares  held. 

Example.  A  taxpayer  in  1947  purchased 
500  shares  of  common  stock  at  $125  a  share, 
and  In  1952,  by  reason  of  the  ownership  of 
such  stock,  acquired  500  rights  entitling  him 
to  subscribe  to  100  additional  shares  of  such 
stock  at  $100  a  share.  Upon  the  Issuance  of 
the  rights  each  of  the  shares  of  stock  in 
respect  of  which  the  rights  were  acquired 


§  39.22  (a)-5 


Saturday^  September  26,  1953 


FEDERAL  REGISTER 


5791 


had  a  fair  market  value  of  $120,  and  the 
rights  had  a  fair  market  value  of  $3  each. 
Instead  of  subscribing  to  the  additional 
shares,  he  sold  the  rights  at  $4  each.  The 
profit  is  computed  at  follows: 

500  (shares)  x  $125  =  $62,500,  cost  of  old  stock 
(stock  in  respect  of 
which  the  rights  were 
acquired) . 

500  (shares)  x  $120  =  $60,000,  market  value  of 
old  stock. 

=  $1,500,  market  value  of 
rights. 

=  $60,975.61,  cost  of  old 
stock  apportioned  to 
such  stock. 

=  $1,524.39,  cost  of  old 
stock  apportioned  to 
rights. 

12,000  (proceeds  of  sale  of  rights)  less 
$1,524.39  (cost  of  old  stock  apportioned  to 
rights)  =$475.61,  profit. 

For  the  purpose  of  determining  the  gain  or 
loss  from  the  subsequent  sale  of  the  stock  in 
respect  of  which  the  rights  were  acquired, 
the  adjusted  cost  of  each  share  is  $121.95 
(that  Is,  $60.975.61 -r 500). 

(2)  If  the  shareholder  exercises  his 
rights  to  subscribe,  the  basis  for  deter¬ 
mining  gain  or  loss  from  a  subsequent 
sale  of  a  share  of  the  stock  in  respect 
of  which  the  rights  were  acquired  shall 
be  determined  as  in  subparagraph  ( 1 )  of 
this  paragraph.  The  basis  for  deter¬ 
mining  gain  or  loss  from  a  subsequent 
sale  of  a  share  of  the  stock  obtained 
through  exercising  the  rights,  shall  be 
determined  by  dividing  the  part  of  the 
cost  or  other  basis,  properly  adjusted,  of 
the  old  shares  assigned  to  the  rights, 
plus  the  subscription  price  of  the  new 
shares,  by  the  number  of  new  shares 
acquired. 

Example.  A  taxpayer  in  1949  purchased 
500  shares  of  common  stock  at  $125  a  share, 
and  In  1952,  by  reason  of  the  ownership  of 
such  stock,  acquired  500  rights  entitling  him 
to  subscribe  to  100  additional  shares  of  such 
stock  at  $100  a  share.  Upon  the  Issuance 
of  the  rights  each  of  the  shares  of  stock  In 
respect  of  which  the  rights  were  acquired 
had  a  fair  market  value  of  $120,  and  the 
rights  had  a  fair  market  value  of  $3  each. 
The  taxpayer  exercised  his  rights  to  sub¬ 
scribe  to  the  additional  shares  and  later 
sold  one  of  such  shares  for  $140.  The  profit 
Is  computed  as  follows: 

11,524.39  (cost  of  old  stock  apportioned  to 
rights  pursuant  to  the  computation  in  the 
example  under  subparagraph  (1)  of  this 
paragr.aph)  4  $10,000  (subscription  price  of 
additional  shares)  =$11,524.39,  basis  for  de¬ 
termining  gain  or  loss  from  sale  of  additional 
shares. 

»11.524.39-r-100  =  $115.24,  basis  for  deter- 
mlnlng  gain  or  loss  from  sale  of  each  share 
of  additional  stock. 

$140  (proceeds  of  sale  of  share  of  addi¬ 
tional  stock)  less  $115.24  =  $24.76,  profit. 

The  basis  for  determining  the  gain  or  loss 
from  subsequent  sale  of  the  stock  In  respect 
of  which  the  rights  were  acquired  is 
$60,975.61-^500,  or  $121.95  a  share. 

(3)  If  the  stock  in  respect  of  which  the 
rights  are  acquired  was  purchased  at 
different  times  or  at  different  prices  and 
the  identity  of  the  lots  cannot  be  deter¬ 
mined,  or  if  the  stock  in  respect  of  which 
the  rights  are  acquired  was  purchased  at 
different  tim^s  or  at  different  prices  and 
the  stock  rights  acquired  in  respect  of 
such  stock  cannot  be  identified  as  having 

acquired  in  respect  of  any  particu¬ 


lar  lot  of  such  stock,  the  basis  for  de¬ 
termining  the  gain  or  loss  from  the  sale 
or  other  disposition  of  the  old  shares,  or 
the  rights  in  cases  in  which  the  rights 
are  sold,  or  from  the  sale  or  other  dis¬ 
position  of  the  old  or  new  shares  in  cases 
in  which  the  rights  are  exercised,  shall  be 
ascertained  in  accordance  with  the  prin¬ 
ciples  laid  down  in  §  39.113  (a)  (12)-1. 

(c)  As  to  deductions  for  losses  from 
sales  or  exchanges  of  stocks  or  bonds,  in¬ 
cluding  losses  from  sales  or  exchanges  of 
rights  to  subscribe  to  stock,  see  §  39.23 
(e)-l. 

§  39.22  (a) -9  Sale  of  patents  and 
copyrights.  A  taxpayer  disposing  of 
patents  or  coprights  by  sale  should  deter¬ 
mine  the  gain  or  loss  arising  therefrom 
by  computing  the  difference  between  the 
selling  price  and  the  cost  or  other  basis, 
with  proper  adjustment  for  depreciation, 
as  provided  in  §§  39,111-1,  39.113  (a) 
(14)-1,  and  39.113  (b)  (1)-1  to  39.113 
(b)  (4)-l,  inclusive. 

§  39.22(a)-10  Sale  of  good  will.  Gain 
or  loss  from  a  sale  of  good  will  results 
only  when  the  business,  or  a  part  of  it, 
to  which  the  good  will  attaches  is  sold,  in 
which  case  the  gain  or  loss  will  be  deter¬ 
mined  by  comparing  the  sale  price  with 
the  cost  or  other  basis  of  the  assets,  in¬ 
cluding  good  will.  (See  §§  39.111-1, 
39.113  (a)  (14)-1,  and  39.113  (b)  (l)-lto 
39.113  (b)  (4)-l,  inclusive.)  If  specific 
payment  was  not  made  for  good  will, 
there  can  be  no  deductible  loss  with  re¬ 
spect  thereto,  but  gain  may  be  realized 
from  the  sale  of  good  will  built  up 
through  expenditures  which  have  been 
currently  deducted.  It  is  immaterial 
that  good  will  may  never  have  been  car¬ 
ried  on  the  books  as  an  asset,  but  the 
burden  of  proof  is  on  the  taxpayer  to 
establish  the  cost  or  other  basis  of  the 
good  will  sold. 

§  39.22  (a) -11  Sale  of  real  property 
in  lots.  If  a  tract  of  land  is  purchased 
with  a  view  to  dividing  it  into  lots  or 
parcels  of  ground  to  be  sold  as  such,  the 
cost  or  other  basis  shall  be  equitably  ap¬ 
portioned  to  the  several  lots  or  parceLs 
and  made  a  matter  of  record  on  the 
books  of  the  taxpayer,  to  the  end  that 
any  gain  derived  from  the  sale  of  any 
such  lots  or  parcels  which  constitutes 
taxable  income  may  be  returned  as  in¬ 
come  for  the  year  in  which  the  sale  is 
made.  This  rule  contemplates  that 
there  will  be  gain  or  loss  on  every  lot  or 
parcel  sold,  and  not  that  the  capital  in 
the  entire  tract  may  be  recovered  be¬ 
fore  any  taxable  income  shall  be  re¬ 
turned.  The  sale  of  each  lot  or  parcel 
will  be  treated  as  a  separate  transaction, 
and  gain  or  loss  computed  accordingly. 

§  39.22  (a) -12  Annuities  and  insur¬ 
ance  policies.  Annuities  paid  by  re¬ 
ligious,  charitable,  and  educational 
corporations  under  an  annuity  contract 
are,  in  general,  subject  to  tax  to  the 
same  extent  as  annuities  from  other 
sources  paid  under  similar  contracts. 
See  section  22  (b)  (2)  and  §  39.22  (b) 
( 2 )  -2.  An  annuity  charged  upon  devised 
land  is  taxable  to  the  donee-annuitant  to 
the  extent  it  becomes  payable  out  of  the 
rents  or  other  income  of  the  land, 
whether  or  not  it  is  a  charge  upon  the 
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income  of  the  land.  See  section  22  (b) 
(3)  and  §  39.22  (b)  (3)-l.  As  to  certain 
cases  in  which  an  annuity  charged  upon 
devised  land  is  taxable  in  full  to  a  spouse 
upon  divorce  or  legal  separation,  see  sec¬ 
tion  22  (k).  In  such  case  the  devisee  is 
not  required  to  return  as  gross  income 
the  amount  of  rent  or  other  income  paid 
to  the  annuitant,  and  he  is  not  entitled 
to  deduct  from  his  gross  income  any 
sums  paid  to  the  annuitant.  Amounts 
received  as  a  return  of  premiums  paid 
under  life  insurance,  endowment,  or  an¬ 
nuity  contracts,  and  the  so-called  “divi¬ 
dend”  of  a  mutual  insurance  company 
which  may  be  credited  against  the 
current  premium,  are  not  subject  to  tax. 

§  39.22  va)-13  Cancellation  of  indebt¬ 
edness — (a)  In  general.  The  cancella¬ 
tion  of  indebtedness,  in  whole  or  in  part, 
may  result  in  the  realization  of  income. 
If,  for  example,  an  individual  performs 
services  for  a  creditor,  who  in  considera¬ 
tion  thereof  cancels  the  debt,  income  in 
the  amount  of  the  debt  is  realized  by  the 
debtor  as  compensation  for  his  services. 
A  taxpayer  realizes  income  by  the  pay¬ 
ment  or  purchase  of  his  obligations  at 
less  than  their  face  value.  I^e  §  39.22 
(a) -17.  In  general,  if  a  shareholder  in 
a  corporation  which  is  indebted  to  him 
gratuitously  forgives  the  debt,  the  trans¬ 
action  amounts  to  a  contribution  to  the 
capital  of  the  corporation  to  the  extent 
of  the  principal  of  the  debt.  For  exclu¬ 
sion  from  gross  income  of  income  attrib¬ 
utable  to  discharge  of  indebtedness  of 
certain  corporations,  see  §  39.22  (b) 
(9)-l.  For  exclusion  from  gross  in¬ 
come  of  income  attributable  to  discharge 
of  indebtedness  of  railroad  corporations 
in  certain  judicial  proceedings,  see 
§  39.22  (b)  (lO)-l.  For  exclusion  from 
gross  income  of  income  attributable  to 
the  forgiveness  or  discharge  of  a  grant 
or  loan  made  to  a  taxpayer  by  the  United 
States  for  the  encouragement  of  explora¬ 
tion  for,  or  development  or  mining  of, 
critical  and  strategic  minerals  or  metals, 
see  §  39.22  (b)  (15)-1. 

(b)  Proceedings  under  Bankruptcy 
Act.  Income  is  not  realized  by  a  tax¬ 
payer  by  virtue  of  the  discharge,  under 
section  14  of  the  Bankruptcy  Act  (11 
U.  S.  C.  32),  of  his  indebtedness  as  the 
result  of  an  adjudication  in  bankruptcy, 
or  by  virtue  of  an  agreement  among  his 
creditors  not  consummated  under  any 
provision  of  the  Bankruptcy  Act,  if 
immediately  thereafter  the  taxpayer’s 
liabilities  exceed  the  value  of  his  assets. 
Furthermore,  income  is  not  realized  in 
any  case  by  a  taxpayer  in  the  case  of  a 
cancellation  or  reduction  of  his  indebted¬ 
ness  under: 

(Da  plan  of  corporate  reorganization 
confirmed  under  Chapter  X  of  the  Bank¬ 
ruptcy  Act  (11  U.  S.  C.,  c.  10) ; 

(2)  an  “arrangement”  or  a  "real 
property  arrangement”  confirmed  under 
Chapter  XI  or  xn,  respectively,  of  the 
Bankruptcy  Act  (11  U.  S.  C.,  c.  11,  12) ; 
or 

(3)  a  “wage  earner’s  plan”  confirmed 
under  Chapter  XIII  of  the  Bankruptcy 
Act  (11  U.  S.  C.,  c.  13). 

If,  however,  such  plan  of  corporate  re¬ 
organization  or  arrangement  or  wage 
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earner’s  plan  referred  to  in  subpara¬ 
graphs  (1)  to  (3)  of  this  paragraph  had 
for  one  of  its  principal  purposes  the 
avoidance  of  income  tax,  the  cancella¬ 
tion  or  reduction  of  indebtedness,  under 
such  plan,  confirmed  under  Chapter  X, 
XI,  XII,  or  XIII  of  the  Bankruptcy  Act 
(11  U.  S.  C.,  c.  10-13),  may  result  in  the 
realization  of  income. 

(c)  Cross  references.  For  adjustment 
of  basis  of  certain  property  in  the  case 
of  cancellation  or  reduction  of  indebted¬ 
ness  resulting  from  a  proceeding  under 
the  Bankruptcy  Act,  see  §§  39.113  (b) 
(l)-2  and  39.113  (b)  (l)-3. 

5  39.22  (a)-14  Creation  of  sinking 
fund  by  corporation.  If  a  corporation, 
in  order  solely  to  secure  the  payment  of 
its  bends  or  other  indebtedness,  places 
property  in  trust  or  sets  aside  certain 
amounts  in  a  sinking  fund  under  the 
control  of  a  trustee  who  may  be  author¬ 
ized  to  invest  and  reinvest  such  sums 
from  time  to  time,  the  property  or  fund 
thus  set  aside  by  the  corporation  and 
held  by  the  trustee  is  an  asset  of  the  cor¬ 
poration.  and  any  gain  arising  therefrom 
is  income  of  the  corporation  and  shall  be 
included  as  such  in  its  gross  income. 

5  39.22  (a)-15  Acquisition  or  disposi¬ 
tion  by  a  corporation  of  its  own  capital 
stock,  (a)  Whether  the  acquisition  or 
disposition  by  a  corporation  of  shares  of 
its  own  capital  stock  gives  rise  to  taxable 
gain  or  deductible  loss  depends  upon  the 
real  nature  of  the  transaction,  which  is 
to  be  ascertained  from  all  its  facts  and 
circumstances.  'The  receipt  by  a  corpo¬ 
ration  of  the  subscription  price  of  shares 
of  its  capital  stock  upon  their  original 
issuance  gives  rise  to  neither  taxable  gain 
nor  deductible  loss,  whether  the  sub¬ 
scription  or  issue  price  be  in  excess  of, 
or  less  than,  the  par  or  stated  value  of 
such  stock. 

(b)  How’ever,  if  a  corporation  deals  in 
its  ow’n  shares  as  it  might  in  the  shares 
of  another  corporation,  the  resulting 
gain  or  loss  is  to  be  computed  in  the  same 
manner  as  though  the  corporation  were 
dealing  in  the  shares  of  another.  So 
also  if  the  corporation  receives  its  own 
stock  as  consideration  upon  the  sale  of 
property  by  it,  or  in  satisfaction  of  in¬ 
debtedness  to  it,  the  gain  or  loss  resulting 
is  to  be  computed  in  the  same  manner  as 
though  the  payment  had  been  made  in 
any  other  property.  Any  gain  derived 
from  such  transactions  is  subject  to  tax, 
and  any  loss  sustained  is  allowable  as  a 
deduction  where  permitted  by  the  pro¬ 
visions  of  the  Internal  Revenue  Code. 

5  39.22  (a) -16  Contributions  to  cor¬ 
poration  by  shareholders.  If  a  corpora¬ 
tion  requires  additional  funds  for 
conducting  its  business  and  obtains  such 
needed  money  through  voluntary  pro 
rata  payments  by  its  shareholders,  the 
amounts  so  received  being  credited  to  its 
surplus  account  or  to  a  special  capital 
account,  such  amounts  will  not  be  con¬ 
sidered  income,  although  there  is  no  in¬ 
crease  in  the  outstanding  shares  of  stock 
of  the  corporation.  The  payments  under 
such  circumstances  are  in  the  nature  of 
voluntary  assessments  upon,  and  repre¬ 
sent  an  additional  price  paid  for,  the 
shares  of  stock  held  by  the  individual 


shareholders,  and  will  be  treated  as  an 
addition  to  and  as  a  part  of  the  operat¬ 
ing  capital  of  the  company.  (See 
§§  39.22  (a)-13  and  39.24  (a)-2.) 

§  39.22  (a) -17  Sale  and  purchase  by 
corporation  of  its  bonds,  (a)  If  bonds 
are  issued  by  a  corporation  at  their  face 
value,  the  corporation  realizes  no  gain 
or  loss.  If  the  corporation  purchases 
any  of  such  bonds  at  a  price  in  excess  of 
the  issuing  price  or  face  value,  the  excess 
of  the  purchase  price  over  the  issuing 
price  or  face  value  is  a  deductible  ex¬ 
pense  for  the  taxable  year. ,  If,  however, 
the  corporation  purchases  any  of  such 
bonds  at  a  price  less  than  the  issuing 
price  or  face  value,  the  excess  of  the 
issuing  price  or  face  value  over  the  pur¬ 
chase  price  is  gain  or  income  for  the 
taxable  year. 

(b)  If,  subsequent  to  February  28, 
1913,  bonds  are  issued  by  a  corporation 
at  a  premium,  the  net  amount  of  such 
premium  is  gain  or  income  which  should 
be  prorated  or  amortized  over  the  life 
of  the  bonds.  If  the  corporation  pur¬ 
chases  any  of  such  bonds  at  a  price  in 
excess  of  the  issuing  price  minus  any 
amount  of  premium  already  returned  as 
income,  the  excess  of  the  purchase  price 
over  the  issuing  price  minus  any  amount 
of  premium  already  returned  as  income 
(or  over  the  face  value  plus  any  amount 
of  premium  not  yet  returned  as  income) 
is  a  deductible  expense  for  the  taxable 
year.  If,  however,  the  corporation  pur¬ 
chases  any  of  such  bonds  at  a  price  less 
than  the  issuing  price  minus  any  amount 
of  premium  already  returned  as  income, 
the  excess  of  the  issuing  price,  minus 
any  amount  of  premium  already  re¬ 
turned  as  income  (or  of  the  face  value 
plus  any  amount  of  premium  not  yet 
returned  as  income),  over  the  purchase 
price  is  gain  or  income  for  the  taxable 
year. 

(c)  If  bonds  are  issued  by  a  corpora¬ 
tion  at  a  discount,  the  net  amount  of 
such  discount  is  deductible  and  should 
be  prorated  or  amortized  over  the  life 
of  the  bonds.  If  the  corporation  pur¬ 
chases  Any  of  such  bonds  at  a  price  in 
excess  of  the  issuing  price  plus  any 
amount  of  discount  already  deducted, 
the  excess  of  the  purchase  price  over 
the  issuing  price  plus  any  amount  of 
discount  already  deducted  (or  over  the 
face  value  minus  any  amount  of  dis¬ 
count  not  yet  deducted)  is  a  deductible 
expense  for  the  taxable  year.  If,  how¬ 
ever,  the  corporation  purchases  any  of 
such  bonds  at  a  price  less  than  the  is¬ 
suing  price  plus  any  amount  of  discount 
already  deducted,  the  excess  of  the  is¬ 
suing  price,  plus  any  amount  of  dis¬ 
count  already  deducted  (or  of  the  face 
value  minus  any  amount  of  discount  not 
yet  deducted),  over  the  purchase  price 
is  gain  or  income  for  the  taxable  year. 

(d)  If  bonds  were  issued  by  a  cor¬ 
poration  prior  to  March  1,  1913,  at  a 
premium,  the  net  amount  of  such  pre¬ 
mium  was  gain  or  income  for  the  year 
in  which  the  bonds  were  issued  and 
should  not  be  prorated  or  amortized  over 
the  life  of  the  bonds.  If  the  corpora¬ 
tion  purchases  any  of  such  bonds  at  a 
price  in  excess  of  the  face  value  of  the 
bonds,  the  excess  of  the  purchase  price 


over  the  face  value  is  a  deductible  ex¬ 
pense  for  the  taxable  year.  If,  however, 
the  corporation  purchases  any  of  such 
bonds  at  a  price  less  than  the  face  value, 
the  excess  of  the  face  value  over  the 
purchase  price  is  gain  or  income  for  the 
taxable  year. 

(e)  For  exclusion  from  gross  income 
of  income  attributable  to  discharge  of 
indebtedness  of  certain  corporations,  see 
§  39.22  (b)  (9)-l.  For  exclusion  from 
gross  income  of  income  attributable  to 
discharge  of  indebtedness  of  railroad 
corporations  in  certain  judicial  proceed¬ 
ings,  see  §  39.22  (b)  (lO)-l. 

§  39.22 (a) -18  Sale  of  capital  assets 
by  corporation.  If  property  is  acquired 
and  later  sold  for  an  amount  in  excess  of 
the  cost  or  other  basis,  the  gain  on  the 
sale  is  income.  If,  then,  a  corporation 
sells  its  capital  assets  in  whole  or  in  part, 
it  shall  include  in  its  gross  income  for 
the  year  in  which  the  sale  was  made  the 
gain  from  such  sale,  computed  as  pro¬ 
vided  in  sections  111  to  113,  inclusive.  If 
the  purchaser  takes  over  all  the  assets 
and  assumes  the  liabilities,  the  amount  so 
assumed  is  part  of  the  selling  price. 

§  39.22 (a) -19  Income  to  lessor  cor¬ 
poration  from  leased  property.  If  a  cor¬ 
poration  has  leased  its  property  in  con¬ 
sideration  that  the  lessee  shall  pay  in 
lieu  of  other  rental  an  amount  equivalent 
to  a  certain  rate  of  dividend  on  the  les¬ 
sor’s  capital  stock  or  the  interest  on  the 
lessor’s  outstanding  indebtedness,  to¬ 
gether  with  taxes,  insurance,  or  other 
fixed  charges,  such  payments  shall  be 
considered  rental  payments  and  shall  be 
returned  by  the  lessor  corporation  as  in¬ 
come,  notwithstanding  the  fact  that  the 
dividends  and  interest  are  paid  by  the 
lessee  directly  to  the  shareholders  and 
bondholders  of  the  lessor.  The  fact  that 
a  corporation  has  conveyed  or  leased  its 
property  and  has  parted  with  its  man¬ 
agement  and  control,  or  has  ceased  to 
engage  in  the  business  for  which  it  was 
originally  organized,  will  not  relieve  it 
from  liability  for  the  tax.  While  the  pay¬ 
ments  made  by  the  lessee  directly  to  the 
bondholders  or  shareholders  of  the 
lessor  are  rentals  as  to  both  the  lessee 
and  lessor  (rentals  paid  in  one  case  and 
rentals  received  in  the  other),  to  the 
bondholders  and  the  shareholders  such 
amounts  are  interest  and  dividend  pay¬ 
ments  received  as  from  the  lessor  and  as 
such  shall  be  accounted  for  in  their 
returns. 

§  39.22  (a) -20  Gross  income  of  cor¬ 
poration  in  liquidation.  When  a  cor¬ 
poration  is  dissolved,  its  affairs  are 
usually  wound  up  by  a  receiver  or  trus¬ 
tees  in  dissolution.  The  corporate  exist¬ 
ence  is  continued  for  the  purpose  of 
liquidating  the  assets  and  paying  the 
debts,  and  such  receiver  or  trustees  stand 
in  the  stead  of  the  corporation  for  such 
purposes.  (See  sections  274  and  298.) 
Any  sales  of  property  by  them  are  to  be 
treated  as  if  made  by  the  corporation  for 
the  purpose  of  ascertaining  the  gain  or 
loss.  No  gain  or  loss  is  realized  by  a 
corporation  from  the  mere  distribution 
of  its  assets  in  kind  in  partial  or  complete 
liquidation,  however  they  may  have  ap¬ 
preciated  or  depreciated  in  value  since 
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their  acquisition.  But  see  section  44(d) 
and  §  39.44-5.  (See  also  §  39.52-2.) 

§  39.22  (a)-21  Trust  income  taxable 
to  the  grantor  as  substantial  owner 

I  thereof — (a)  Introduction.  Income  of  a 
trust  is  taxable  to  the  grantor  under  sec- 

i  tion  22  (a)  although  no«  payable  to  the 
grantor  himself  and  not  to  be  applied  in 
satisfaction  or-his  legal  obligations  if  he 
has  retained  a  control  of  the  trust  so 
complete  that  he  is  still  in  practical  effect 
the  owner  of  its  income.  (Helvering  v. 
Clifford.  309  U.  S.  331.)  In  the  absence 
of  precise  guides  supplied  by  an  appro¬ 
priate  regulation,  the  application  of  this 
principle  to  varying  and  diversified  fac¬ 
tual  situations  has  led  to  considerable 
uncertainty  and  confusion.  The  pro¬ 
visions  of  this  section  accordingly  resolve 
the  present  difficulties  of  application  by 
defining  and  specifying  those  factors 
which  demonstrate  the  retention  by  the 
grantor  of  such  complete  control  of  the 
trust  that  he  is  taxable  on  the  income 
therefrom  under  section  22  (a).  Such 
factors  are  set  forth  in  general  in  para¬ 
graph  (b)  of  this  section  and  in  detail  in 
paragraphs  (c),  (d) ,  and  (e)  of  this  sec¬ 
tion. 

(b)  In  general.  In  conformity  with 
the  principle  stated  in  paragraph  (a) 
of  this  section,  the  income  of  a  trust 
is  attributable  to  the  grantor  (except 
where  such  income  is  taxable  to  the 
grantor’s  spouse  or  former  spouse  under 
section  22  (k)  or  171)  if: 

(1)  The  corpus  or  the  income  there¬ 
from  will  or  may  return  after  a  relatively 
short  term  of  years  (see  paragraph  (c) 
of  this  section ) ; 

(2)  The  beneficial  enjoyment  of  the 
corpus  or  the  income  therefrom  is  sub¬ 
ject  to  a  pow’er  of  disposition  (other  than 
certain  excepted  powers),  whether  by 
revocation,  alteration,  or  otherwise,  exer¬ 
cisable  by  the  grantor,  or  another  person 
lacking  a  substantial  adverse  interest  in 
such  disposition,  or  both  (see  paragraph 
(d)  of  this  section) ;  or 

(3)  Tho  corpus  or  the  income  there¬ 
from  is  subject  to  administrative  control, 
exercisable  primarily  for  the  benefit  of 
the  grantor  (see  paragraph  (e)  of  this 
section). 

I  (c)  Reversionary  interest  after  a  rela~ 
lively  short  term.  (1)  Income  of  a  trust 
is  taxable  to  the  grantor  where  the 
grantor  has  a  reversionary  interest  in 
the  corpus  or  the  income  therefrom 
which  will  or  may  reasonably  be  ex¬ 
pected  to  take  effect  in  possession  or  en¬ 
joyment: 

(i)  Within  10  years  commencing  with 
the  date  of  the  transfer,  or 

(ii)  Within  15  years  commencing  with 
the  date  of  the  transfer  if  the  income  is 
or  may  be  payable  to  a  beneficiary  other 
than  a  donee  described  in  section  23  (o) 
and  if  any  one  or  more  of  the  following 
powers  of  administration  over  the  trust 
corpus  or  income  are  exercisable  solely 
by  the  grantor,  or  spouse  (living  with  the 
grantor,  and  not  having  a  substantial 
adverse  interest  in  the  corpus  or  income 
of  the  trust),  or  both,  whether  or  not 
exercisable  as  trustee:  a  power  to  vote 
or  direct  the  voting  of  stock  or  other 
aecurities,  a  power  to  control  the  Invest¬ 
ment  of  the  trust  funds  either  by  direct- 
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ing  investments  or  reinvestments  or  by 
vetoing  proposed  investments  or  rein¬ 
vestments,  and  a  power  to  reacquire  the 
trust  corpus  by  substituting  other  prop¬ 
erty,  whether  or  not  of  an  equivalent 
value. 

(2)  Where  the  grantor’s  reversionary 
interest  is  to  take  effect  in  possession  or 
enjoyment  by  reason  of  some  event  other 
than  the  expiration  of  a  specific  term  of 
years,  the  trust  income  is  nevertheless 
attributable  to  him  if  such  event  is  the 
practical  equivalent  of  the  expiration  of 
a  period  less  than  10  or  15  years,  as  the 
case  may  be.  For  example,  a  grantor  is 
taxable  on  the  income  of  a  trust  if  the 
corpus  is  to  return  to  him  or  his  estate 
on  the  graduation  from  college  or  prior 
death  of  his  son,  who  is  18  years  of  age 
at  the  date  of  the  transfer  in  trust. 
Trust  income  is,  however,  not  attribut¬ 
able  to  the  grantor  where  such  reversion¬ 
ary  interest  is  to  take  effect  in  possession 
or  enjoyment  at  the  death  of  the  person 
or  persons  to  whom  the  income  is  pay¬ 
able. 

(3)  In  genaral,  a  reversionary  interest 
may  reasonably  be  expected  to  take  ef¬ 
fect  in  possession  or  enjoyment  within 
10  or  15  years,  as  the  case  may  be,  where 
the  corpus  or  the  income  therefrom  is 
to  be  reacquired  if  the  grantor  survives 
any  stated  contingency  which  is  of  an 
insubstantial  character.  Thus,  the 
grantor  is  taxable  where  the  trust  in¬ 
come  is  to  be  paid  to  the  grantor’s  w'ife 
for  three  years,  and  the  corpus  is  then  to 
be  returned  to  the  grantor  if  he  survives 
such  period,  or  to  be  paid  to  the  grantor’s 
wife  is  he  is  already  deceased. 

(4)  Any  postponement  of  the  date 
specified  for  the  reacquisition  of  posses¬ 
sion  or  enjoyment  of  the  reversionary 
interest  is  considered  a  new  transfer  in 
trust  commencing  wdth  the  date  on 
w’hich  the  postponement  is  effected  and 
terminating  with  the  date  prescribed  by 
tho  postponement.  But  income  for  any 
period  shall  not  be  taxable  to  the  grantor 
by  reason  of  the  preceding  sentence  if 
such  income  would  not  be  taxable  to  him 
in  the  absence  of  such  postponement. 
This  may  be  illustrated  by  the  following 
example: 

Example.  A  places  property  In  trust  for 
the  benefit  of  his  son  B.  Upon  the  expira¬ 
tion  of  12  years  or  the  earlier  death  of  B  the 
property  is  to  be  paid  over  to  A  or  his  estate. 
Neither  A  nor  his  wife  has  any  power  of 
administration  over  the  trust  corpus  or  In¬ 
come.  After  the  expiration  of  nine  years  A 
extends  the  term  of  the  trust  for  an  addi¬ 
tional  two  years.  A  is  considered  to  have 
made  a  new  transfer  In  trust  for  a  term  of 
five  years.  He  Is  not  taxable  on  the  Income 
for  the  first  three  years  of  such  term  because 
he  would  not  be  taxable  thereon  if  the  term 
of  the  trust  had  not  been  extended.  A  is 
taxable,  however,  on  the  Income  for  the  re¬ 
maining  two  years. 

(d)  Power  to  determine  or  control 
beneficial  enjoyment  of  income  or  corpus. 
( 1 )  Income  of  a’  trust  is  taxable  to  the 
grantor  where,  whatever  the  duration  of 
the  trust,  the  beneficial  enjoyment  of  the 
corpus  or  the  income  therefrom  is  sub¬ 
ject  to  a  power  of  disposition  (except  as 
provided  in  section  167  (c)  and  as  here¬ 
after  provided  in -subdivisions  (i)  to  (iv), 
inclusive,  of  subparagraph  (2)  of  this 
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paragraph),  whether  by  revocation, 
alteration,  or  otherwise,  exercisable  (in 
any  capacity  and  regardless  of  whether 
such  exercise  is  subject  to  a  precedent 
giving  of  notice  or  is  limited  to  some 
future  date)  by  the  grantor,  or  any  per¬ 
son  not  having  a  substantial  adverse  in¬ 
terest  in  the  beneficial  enjoyment  of  the 
corpus  or  income,  whichever  is  subject 
to  the  power,  or  both.  The  grantor  is 
not  taxable,  however,  if  the  power, 
whether  exercisable  with  respect  to 
corpus  or  income,  may  only  affect  the 
beneficial  enjoyment  of  the  income  for 
a  period  commencing  10  years  from  the 
date  of  the  transfer  (or  15  years  where 
any  power  of  administration  specified  in 
paragraph  (c)  of  this  section  is  exer¬ 
cisable  solely  by  the  grantor,  or  spouse 
living  with  the  grantor  and  not  having 
a  substantial  adverse  interest,  or  both, 
whether  or  not  as  trustee) .  For  example, 
if  a  trust  created  on  January  1, 1945,  pro¬ 
vides  for  the  payment  of  income  to  the 
grantor’s  wife,  and  the  grantor  does  not 
reserve  any  such  administrative  power 
but  reserves  the  power  to  substitute  other 
beneficiaries  in  lieu  of  his  wife  on  or 
after  January  1,  1955,  the  grantor  is  not 
taxable  on  the  trust  income  for  the 
period  before  January  1,  1955.  But  the 
income  will  be  attributable  to  the  grantor 
for  the  period  beginning  on  such  date 
unless  the  power  is  relinquished.  If  the 
beginning  of  such  period  is  postponed, 
such  postponement  is  considered  a  new 
transfer  in  trust  commencing  with  the 
date  on  which  the  postponement  is 
effected  and  terminating  v/ith  the  date 
prescribed  by  the  postponement.  But 
income  for  any  period  shall  not  be  tax¬ 
able  to  the  grantor  by  reason  of  the  pre¬ 
ceding  sentence  if  such  income  would 
not  be  taxable  to  him  in  the  absence  of 
such  postponement.  Where  the  income 
affected  by  the  powder  is  for  a  period 
beginning  by  reason  of  some  event  other 
than  the  expiration  of  a  specific  term  of 
years,  the  grantor  will  be  taxable  if  such  I 

event  is  the  practical  equivalent  of  the 
expiration  of  a  period  less  than  10  or  15 
years,  as  the  case  may  be,  in  accordance 
with  the  criteria  stated  in  paragraph  (c) 
of  this  section. 

(2)  The  provisions  of  subparagraph 
(1)  of  this  paragraph  shall  not  apply 
to  any  one  or  more  of  the  following 
powers: 

(i)  To  a  power  exercisable  only  by 
will,  other  than  a  power  in  the  grantor 
to  appoint  the  income  of  the  trust  where 
the  income  is  accumulated  for  such  dis¬ 
position  by  the  grantor,  or  may  be  so 
accumulated  in  the  discretion  of  the 
grantor,  or  any  person  not  having  a  sub¬ 
stantial  adverse  interest  in  the  disposi¬ 
tion  of  such  income,  or  both.  For 
example,  if  a  trust  provides  that  the 
income  is  to  be  accumulated  during  the 
grantor’s  life  and  that  the  grantor  may 
appoint  the  accumulated  income  by 
will,  the  grantor  is  taxable  on  the  trust 
income; 

(ii)  To  a  power  to  determine  the  ben¬ 
eficial  enjoyment  of  the  corpus  or  the 
income  therefrom  if  such  corpus  or  in¬ 
come,  as  the  case  may  be,  is  irrevocably 
payable  for  the  purposes  and  in  the 
manner  specified  in  section  23  (o) ; 
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'  (iii)  To  a  power  if  such  power  is  exer¬ 
cisable  by  a  trustee  or  trustees,  none  of 
whom  is  the  grantor,  spouse  living  with 
the  grantor,  or  a  related  or  subordinate 
trustee  of  the  type  and  under  all  the 
conditions  referred  to  in  subdivision  (iv) 
(b)  of  this  subparagraph,  and  the  exer¬ 
cise  of  the  power  is  not  subject  to  the 
approval  or  consent  of  any  person  other 
than  such  trustee  or  trustees,  and  if  such 
power  is  one : 

(a)  To  distribute,  apportion,  or  ac¬ 
cumulate  income  to  or  for  a  beneficiary 
or  beneficiaries,  or  to,  for,  or  within  a 
class  of  beneficiaries, 

(b)  To  pay  out  corpus  to  or  for  a 
beneficiary  or  beneficiaries  or  to  or  for 
a  class  of  beneficiaries  (whether  or  not 
income  beneficiaries). 

The  powers  herein  described  include  all 
the  powers  described  in  subdivision  (iv) 
of  this  subparagraph,  since  the  latter 
powers  are  more  limited  than  those 
herein  described. 

(iv)  To  a  power, 

(a)  Which  is  exercisable: 

(1)  By  the  grantor  or  spouse  living 
with  the  grantor,  or  both,  whether  or 
not  as  trustee;  or 

(2)  (i)  Solely  by  a  trustee  or  trustees 
who  include  the  father,  mother,  issue, 
brother,  sister  or  employee  of  the  gran¬ 
tor,  or  a  subordinate  employee  of  a  cor¬ 
poration  in  which  the  grantor  is  an  ex¬ 
ecutive  or  in  which  the  stock  holdings 
of  the  grantor  and  the  trust  are  sig¬ 
nificant  from  the  viewpoint  of  voting 
control  and  («)  in  a  manner  which  may 
affect  the  interests  of  beneficiaries  which 
include  the  spouse  or  any  child  of  the 
grantor  (see  subdivision  (iii)  of  this  sub- 
paragraph  for  a  power  exercisable  by  a 
related  or  subordinate  trustee  of  the  class 
hereinabove  described  where  the  exercise 
of  the  power  does  not  affect  the  interest 
of  the  spouse  or  a  child  of  the  grantor 
or  where  the  power  is  exercisable  only 
with  the  concurrence  of  an  unrelated 
and  nonsubordinate  trustee) ;  or 

(3)  By  any  person  or  persons  other 
than  as  trustee;  or 

(4)  By  any  trustee  or  trustees,  and  the 
exercise  of  the  powder  is  subject  to  the 
approval  or  consent  of  any  person  or 
persons  (other  than  such  trustee  or 
trustees),  or  of  the  grantor  or  spouse 
living  with  the  grantor,  or  both,  in  the 
capacity  of  trustee — and 

(b)  If  such  power  is  one: 

( f )  To  pay  out  corpus  to  or  for  a  bene¬ 
ficiary  or  beneficiaries  or  to  or  for  a 
class  of  beneficiaries  (whether  or  not 
income  beneficiaries),  provided  that  the 
power  is  limited  by  a  reasonably  definite 
external  standard.  Such  standard  must 
be  set  forth  in  the  trust  instrument  and 
must  consist  of  needs  and  circumstances 
of  the  beneficiaries; 

(2)  To  pay  out  corpus  to  or  for  any 
current  income  beneficiary,  if  the  power 
is  not  limited  by  a  reasonably  definite 
external  standard,  provided  that  any 
such  payment  of  corpus  must  be  charge¬ 
able  against  the  proportionate  share  of 
corpus  held  in  trust  for  the  payment  of 
income  to  such  beneficiary  as  if  such 
corpus  constitutes  a  separate  trust; 

(3)  To  distribute  or  apply  income  to 
or  for  any  current  income  beneficiary  or 


to  accumulate  such  income  for  him,  pro¬ 
vided  that  any  accumulated  income  must 
ultimately  be  payable  to  the  beneficiary 
from  whom  distribution  or  application  is 
withheld,  to  his  estate  or  to  his  appoint¬ 
ees  (or  persons  named  as  alternate 
takers  in  default  of  appointment)  pro¬ 
vided  that  such  beneficiary  possesses  a 
pow’er  of  appointment  which  does  not 
exclude  from  the  class  of  possible  ap¬ 
pointees  any  person  other  than  the  bene¬ 
ficiary,  his  estate,  his  creditors  or  the 
creditors  of  his  estate;  or,  if  payable  upon 
the  termination  of  the  trust  or  in  con¬ 
junction  with  a  distribution  of  corpus 
which  distribution  is  augmented  by  such 
accumulated  income,  is  ultimately  pay¬ 
able  to  the  current  income  beneficiaries 
in  shares  which  have  been  irrevocably 
specified  in  the  trust  instrument.  Ac¬ 
cumulated  income  shall  be  considered  so 
payable  although  it  is  provided  that  if 
any  beneficiary  does  not  survive  a  date 
of  distribution  which  may  reasonably  be 
expected  to  occur  within  the  beneficiary’s 
lifetime,  the  share  of  such  deceased  bene¬ 
ficiary  is  to  be  paid  to  such  persons  as 
the  beneficiary  may  appoint,  or  is  to  be 
paid  to  one  or  more  designated  alternate 
takers  (other  than  the  grantor  or  the 
grantor’s  estate)  if  the  share  of  such  al¬ 
ternate  taker  or  the  shares  of  such 
alternate  takers  have  been  irrevocably 
specified  in  the  trust  instrument; 

(4)  Exercisable  only  during  (i)  the 
existence  of  a  legal  disability  of  any  cur¬ 
rent  income  beneficiary,  or  iii)  the  pe¬ 
riod  in  which  any  income  beneficiary 
shall  be  under  the  age  of  21  years,  to  dis¬ 
tribute  or  apply  income  to  or  for  such 
beneficiary  or  to  accumulate  and  add 
such  income  to  corpus; 

(5)  In  a  case  falling  under  (a)  (2)  of 
this  subdivision,  to  distribute,  apportion, 
or  accumulate  income  to  or  for  a  bene¬ 
ficiary  or  beneficiaries,  or  to,  for,  or 
within  a  class  of  beneficiaries,  whether  or 
not  the  conditions  in  (b)  (3)  or  (b)  (4) 
of  this  subdivision  are  satisfied,  provided 
that  such  power  is  limited  by  a  reason¬ 
ably  definite  external  standard.  For  the 
requirements  of  such  standard,  see  (b) 

(I)  of  this  subdivision. 

A  power  does  not  fall  within  the  powers 
described  in  subdivisions  (iii)  and  (iv) 
of  this  subparagraph  if  the  trustee  is 
enabled  to  add  to  the  class  of  benefici¬ 
aries  designated  to  receive  the  income  or 
corpus,  except  insofar  as  provision  may 
be  made  for  after-born  or  after-adopted 
children.  A  mere  power  to  allocate  re¬ 
ceipts  as  betw’een  corpus  and  income, 
even  though  expressed  in  broad  language, 
is  not  deemed  a  power  over  beneficial 
enjoyment  with  respect  to  income  or 
corpus. 

(e)  Administrative  control.  (1)  In¬ 
come  of  a  trust,  whatever  its  duration, 
is  taxable  to  the  grantor  where,  under 
the  terms  of  the  trust  or  the  circum¬ 
stances  attendant  on  its  op>eration,  ad¬ 
ministrative  control  is  exercisable  pri¬ 
marily  for  the  benfit  of  the  grantor 
rather  than  the  benficiaries  of  the  trust. 
Administrative  control  is  exercisable 
primarily  for  the  benefit  of  the  grantor 
where: 

(i)  A  power  exercisable  by  the  grantor, 
or  any  person  not  having  a  substantial 


adverse  interest  in  its  exercise,  or  both, 
whether  or  not  in  the  capacity  of  tru^ 
tee,  enables  the  grantor  or  any  person 
to  purchase,  exchange  or  otherwise  deal 
with  or  dispose  of  the  corpus  or  the  in¬ 
come  therefrom  for  less  than  an  ade¬ 
quate  and  full  consideration  in  money 
or  money’s  worth;  or 

(ii)  A  pow'er  exercisable  by  the 
grantor,  or  any  person  not  having  a  sub¬ 
stantial  adverse  interest  in  its  exercise, 
or  both,  whether  or  not  in  the  capacity 
of  trustee,  enables  the  grantor  to  borrow 
the  corpus  or  income,  directly  or  indi¬ 
rectly,  w'ithout  adequate  interest  in  any 
case,  or  without  adequate  security  ex¬ 
cept  where  a  trustee  (other  than  the 
grantor  or  spouse  living  with  the  grantor) 
is  authorized  under  a  general  lending 
power  to  make  loans  without  security  to 
the  grantor  and  other  persons  and  cor¬ 
porations  upon  the  same  terms  and  con¬ 
ditions;  or 

(iii)  The  grantor  has  directly  or  in¬ 
directly  borrowed  the  corpus  or  income 
and  has  not  completely  repaid  the  loan, 
including  any  interest,  before  the  be¬ 
ginning  of  the  taxable  year;  or 

(iv)  Any  one  of  the  following  powers 
of  administration  over  the  trust  corpus 
or  income  is  exercisable  in  a  nonfiduciary 
capacity  by  the  grantor,  or  any  person 
not  having  a  substantial  adverse  interest 
in  its  exercise,  or  both :  a  pow'er  to  vote 
or  direct  the  voting  of  stock  or  other  se¬ 
curities,  a  power  to  control  the  invest¬ 
ment  of  the  trust  funds  either  by  direct¬ 
ing  investments  or  reinvestments  or  by 
vetoing  proposed  investments  or  rein¬ 
vestments,  and  a  power  to  reacquire  the 
trust  corpus  by  substituting  other  prop¬ 
erty  of  an  equivalent  value. 

(2)  If  a  power  is  exercisable  by  a  per¬ 
son  as  trustee,  it  is  presumed  that  the 
power  is  exercisable  in  a  fiduciary  capac¬ 
ity  primarily  in  the  interests  of  the 
beneficiaries.  Such  presumption  may  be 
rebutted  only  by  clear  and  convincing 
proof  that  the  power  is  not  exercisable 
primarily  in  the  interests  of  the  bene¬ 
ficiaries.  If  a  power  is  not  exercisable 
by  a  person  as  trustee,  the  determina¬ 
tion  of  whether  such  power  is  exercis¬ 
able  in  a  fiduciary  or  a  nonfiduciary  ca¬ 
pacity  depends  on  all  the  terms  of  the 
trust  and  the  circumstances  surrounding 
its  creation  and  administration.  For  ex¬ 
ample,  where  the  trust  corpus  consists  of 
diversified  stocks  or  securities  of  corpo¬ 
rations  the  stock  of  which  is  not  closely 
held  and  in  which  the  holdings  of  the 
trust,  either  by  themselves  or  in  con¬ 
junction  with  the  holdings  of  the  grant¬ 
or,  are  of  no  significance  from  the  view¬ 
point  of  voting  control,  a  power  with 
respect  to  such  stocks  or  securities  held 
by  a  person  who  is  not  a  trustee  will  be 
regarded  as  exercisable  in  a  fiduciary  ca¬ 
pacity  primarily  in  the  interests  of  the 
beneficiaries.  Where  the  trust  corpus 
consists  of  stock  or  securities  of  a  closely 
held  corporation,  such  a  power  may  or 
may  not,  depending  upon  all  the  facts, 
be  considered  exercisable  in  a  fiduciary 
capacity. 

(3)  The  mere  fact  that  a  pow’er  exer¬ 
cisable  by  the  trustee  is  described  in 
broad  language  does  not  indicate  that 
the  trustee  is  authorized  to  puichase,  ex- 
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change,  or  otherwise  deal  with  or  dis¬ 
pose  ol  the  trust  property  or  income  for 
less  than  an  adequate  and  full  considera¬ 
tion  in  money  or  money’s  worth,  or  is 
authoi'ized  to  lend  the  trust  property  or 
income  to  the  grantor  without  adequate 
interest.  On  the  other  hand,  such  au¬ 
thority  may  be  indicated  by  the  actual 
udministration  of  the  trust. 

(f)  Limitations  of  section.  Despite 
the  limitations  of  this  section,  the 
grantor  of  a  trust  directing  the  payment 
or  application  of  the  income  therefrom 
in  satisfaction  of  the  grantor’s  legal  ob¬ 
ligations  shall  continue  to  be  taxable  on 
the  income.  The  grantor  may  also  be 
taxable  on  the  income  of  a  trust  on  the 
ground  that  such  income  is  attributable 
to  him  in  a  capacity  unrelated  to  do¬ 
minion  and  control  over  the  trust  as 
such  as  defined  in  paragraphs  (c),  (d), 
and  (e)  of  this  section.  Thus,  the  pro¬ 
visions  of  this  section  do  not  affect  the 
principles  governing  the  taxability  of 
future  income  to  the  assignor  thereof 
whether  or  not  the  assignment  is  by 
means  of  a  trust.  Nor,  for  example,  do 
the  provisions  of  this  section  affect  the 
applicability  of  section  22  (a)  to  the 
creator  of  a  family  partnership.  See 
also  sections  166  and  167. 

5  39.22  (a)-22  Trust  income  taxable 
to  person  other  than  grantor.  Where  a 
person  other  than  the  grantor  of  prop¬ 
erty  transferred  in  trust  has  a  power 
exercisable  solely  by  himself  to  vest  the 
corpus  or  the  income  therefrom  in  him¬ 
self,  the  income  therefrom  shall  be  in¬ 
cluded  in  computing  the  net  income  of 
such  person.  Even  though  such  a  power 
has  been  partially  released  or  otherwise 
modified  so  that  the  person  holding  it 
can  no  longer  vest  the  corpus  or  the  in¬ 
come  of  the  trust  in  himself,  the  income 
shall  continue  to  be  taxable  to  such 
person,  if  after  such  release  or  modifica¬ 
tion.  he  has  retained  such  control  of  the 
trust  as  would,  within  the  principles  of 

539.22  (a)-21,  subject  a  grantor  of  such 
a  trust  to  tax  on  the  income  thereof. 
This  section  shall  not  apply  with  respect 
to  a  power  over  income,  as  originally 
granted  or  thereafter  modified,  if  the 
grantor  is  otherwise  taxable  under 

539.22  (a) -21.  See  also  §  39.166-1. 

539.22  (a) -23  Allocations  by  cooper- 
iitive  associatioris;  tax  treatment  as  to 
patrons — (a)/n  general.  Amounts  allo¬ 
cated  on  the  basis  of  the  business  done 
with  or  for  a  patron  by  a  cooperative 
association,  whether  or  not  entitled  to 
tax  treatment  under  section  101  (12) 
'B) ,  in  cash,  merchandise,  capital  stock, 
revolving  fund  certificates,  retain  certifi¬ 
cates,  certificates  of  indebtedness,  let¬ 
ters  of  advice  or  in  some  other  manner 
disclosing  to  the  patron  the  dollar 
amount  allocated  shall  be  included  in 
the  computation  of  the  gross  income  of 
such  patron  for  the  taxable  year  in 
which  received  to  the  extent  prescribed 
U)  paragraph  (b)  of  this  section,  regard¬ 
less  of  whether  the  amount  allocated  is 
deemed,  for  the  purpose  of  section  101 
'12)  (B),  to  be  made  at  the  close  of  a 
preceding  taxable  year  of  the  coopera¬ 
tive  association.  The  determination  of 
the  extent  of  taxability  of  such  amounts 
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is  in  no  way  dependent  upon  the  method 
of  accounting  employed  by  the  patron  or 
upon  the  basis,  cash,  accrual  or  other¬ 
wise.  upon  which  the  net  income  of 
such  patron  is  computed. 

(b)  Extent  of  taxability.  (1)  Amounts 
allocated  to  a  patron  on  a  patronage 
basis  by  a  cooperative  association  with 
respect  to  products  marketed  for  such 
patron,  or  with  respect  to  supplies, 
equipmenl,  or  services  the  cost  of  which 
was  deductible  by  the  patron  under  sec¬ 
tion  23,  shall  be  included  in  the  compu¬ 
tation  of  the  gross  income  of  such  patron 
to  the  following  extent: 

(1)  If  the  allocation  is  in  cash,  in  the 
amount  of  cash  received. 

(ii)  If  the  allocation  is  in  merchan¬ 
dise,  to  the  extent  of  the  fair  market 
value  of  such  merchandise  at  the  time 
of  receipt  by  the  patron. 

(iii)  If  the  allocation  is  in  the  form  of 
capital  stock,  revolving  fund  certificates, 
certificates  of  indebtedness,  letters  of  ad¬ 
vice,  retain  certificates  or  similar  docu¬ 
ments — 

(a)  To  the  extent  of  the  face  amount 
of  such  documents,  if  the  allocation  was 
made  in  fulfillment  and  satisfaction  of 
a  valid  obligation  of  such  association  to 
the  patron,  which  obligation  was  in 
existence  prior  to  the  receipt  by  the  co¬ 
operative  association  of  the  amount 
allocated.  For  this  purpose,  it  is  im¬ 
material  whether  such  allocation  was 
made  within  the  time  required  by 
§  39.101  (12)-4  (a)  (2). 

(b)  To  the  extent  of  the  face  amount 
of  such  documents,  if  the  allocation  was 
made  with  respect  to  patronage  of  a  year 
preceding  the  taxable  year  from  amounts 
retained  as  “reasonable  reserves’’  under 
§  39.101-4  (a). 

(c)  To  the  extent  of  the  cash  or  mer¬ 
chandise  received  in  redemption  or  satis¬ 
faction  of  such  documents  (except  those 
which  are  negotiable  instruments)  at 
the  time  of  receipt  of  such  cash  or  mer¬ 
chandise  by  the  patron,  where  such 
allocation  was  not  made  in  pursuance  of 
the  valid  obligation  referred  to  in  sub¬ 
division  (a)  of  this  subparagraph,  or 
from  amounts  retained  as  “reasonable 
reserves’’  under  §  39.101  (12) -4  (a),  re¬ 
ferred  to  in  subdivision  (b)  of  this  sub- 
paragraph.  Where,  in  such  case,  the 
documents  allocated  are  negotiable  in¬ 
struments,  such  documents  shall  be  in¬ 
cludible  in  the  income  of  the  patron  to 
the  extent  of  their  fair  market  value  at 
the  time  of  their  receipt. 

(2)  Amounts  which  are  allocated  on  a 
patronage  basis  by  a  cooperative  associa¬ 
tion  with  respect  to  supplies,  equipment, 
or  services  the  cost  of  which  was  not  de¬ 
ductible  by  the  patron  under  section  23, 
are  not  includible  in  the  computation  of 
the  gross  income  of  such  patron;  how¬ 
ever,  in  the  case  of  such  amounts  which 
are  allocated  with  respect  to  capital 
assets  (as  defined  in  section  117  (a)  (1) ) 
or  property  used  in  the  trade  or  business 
w’ithin  the  meaning  of  section  117  (j), 
shall,  to  the  extent  set  forth  in  subdivi¬ 
sions  (i),  (ii),  and  (iii)  of  subparagraph 
(1)  of  this  paragraph,  be  taken  into 
account  in  determining  under  section 
113  the  cost  or  other  basis  of  the  assets 
or  property  purchased  for  the  patron. 


5795 

§  39.22  (b)  Statutory  provisions:  ex¬ 
clusions  from  gross  income. 

Sec.  22.  Gross  income.  •  •  • 

(b)  Exclusions  from  gross  income.  The 
following  Items  shall  not  be  included  in  gross 
Income  and  shall  be  exempt  from  taxation 
under  this  chapter:  •  •  • 

§  39.22  (b)-l  Exemptions:  exclusions 
from  gross  income.  Certain  items  of 
income  specified  in  section  22  (b)  are 
exempt  from  tax  and  may  be  excluded 
from  gross  income.  These  items,  how¬ 
ever,  are  exempt  only  to  the  extent  and 
in  the  amount  specified.  No  other  items 
may  be  excluded  from  gross  income  ex¬ 
cept  (a)  those  items  of  income  which  aie. 
under  the  Constitution,  not  taxable  by 
the  Federal  Government:  (b)  those  items 
of  income  which  are  exempt  from  tax  on 
income  under  the  provisions  of  any  act 
of  Congress  still  in  effect;  and  (c)  the 
income  excluded  under  the  provisions  of 
the  Internal  Revenue  Code  (see  particu¬ 
larly  section  116).  Since  the  tax  is  im¬ 
posed  on  net  income,  the  exemption  re¬ 
ferred  to  above  is  not  to  be  confused  with 
the  deductions  allowed  by  section  23  and 
other  provisions  of  the  Internal  Revenue 
Code  to  be  made  from  gross  income  in 
computing  net  income.  As  to  other  items 
not  to  be  included  in  gross  income,  see 
sections  22  (k),  112,  119,  127  (c),  165, 
and  171  and  Supplements  Q,  H,  I,  and  J 
(sections  201  to  252,  inclusive).  Section 
607  (h)  of  the  Merchant  Marine  Act. 
1936,  as  amended,  (46  U.  S.  C.  1177  (h) ) 
reads  as  follows: 

(h)  The  earnings  of  any  contractor  re¬ 
ceiving  an  operating-differential  subsidy 
under  authority  of  this  act,  which  are 
deposited  In  the  contractor’s  reserve  funds  as 
provided  In  this  section,  except  earnings 
withdrawn  from  the  special  reserve  funds 
and  paid  Into  the  contractor’s  general  funds 
or  distributed  as  dividends  or  bonuses  as 
provided  In  paragraph  4  of  subsection  (c) 
of  this  section,  shall  be  exempt  from  all  Fed¬ 
eral  taxes.  Earnings  withdrawn  from  such 
special  reserve  fund  shall  be  taxable  as  If 
earned  during  the  year  of  withdrawal  from 
such  fund. 

§  39  22  (b)  (1)  Statutory  provisions: 
exclusions  from  gross  income:  life  in¬ 
surance. 

Sec.  22.  Gross  income.  •  •  • 

(b)  Exclusions  from  gross  income.  Th* 
following  Items  shall  not  be  included  in  groar 
Income  and  shall  be  exempt  from  taxatl<w« 
under  this  chapter: 

( 1 )  Life  insurance,  etc.;  amounts  received 

(A)  Under  a  life  insurance  contract,  paid 
by  reason  of  the  death  of  the  Insured;  or 

(B)  Under  a  contract  of  an  employer  pro¬ 
viding  for  the  payment  of  such  amounts  tw 
the  beneficiaries  of  an  employee,  paid  by  rea¬ 
son  of  the  death  of  the  employee: 

whether  In  a  single  sum  or  otherwise  (but 
If  such  amounts  are  held  by  the  Insurer,  or 
the  employer,  under  an  agreement  to  pay 
Interest  thereon,  the  Interest  payments  shall 
be  Included  In  gross  Income),  The  aggre¬ 
gate  of  the  amounts  excludlble  under  sub- 
paragraph  (B)  by  all  the  beneficiaries  of  the 
employee  under  all  such  contracts  of  any 
one  employer  may  not  exceed  $5,000. 

fSec.  22  (b)  (1)  as  amended  by  sec.  302  (a). 
Rev.  Act  1951] 

§  39.22  (b)  (1)-1  Life  insurance; 

amounts  paid  by  reason  of  the  death  of 
the  insured.  The  proceeds  of  life  insur- 
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ance  policies,  paid  by  reason  of  the  death 
of  an  insured  to  his  estate  or  to  a  bene¬ 
ficiary  (individual,  partnership,  or  cor¬ 
poration),  directly  or  in  trust,  are  ex¬ 
cluded  from  the  gross  income  of  the 
beneficiary,  except  in  the  care  of  certain 
transferees  as  provided  in  §  39.22  (b) 
(2) -3  and  in  the  case  of  a  spouse  to 
whom  such  payments  are  income  under 
section  22  (k).  It  is  immaterial  whether 
the  proceeds  are  received  in  a  single  sum 
or  otherwise.  If.  however,  such  proceeds 
are  held  by  the  insurer  under  an  agree¬ 
ment  to  pay  interest  thereon,  the  in¬ 
terest  payments  must  be  included  in 
gross  income. 

§  39.22  (b)  (1^-2  Death  payment  hy 
employer:  amounts  paid  hy  reason  of 
the  death  of  an  employee,  (a)  (1) 

Amounts,  not  in  excess  of  $5,000,  paid  by 
an  employer  in  pursuance  of  an  express 
contract  to  the  estate  or  to  a  beneficiary 
(individual,  partnership,  trust,  or  cor¬ 
poration)  of  an  employee,  including  a 
former  employee,  by  reason  of  the  em¬ 
ployee’s  death  shall  be  excluded  from  the 
gross  income  of  such  beneficiary.  Where 
such  death  payments  are  made  by  more 
than  one  employer,  including  former  em¬ 
ployers  of  the  decedent,  a  $5,000  ex¬ 
clusion  applies  separately  to  amounts 
receivable  from  each  employer  or  former 
employer  of  the  decedent.  Where  the 
aggregate  payments  by  an  employer,  un¬ 
der  an  express  contract,  to  the  benefici¬ 
aries  of  the  deceased  employee  exceed 
$5,000,  the  $5,000  exclusion  shall  be  pro¬ 
portioned  among  the  beneficiaries  in  the 
same  proportion  as  the  amount  payable 
to  or  received  by  each  under  such  con¬ 
tract  bears  to  the  total  death  payment 
the  employer  is  contractually  obligated 
to  make.  It  is  Immaterial  whether  the 
proceeds  are  received  in  a  single  sum  or 
otherwise.  If,  however,  the  proceeds  are 
held  by  an  employer  under  an  agreement 
to  pay  interest  thereon,  the  interest  pay¬ 
ment  must  be  included  in  gross  income. 

(2)  The  application  of  subparagraph 
(1)  of  this  paragraph  may  be  illustrated 
by  the  following  examples: 

Example  (1).  The  M  Ckirporatlon,  the  em¬ 
ployer  of  A,  who  died  on  November  30,  1952, 
was  liable  under  an  express  contract  to  pay 
a  death  payment  of  $15,000  to  the  beneficiar¬ 
ies  of  A.  to  be  distributed  as  follows:  $5,000 
to  the  widow  of  A:  $2,500  each  to  the  parents 
of  A:  and  $1,000  each  to  the  five  children  of 
A.  Each  of  the  boneflclaiies  of  A,  except  his 
widow,  received  such  payment  In  a  lump 
sum  In  January  1953.  The  widow  of  A  elected 
to  receive  her  share  of  the  death  payment 
In  monthly  Installments  of  $100  beginning 
with  the  month  of  January  1953.  All  of  the 
beneficiaries  filed  income  tax  returns  on  a 
calendar  year  basis.  Apportioning  the  $5,000 
exclusion  In  the  same  proportions  as  the 
total  death  payments  the  employer  Is  con¬ 
tractually  obligated  to  make,  the  widow  of 
A  shall  exclude  $1,666.67  of  the  monthly  pay¬ 
ments  made  to  her  (one-third  of  $5,000); 
each  of  A's  parents  shall  exclude  $833.33  of 
his  or  her  death  payment  (one-sixth  of 
$5,000);  and  each  of  the  five  children  shall 
exclude  $333.33  (one-flfteenth  of  $5,000.  In 
the  case  of  the  widow,  $1 .200  of  her  monthly 
payments  shall  be  excluded  from  her  Income 
tax  return  for  the  year  1933  and  the  balance 
of  $466.67  from  her  return  for  the  year  1954. 

Example  (2).  H  died  on  July  1,  1953. 
At  the  time  of  his  death  he  was  employed 
by  the  A  Corporation,  which  was  liable 


under  an  express  contract  to  pay  a  death 
payment  of  $2,500  to  W,  hls  widow.  The 
B  (Corporation,  a  former  employer  of  H,  was 
also  liable  under  an  express  contract  to  pay 
a  death  payment  of  $5,000  to  W.  The 
$7,500  receivable  by  W  from  the  A  and  B 
Corporations  Is  excludable  from  her  gross 
Income. 

(b)  Where  a  payment  is  made  on  ac¬ 
count  of  the  death  of  an  employee  by  a 
welfare  fund  or  a  trust,  including  a  pen¬ 
sion  trust  exempt  under  section  165  (a), 
in  pursuance  of  an  agreement  entered 
into  by  an  employer  of  the  deceased  em¬ 
ployee,  the  payment  shall  be  considered 
to  have  been  made  by  the  employer  for 
the  purpose  of  this  section.  Any  part  of 

death  payment  which  is  attributable  to 
the  contributions  of  the  employee  shall 
be  disregarded  in  determining  the 
amount  paid  by  an  employer. 

(c)  An  express  contract  requiring 
payment  by  an  employer  to  the  bene¬ 
ficiaries  of  a  deceased  employee  by 
reason  of  the  latter’s  death  shall  be 
deemed  to  exist  only  if  ( 1 )  the  employer 
and  employee  had  entered  into  a  written 
contract,  not  revoked  before  the  em¬ 
ployee’s  death,  which  required  such  pay¬ 
ment  or  (2)  the  employer  had  an 
established  plan  (or  program  having  the 
effect  of  a  plan)  making  provision  for 
such  payments  In  the  case  of  his  em¬ 
ployees  generally,  or  for  a  cla.'^s  or  classes 
of  his  employees.  In  the  latter  case,  the 
contract  will  be  deemed  to  exist  between 
the  employer  and  the  members  of  the 
class  or  classes  of  employees  to  whom  the 
plan  applies,  provided  such  plan  had 
been  communicated  to  such  employees 
and  had  not  been  rescinded  before  the 
death  of  the  employee  to  whom  the  par¬ 
ticular  death  payment  relates.  Com¬ 
munication  of  an  employer’s  plan  or 
program  to  his  employees  may  be  made 
in  different  ways,  such  as  by  publicizing 
or  distributing  to  the  employees  con¬ 
cerned  notice  of  the  resolution  ap¬ 
proved  by  the  board  of  directors  which 
created  the  plan,  or  by  distributing  to 
the  employees  a  booklet  containing  an 
explanation  of  the  plan  and  the  rights 
of  their  beneficiaries  thereunder. 

(d)  (1)  The  exclusion  from  gross  in¬ 
come  provided  by  this  section  is  limited 
solely  to  those  amounts  paid  by  or  on  be¬ 
half  of  an  employer  which,  by  the  terms 
of  the  contract  with  the  employee  or  by 
the  provisions  of  the  plan  providing  for 
such  payments,  are  specifically  desig¬ 
nated  and  intended  as  a  death  payment, 
paid  only  by  reason  of  the  death  of  the 
employee.  The  exclusion  does  not  apply 
to  amounts  with  respect  to  which  the  de¬ 
ceased  employee  possessed,  immediately 
prior  to  his  death,  a  nonforfeitable  right 
to  receive  the  amounts  while  living.  See 
§  39.165-7,  Amounts  to  which  the  ex¬ 
clusion  is  not  applicable  include,  among 
others,  such  items  as  uncollected  salary, 
payments  for  unused  leave,  and  amounts 
paid  by  or  on  behalf  of  an  employer  to 
the  survivor  of  a  deceased  retired  em¬ 
ployee  as  a  survivor’s  annuity,  as  to 
which  see  §  39.22  (b)  (2)-2. 

(2)  The  application  of  subparagraph 
(1)  of  this  paragraph  may  be  illustrated 
by  the  following  examples: 

Example  (I).  A.  who  was  a  participant 
under  the  B  Company  pension  plan,  retired 


on  December  31,  1951.  He  had  made  no  con-  i 
trlbutlons  to  the  plan.  Upon  hls  retirement  j 
he  became  entitled  to  a  monthly  Income  o(  | 
$100  payable  for  life,  120  mouths  certain,  a  j 
died  In  October  1952  having  received  lo 
monthly  payments  of  $100  each.  Hls  widow  j 
became  entitled  to  110  monthly  payments 
representing  the  balance  of  the  payments  ' 
certain.  No  exclusion  from  gros.s  income  j 
may  be  made  by  A’s  widow  under  this  section  | 
since  the  employee’s  right  to  the  monthly  = 
p>ayment8  was  nonforfeitable  from  the  date 
of  hls  retirement. 

Example  (2).  The  trustee  of  the  C  Cot-  t 
poratlon  profit-sharing  plan  was  required  i 
under  the  provisions  of  the  plan  to  pay  to  ! 
the  beneficiary  of  B,  an  employee  of  the  C  ? 
Corporation  who  died  on  July  1,  1952,  the 
benefit  due  on  account  of  the  death  of  B.  ^ 
The  provisions  of  the  profit-sharing  plan  i 
gave  each  participating  employee  in  case  of  ■ 
voluntary  termination  of  employment  a  10  i 
percent  vested  Interest  In  the  amount  ac-  j 
cumulated  In  hls  account  for  each  year  of  i 
participation  In  the  plan  but.  In  case  of 
death,  the  entire  credit  to  the  participant's  ; 
account  would  be  paid  to  hls  beneficiary.  ^ 
At  the  time  of  the  death  of  B  he  had  been 
a  participant  for  three  years  and  the  ac-  ; 
cumulation  In  hls  account  was  $0,(K'0.  After  j 
hls  death  this  amount  was  paid  to  hls  bene-  l 
flclary.  At  the  time  of  the  death  of  B  the 
amount  distributable  to  him  on  account  ot 
voluntary  termination  of  employment  was 
$2,400  (30  percent  of  $8,000) .  The  difference  : 
of  $5,600  ($8,000  minus  $2,400),  payable  to  ' 
the  beneficiary  of  B  only  by  reason  of  the 
death  of  B,  is  considered  an  amount  payable 
solely  by  reason  of  B’s  death.  Accordingly, 
$5,000  may  be  excluded  from  the  gross  income 
of  the  beneficiary  receiving  such  payment.  t 

Example  (J).  The  X  Ck>rporatlon  insti¬ 
tuted  a  retirement  plan  for  Its  employees,  ' 
the  cost  thereof  being  borne  entirely  by  the 
corporation.  The  plan  provided.  In  part,  as 
follows:  If,  after  10  years  of  service,  an  em¬ 
ployee  left  the  employ  of  the  corporation, 
either  voluntarily  or  Involuntarily,  before  re¬ 
tirement,  a  percentage  of  the  reserve  pro¬ 
vided  for  the  employee  In  the  pension  trust  ^ 
fund  would  be  paid  the  employee  as  follows: 

10  to  15  years  of  service,  25  percent;  15  to 
20  years  of  service,  50  percent:  20  to  25 
years  of  service,  75  percent:  25  years  of  serv¬ 
ice  or  over,  100  percent.  The  plan  further 
provided  that  If  an  employee  died  before 
reaching  retirement  age.  hls  beneficiary 
would  receive  a  percentage  of  the  reserve  ■ 
provided  for  the  employee  In  the  retire¬ 
ment  fund,  on  the  same  basis  as  shown  In 
the  preceding  sentence.  Y,  an  employee  of 
the  X  Corporation  for  17  years,  died  while 
In  the  employ  of  the  corporation  before 
retirement.  Hls  beneficiary  received  17,500, 
an  amount  equal  to  50  percent  of  the  reserve 
provided  for  Y’s  retirement.  No  exclusion 
from  gross  Income  may  be  made  by  the  bene¬ 
ficiary  with  respect  to  such  payment  since 
Y,  prior  to  hls  death,  had  a  nonforfeitable 
right  to  the  payment. 

§  39.22  (b)  (2)  Statutory  provisions: 
exclusions  from  gross  income;  annui^i''s,  , 
etc. 

Sec.  22.  Gross  income.  •  •  • 

(b)  Exclusions  from  gross  income.  The 
following  Items  shall  not  be  Included  In  \ 
gross  Income  and  shall  be  exempt  from  taxa¬ 
tion  under  this  chapter:  •  •  • 

(2)  Annuities,  etc. — (A)  In  general 
Amounts  received  (other  than  amounts  paid 
by  reason  of  the  death  of  the  Insured  and 
Interest  payments  on  such  .mounts  and 
other  than  amounts  received  as  annuities)  i 
under  a  life  insurance  or  endowment  con¬ 
tract,  but  If  such  amounts  (when  added  to 
amounts  received  before  the  ta.xable 
under  such  contract)  exceed  the  aggregate 
premiums  or  consideration  paid  (whether  or 
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not  paid  during  the  taxable  year)  then  the 
excess  shall  be  Included  in  gross  Income. 
Amounts  received  as  an  annuity  under  an 
annuity  or  endowment  contract  shall  be  in¬ 
cluded  in  gross  income:  except  that  there 
shall  be  excluded  from  gross  Income  the  ex¬ 
cess  of  the  amount  received  in  the  taxable 
year  over  an  amount  equal  to  3  per  centum  of 
the  aggregate  premiums  or  consideration 
paid  for  such  annuity  (whether  or  not  paid 
during  such  year),  until  the  aggregate 
amount  excluded  from  gross  income  under 
this  chapter  or  prior  income  tax  laws  in  re¬ 
spect  of  such  annuity  equals  the  aggregate 
premiums  or  consideration  paid  for  such 
annuity.  In  the  case  of  a  transfer  for  a 
valuable  consideration,  by  assignment  or 
otherwise,  of  a  life  Insurance,  endowment,  or 
annuity  contract,  or  any  interest  therein, 
only  the  actual  value  of  such  consideration 
and  the  amount  of  the  premiums  and  other 
sums  subsequently  paid  by  the  transferee 
shall  be  exempt  from  taxation  under  para¬ 
graph  (1)  or  this  paragraph.  The  preceding 
sentence  shall  not  apply  in  the  case  of  such 
a  transfer  if  such  contract  or  Interest  there¬ 
in  has  a  basis  for  determining  gain  or  loss  in 
the  hands  of  a  transferee  determined  in 
whole  or  in  part  by  reference  to  such  basis 
(rf  such  contract  or  Interest  therein  in  the 
hands  of  the  transferor.  This  subparagraph 
and  paragraph  (1)  shall  not  apply  with  re¬ 
spect  to  so  much  of  a  payment  under  a  life 
Insurance,  endowment,  or  annuity  contract, 
or  any  interest  therein,  as,  under  section  22 
(k),  is  includible  in  gross  income; 

(B)  Employees'  annuities.  If  an  annuity 
contract  is  purchased  by  an  employer  for  an 
employee  under  a  plan  with  respect  to  which 
the  employer’s  contribution  is  deductible 
under  section  23  ( p )  ( 1 )  ( B ) ,  or  if  an  annuity 
contract  is  purchased  for  an  employee  by  an 
employer  exempt  under  section  101  (6),  the 
employee  shall  include  in  his  Income  the 
amounts  received  under  such  contract  for 
the  year  received  except  that  if  the  employee 
paid  any  of  the  consideration  for  the  annuity, 
the  annuity  shall  be  included  in  his  income 
as  provided  in  subparagraph  (A)  of  this 
paragraph,  the  consideration  for  such  annuity 
being  considered  the  amount  contributed  by 
the  employee.  In  all  other  cases,  if  the 
employee’s  rights  under  the  contract  are 
nonforfeitable  except  for  failure  to  pay  future 
premiums,  the  amount  contributed  by  the 
employer  for  such  annuity  contract  on  or 
after  such  rights  become  nonforfeitable  shall 
be  Included  in  the  Income  of  the  employee  in 
the  year  in  which  the  amount  is  contributed, 
which  amount  together  with  any  amounts 
contributed  by  the  employee  shall  constitute 
the  consideration  paid  for  the  annuity  con¬ 
tract  in  determining  the  amount  of  the 
wnulty  required  to  be  Included  in  the  Income 
o(  the  employee  under  subparagraph  (A)  of 
this  paragraph. 

(C)  Joint  and  survivor  annuities.  For 
purposes  of  subparagraphs  (A)  and  (B)  of 
this  paragraph,  where  amounts  are  received 
hy  a  surviving  annuitant  under  a  Joint  and 
wrvlvor’s  annuity  contract  and  the  basis  of 
•uch  survivor  annuitant’s  interest  is  deter- 
tblned  under  section  113  (a)  (5)  the  consld- 
Watlon  paid  for  such  survivor’s  annuity  shall 
he  considered  to  be  an  amount  equal  to  such 
basis. 

|Sec.  22  (b)  (2)  as  amended  by  secs.  110  (a), 
*20  (d),  162  (c).  Rev.  Act  1942;  sec.  303  (a), 
Rev.  Act  1951 J 

§39.22  (b)  (2)-l  Life  insurance;  en- 
^ment  contracts;  amounts  paid  other 
than  by  reason  of  the  death  of  the  in- 
fttfed.  Amounts  received  under  a  life 
J^urance  or  endowment  policy  (other 
‘han  amounts  paid  by  reason  of  the 
oeath  of  the  insured,  interest  payments 
such  amounts,  amounts  received  as 
^uities,  and  amounts  of  periodic  pay¬ 


ments  included  in  gross  income  under 
section  22  (k) )  are  not  taxable  until 
the  aggregate  of  the  amounts  so  received 
(when  added  to  the  amounts  received 
before  the  taxable  year  under  such  pol¬ 
icy)  exceeds  the  aggregate  premiums  or 
consideration  paid,  whether  or  not  paid 
during  the  taxable  year.  For  the  pur¬ 
poses  of  this  rule,  the  term  “amounts 
received  before  the  taxable  year  under 
such  policy”  shall  not  be  construed  to 
include  so  much  of  any  payments  as 
were  included  in  gross  income  as 
amounts  received  as  an  annuity  under 
an  annuity  or  endowment  contract  for 
taxable  years  ending  before  but  not  on 
December  31, 1948.  Appropriate  adjust¬ 
ment  will  be  required  with  respect  to 
such  payments,  or  portion  thereof,  so 
included  as  form  the  basis  of  a  pending 
or  successful  claim  or  suit  for  refund. 
For  definition  of  “annuity”  see  §  39.22 
(b)  (2)-2. 

§  39.22  (b)  (2)-2  Annuities,  (a) 

(1)  As  used  in  section  22  (b)  (2)  (A), 
“amounts  received  as  an  annuity  under 
an  annuity  or  endowment  contract” 
means  amounts  (based  on  a  computation 
with  reference  to  life  expectancy  and 
mortality  tables  and  payable  over  a  pe¬ 
riod  longer  than  one  year)  received  in 
periodical  installments,  whether  an¬ 
nually,  semiannually,  quarterly, 
monthly,  or  otherwise.  For  adjust¬ 
ment  in  the  case  of  amounts  received 
in  periodical  installments  for  a  fixed  pe¬ 
riod  and  included  in  gross  income  for 
taxable  years  ending  before  but  not  on 
December  31,  1948,  as  an  annuity  under 
an  annuity  or  endowment  contract,  see 
§  39.22  (b)  (2)-l.  Such  portion  of  each 
installment  payment  of  an  annuity 
(where  the  whole  payment  is  not  re¬ 
quired  to  be  included  in  income  under 
section  22  (k) )  shall  be  included  in 
gross  income  as  is  not  in  excess  of  3  per¬ 
cent  of  the  aggregate  premiums  or  con¬ 
sideration  paid  for  such  annuity, 
whether  or  not  paid  during  the  taxable 
year,  divided  by  12  and  multiplied  by  the 
number  of  months  in  respect  of  which 
the  installment  is  paid.  As  soon  as  the 
aggregate  of  the  amounts  received  and 
excluded  from  gross  income  equals  the 
aggregate  premiums  or  consideration 
paid  for  such  annuity,  the  entire  amount 
received  thereafter  in  each  taxable  year 
must  be  included  in  gross  income.  An¬ 
nuities  paid  to  retired  employees  pursu¬ 
ant  to  the  Civil  Service  Retirement  Act 
of  May  29, 1930,  as  amended  (5  U.  S.  C..  c. 
14),  are  subject  to  section  22  (b)  (2), 
the  aggregate  premiums  or  considera¬ 
tion  paid  for  such  annuities  being  the 
total  of  the  amounts  previously  with¬ 
held  from  the  compensation  of  the 
employees. 

(2)  The  application  of  this  paragraph 
may  be  illustrated  by  the  following  ex¬ 
amples: 

Example  (1).  A  bought  In  1949,  for  $50,000 
consideration,  a  life  annuity,  payable  in  an¬ 
nual  installments  of  $5,000.  For  the  calendar 
year  1952,  he  would  be  required  to  Include 
in  gross  income  $1,500  of  the  $5,000  received 
during  that  year  (3  percent  of  $50,000), 
$3,500  being  exempt.  If  A  should  live  long 
enough  to  receive  exempt  amounts  totaling 
$50,000,  then  all  amounts  he  receives  there- 
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after  under  the  annuity  contract  would  be 
Included  in  gross  Income. 

Example  (2).  A  bought  an  annuity  on 
October  1,  1952,  paying  $100,000  as  consider¬ 
ation  therefor.  The  annuity  amounts  to 
$7,824  a  year,  payable  in  semiannual  in¬ 
stallments  of  $3,912,  and  on  December  1,  1952. 
A  received  $1,304,  the  first  payment  under 
the  contract  being  for  a  2-month  period.  A 
shall  include  in  his  gross  income  for  the 
calendar  year  1952  the  sum  of  $500,  being  3 
percent  of  $100,000  (the  consideration  paid) 
divided  by  12  and  multiplied  by  2  (the  num¬ 
ber  of  months  in  respect  of  which  the  in¬ 
stallment  was  paid). 

Example  (3).  A  bought  an  increasing  an¬ 
nuity  on  August  1,  1952,  paying  $40,000  as 
consideration  therefor.  The  annuity  amounts 
to  $1,000  a  year  for  the  first  year.  $2,000  a 
year  for  the  second  year,  and  $3,000  a  year 
thereafter,  payable  in  quarterly  installments. 
A  received  the  first  quarterly  Installment  on 
November  1,  1952,  amounting  to  $250.  A  shall 
include  in  his  gross  income  for  the  calendar 
year  1952  the  sum  of  $250,  being  such  portion 
of  the  installment  as  is  not  in  excess  of  3  per¬ 
cent  of  $40,000  (the  consideration  paid)  di¬ 
vided  by  12  and  multiplied  by  3  (the  number 
of  months  in  respect  of  which  the  install¬ 
ment  was  paid). 

(b)  (1)  If,  in  the  case  of  amounts  re¬ 
ceived  under  a  joint  and  survivor’s  an¬ 
nuity,  the  value  of  any  part  of  the 
survivor’s  interest  is  required  to  be  in¬ 
cluded  in  the  gross  estate  of  a  decedent 
annuitant  dying  after  December  31, 1950, 
under  the  provisions  of  section  811 
(whether  or  not  such  estate  exceeds 
$60,000  so  as  to  require  the  filing  of  an 
estate-tax  return  under  section  937, 
the  basis  of  such  interest  to  the 
survivor  annuitant  is  considered  to  be 
the  value  of  the  life  annuity  to  the  sur¬ 
vivor  at  the  time  of  the  decedent’s  death 
as  determined  under  section  113  (a)  (5). 
Such  valuation  shall  be  substituted,  ef¬ 
fective  upon  the  date  of  death  of  the 
first  annuitant,  in  lieu  of  the  considera¬ 
tion  previously  used,  if  any,  for  purposes 
of  determining  the  taxable  amounts  of 
the  annuity  payments  received  after 
such  date  of  death.  Likewis'*,  the 
amount  of  consideration  determined  in 
accordance  with  this  rule  shall,  with 
respect  to  survivor  annuity  payments 
made  after  the  death  of  the  first  annui¬ 
tant,  be  substituted  for  the  amount  of 
consideration,  if  any,  that  may  be  recov¬ 
ered  without  inclusion  in  gross  income. 

(2)  The  application  of  this  paragraph 
may  be  illustrated  by  the  following  ex¬ 
amples  ; 

Example  (1).  H  and  W  on  Aiif^ust  1,  1947, 
each  contributed  $90,000  toward  the  purchase 
of  a  joint  and  survivor’s  annuity  of  $12,000 
a  year,  payable  iir  monthly  instalimont?.  On 
August  15.  1952,  H  died.  There  is  incl'.dible 
in  his  estate  under  the  provisions  of  section 
811  the  amount  of  $30,000  attributable  to 
the  decedant’s  Interest  in  the  annuity  con¬ 
tract.  The  value  of  the  annuity  p.ayments 
to  be  received  by  W  subsequent  to  H’s  death 
(i.  e.,  the  cost  of  providing  r.n  annuity  of 
$12,000  a  year  during  the  remaining  life  of 
W)  is  determined,  under  the  provisions  of 
section  113  (a)  (5),  to  be  $S0  OCO.  This 

amount  is  deemed  to  be  the  consideration 
paid  by  W.  effective  August  15,  1932,  for  the 
annuity  payments  to  be  received  by  her 
subsequent  to  that  date.  Therefore,  of  the 
monthly  payments  made  to  W  following  H's 
death,  W  shall  Include  the  sum  of  $150,  hiding 
such  portion  of  the  Installment  as  is  not  in 
excess  of  3  perceirt  of  $60,000  (the  considera¬ 
tion  deemed  to  have  been  paid)  divided  by 
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12.  The  full  amount  of  the  annuity  will  not 
tiecome  Includible  In  gross  Income  \intll 
MO.OOO  shall  have  been  recovered. 

Example  (2).  H.  an  employee  of  the  M 
Corporation,  retired  on  January  1,  1952. 
Under  the  company’s  retirement  plan  H  was 
entitled,  upon  retirement,  to  elect  to  receive 
a  life  annuity  of  $2,400  annually  or  a  reduced 
annuity  with  a  provlclon  that  his  wife  would 
receive  $1,200  annually  during  her  lifetime  if 
he  should  predecease  her.  The  M  Corpora¬ 
tion  inaugurated  Its  retirement  plan  In  1949 
and  paid  the  entire  cost  of  all  annuities. 
H  elected  to  take  the  reduced  annuity.  He 
died  on  November  1,  1952,  and  thereafter  his 
wife  W  received  $1,200  annually  in  equal 
monthly  Installments.  By  reason  of  H’s 
electloi.  to  accept  a  reduced  annuity  with 
survivor  payments  for  his  widow,  there  Is 
Includible  In  his  estate  under  the  provisions 
of  section  811  the  amount  of  $12,000. 
This  Is  the  same  valuation,  as  determined 
under  section  113  (a)  (5),  placed  on  the 
annuity  payments  receivable  by  W  subse¬ 
quent  to  H’s  death.  'Therefore,  W  shall  In¬ 
clude  in  her  gross  Income  with  respect  to 
each  monthly  annuity  payment  received 
subsequent  to  November  1,  1952,  the  sum  of 
$30,  being  such  portion  of  the  Installment 
as  Is  not  In  excess  of  3  percent  of  $12,000  (the 
consideration  deemed  to  have  been  paid) 
divided  by  12.  The  full  amount  of  the  an¬ 
nuity  payments  will  not  become  Includible 
in  gross  income  until  $12,000  of  the  annuity 
payments  received  after  H’s  death  shall  have 
been  excluded  from  Income.  It  is  immate¬ 
rial  that  H  had  no  cost  basis  with  respect  to 
his  annuity  and  had  to  include  the  full 
amount  there<'  in  his  gross  income. 

S  39.22  (b)  (2) -3  Transfers  of  life  in¬ 
surance,  endowment,  or  annuity  con¬ 
tracts.  (a)  In  the  case  of  a  transfer  for 
a  valuable  consideration,  by  assignment 
or  otherwi.se,  of  a  life  insurance,  endow¬ 
ment,  or  annuity  contract,  or  any  in¬ 
terest  therein,  to  which  section  22  (b) 

(1)  or  (2)  (A)  applies,  only  the  actual 
value  of  the  consideration  given  for  such 
transfer  and  the  amount  of  the  pre¬ 
miums  and  other  sums  subsequently  paid 
by  the  transferee  shall  be  excluded  from 
gross  income,  in  lieu  of  the  amounts  pro¬ 
vided  in  §§  39.22  (b)  (1)-1,  39.22  (b) 

(2) -l,  or  39.22  (b)  <2)-2  to  be  excluded 
with  respect  to  payments  under  such 
life  insurance,  endowment,  or  annuity 
contract.  In  the  event  of  such  a  trans¬ 
fer  (other  than  to  the  insured),  the  rule 
stated  in  the  preceding  sentence  trans¬ 
forms  the  exemption  applicable  under 
section  22  (b)  (1)  or  (2)  (A)  from  that 
determined  as  in  the  case  of  the  insured 
or  person  to  whom  the  policy  was  origi¬ 
nally  issued  to  an  exemption  determined 
as  in  the  case  of  a  transferee  for  a  valu¬ 
able  consideration.  The  exemption  ap¬ 
plicable  in  the  case  of  a  transferee  with¬ 
out  valuable  consideration  or  a  donee 
beneficiary  is  determined  in  accordance 
with  the  rule  applicable  in  the  case  of  its 
last  transferor  or  last  owner  of  the  policy. 
For  the  purp>ose  of  determining  gross  in¬ 
come  in  the  case  of  a  transfer  of  a  life 
insurance,  endowment,  or  annuity  con¬ 
tract  or  any  interest  therein,  if  such  con¬ 
tract  or  interest  therein  has  a  basis  for 
determining  gain  or  loss  in  the  hands  of 
the  transferee  determined,  in  whole  or  in 
part,  by  reference  to  such  basis  of  such 
contract  or  interest  therein  in  the  hands 
of  the  transferor,  the  rule  stated  in  the 
first  sentence  of  this  section  shall  not 
apply  as  to  such  transfer,  and  the  rule 
applicable  under  section  22  (b)  (1)  or 


(2)  (A)  to  a  transferee  without  valuable 
consideration  (as  stated  in  the  preceding 
sentence)  shall  apply  as  if  the  transfer 
from  such  transferor  to  such  transferee 
were  without  valuable  consideration. 
Thus,  where  a  corporation  acquires  a  life 
insurance  policy  from  a  predecessor  cor¬ 
poration  in  a  tax-free  reorganization,  if 
the  proceeds  received  under  the  policy  by 
reason  of  the  death  of  the  insuied  would 
be  exempt  from  taxation  in  the  hands  of 
the  transferor,  such  proceeds  received  by 
reason  of  the  death  of  the  insured  will  be 
exempt  from  taxation  in  the  hands  of  the 
transferee,  because  the  basis  is  deter¬ 
mined  with  reference  to  the  basis  in  the 
hands  of  the  transferor. 

(b)  Tlie  following  examples  illustrate 
the  application  of  the  provisions  of  para¬ 
graph  (a) : 

Example  ( I ) .  The  A  Corporation  procures, 
for  a  single  premium  of  $500,  an  insurance 
policy  in  the  face  amount  of  $1,000  upon  the 
life  of  X.  one  of  its  officers,  naming  the  A 
Corporation  as  beneficiary.  If  X  dies  during 
the  time  the  policy  is  held  by  the  corpora¬ 
tion,  the  proceeds  of  the  policy  paid  by 
reason  of  the  death  of  X  will  be  tax-free  to 
the  corporation.  If  the  A  Corporation  trans¬ 
fers  the  policy  to  the  B  Corporation  for  a 
valuable  consideration  (for  example,  $600  in 
cash,  and  not  pursuant  to  a  tax-free  ex¬ 
change  or  reorganization),  the  proceeds  paid 
to  the  B  Corporation  by  reason  of  the  death 
of  X  would  be  taxable  to  the  extent  of  $400 
($1,000  minus  $600).  Similarly,  if,  before 
the  death  of  X,  the  B  Corporation  had  trans¬ 
ferred  the  policy  to  the  C  Corporation  in  a 
tax-free  reorganization,  the  proceeds  in  the 
hands  of  the  C  Corpwatlon  would  be  taxable 
to  the  extent  of  1400,  since  $600,  the  con¬ 
sideration  paid  by  Corporation  B  for  the 
transfer,  would  be  exempt. 

Example  (2).  In  1932,  Y  took  out  an  an¬ 
nual  premium  20-year  endowment  policy 
having  a  matwity  value  of  $20,000.  After 
payment  of  premiums  totaling  $5,500,  Y  as¬ 
signed  the  policy  to  the  M  Corporation  for  a 
consideration  of  $4,(X)0.  If  the  M  Corpora¬ 
tion  held  the  policy  and  paid  the  premiums 
thereon,  the  $20,000  received  upon  maturity 
of  the  policy  (while  A  is  still  alive)  would 
be  Includible  in  the  Income  of  the  M  Cor¬ 
poration,  except  to  the  extent  of  the  $4,000 
consideration  paid  by  it  and  the  premiums 
which  it  paid  after  the  transfer.  If,  prior  to 
the  maturity  of  the  policy,  the  M  Corpora¬ 
tion  transferred  its  assets,  including  the 
policy,  to  the  N  Corporation  in  a  tax-free 
exchange  for  the  stock  of  the  N  Corporation 
and  the  N  Corporation  held  the  policy  until 
maturity  (1952),  paying  all  premiums  due 
thereon  after  such  transfer,  the  $20,000  re¬ 
ceived  by  the  N  Corporation  would  be  in¬ 
cludible  in  its  gross  income,  except  to  the 
extent  of  the  $4,000  consideration  paid  by 
the  M  Corporation  for  the  transfer  of  the 
policy  from  Y  and  the  aggregate  premiums 
paid  by  the  M  and  N  Corporations  upon  the 
policy. 

§  39.22  (b)  (2)-4  Annuity,  etc.,  pay¬ 
ments  in  discharge  of  alimony  obliga¬ 
tion.  The  full  amount  of  any  periodic 
payment  received  under  a  life  insur¬ 
ance,  endowment,  or  annuity  contract 
by  a  spouse  or  former  spouse  is  re¬ 
quired  to  be  included  in  her  gross  in¬ 
come  if  certain  conditions  specified  in 
section  22  (k)  exist.  See  §  39.22  (k)-l. 
Paragraphs  1  and  2  (A)  of  section  22  (b) 
do  not  apply  (except  the  last  sentence 
of  section  22  (b)  (2)  (A) )  with  respect 
to  so  much  of  a  payment  as  under  sec¬ 
tion  22  (k)  is  includible  in  gross  income. 
For  example,  upon  tlie  divorce  of  a 


husband  and  wife,  the  decree  may  re¬ 
quire  the  husband  to  provide  the  wife 
with  an  annuity  of  $2,000  for  her  life. 
The  wife,  being  desirous  of  a  greater  as¬ 
sured  income,  may  pay  with  the  husband 
to  an  insurance  company  a  considera¬ 
tion  which,  when  added  to  the  amount 
paid  by  the  husband,  purchases  an  an¬ 
nuity  paying  $3,000.  For  each  taxable 
year,  $2,000  is  to  be  included  in  her  in¬ 
come  under  section  22  (k)  and  such  por¬ 
tion  of  $1,000  is  to  be  included  in  her 
income  as  is  required  under  §  39.22  (b) 
(2) -2  on  the  basis  of  the  consideration 
paid  by  her  to  the  company. 

§  39.22  (b>  (2) -5  Employees’ annui¬ 
ties.  (a)  If  an  employer  purcha.ses  an 
annuity  contract  on  behalf  of  an  em- 
ployee,  including  a  retired  or  former 
employee,  under  a  plan  with  respect  to 
which  his  contiibution  is  deductible 
under  section  23  (p)  (1)  (B)  (see  §  39.23 
(p)-9),  the  employee  is  not  required  to 
include  such  amount  in  his  income  in 
the  taxable  year  during  which  such  con¬ 
tribution  is  made.  The  amount  received 
or  made  available  to  such  employee 
under  such  annuity  contract  shall  be 
included  in  gross  income  of  the  employee 
in  the  taxable  year  in  which  received  or 
made  available,  except  that  if  the  em¬ 
ployee  contributed  any  of  the  considera¬ 
tion  for  the  annuity,  the  annuity  shall  be 
included  in  his  income  as  provided  in 
S  39.22  (b)  (2)-2,  the  consideration  for 
the  annuity  being  considered  the  amount 
contributed  by  the  employee.  Except  as 
provided  in  section  165  (d),  if  an  em¬ 
ployer  purchases  an  annuity  contract 
which  is  not  under  a  plan  with  respect 
to  which  his  contribution  is  deductible 
under  section  23  (p)  (I)  (B),  the  amount 
of  such  contribution  shall  be  included  in 
the  income  of  the  employee  in  the  tax¬ 
able  year  during  which  such  contribu¬ 
tion  is  made,  if  the  employee’s  rights 
under  the  annuity  contract  are  nonfo^ 
feitable,  except  for  failure  to  pay  future 
premiums,  at  the  time  the  contribution 
is  made.  In  such  case,  the  total  amount 
of  such  contributions  required  to  be  in¬ 
cluded  in  the  income  of  the  employee 
together  with  any  amounts  contributed 
by  him  will  constitute  the  consideration 
paid  for  the  annuity  contract  in  de¬ 
termining  the  amount  of  the  annuity 
required  to  be  included  in  the  income  of 
the  employee  under  section  22  (b)  (2) 
(A) .  If  the  employee’s  rights  under  the 
annuity  contract  in  such  a  ca.se  were 
forfeitable  at  the  time  the  employer’s 
contribution  was  made  for  the  annuity 
contract,  even  though  they  become  non¬ 
forfeitable  later,  the  amount  of  such 
contribution  is  not  required  to  be  in¬ 
cluded  in  the  income  of  the  employw. 
but  any  amount  received  or  made  av^* 
able  to  the  employee  under  the  annuity 
contract  shall  be  includible  in  the  gross 
income  of  the  employee  in  the  taxable 
year  in  which  received  or  made  available, 
except  that  if  the  employee  contributed 
any  of  the  consideration  for  the  annuity, 
the  annuity  shall  be  included  in  his  in* 
come  to  the  extent  provided  in  §  39.22 
(b)  (2) -2.  Tlie  fact  that  an  employee 
may  not  live  a  sufQcient  length  of  time 
to  enjoy  any  benefits  under  the  annuity 
contract,  or  that  no  payments  will  be 
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made  under  any  circumstances  to  his 
estate  or  other  beneficiary,  will  not  make 
the  annuity  contract  forfeitable. 

(b)  If  an  employer  has  purchased  an¬ 
nuity  contracts  and  transferred  the 
same  to  a  trust  or  if  an  employer  has 
made  contributions  to  a  trust  for  the 
purpose  of  providing  annuity  contracts 
(or  his  employees  as  provided  in  sec¬ 
tion  165  (d)  (see  §  39.165-7) ,  the  amount 
so  paid  or  contributed  is  not  required  to 
be  included  in  the  income  of  the  em¬ 
ployee,  but  any  amount  received  or  made 
available  to  the  employee  under  the  an¬ 
nuity  contract  shall  be  includible  in  the 
gross  income  of  the  employee  in  the  tax¬ 
able  year  in  which  received  or  made 
available.  In  such  case  the  amount 
paid  or  contributed  by  the  employer 
shall  not  constitute  consideration  paid 
by  the  employee  for  such  annuity  con¬ 
tract  in  determining  the  amount  of  an¬ 
nuity  payments  required  to  be  included  in 
his  gross  income  under  section  22  (b)  (2) 
unless  the  employee  has  paid  income  tax 
(or  any  taxable  year  beginning  prior  to 
January  1,  1949,  with  respect  to  such 
pajanent  or  contribution  by  the  em¬ 
ployer  for  such  year  and  such  tax  is  not 
credited  or  refunded  to  the  employee. 
In  the  event  such  tax  has  been  paid  and 
not  credited  or  refunded  the  amount 
paid  or  contributed  by  the  employer  for 
such  year  shall  constitute  consideration 
paid  by  the  employee  for  the  annuity 
contract  in  determining  the  amount  of 
the  annuity  required  to  be  included  in 
the  income  of  the  employee  under  sec¬ 
tion  22  (b)  (2)  (A).  For  example,  an 
employer  in  1945  purchased  and  trans¬ 
ferred  to  a  trust  meeting  the  require¬ 
ments  of  section  165  (d)  a  life  annuity 
contract  (payable  in  annual  install¬ 
ments  of  $5,000)  for  an  employee  at  a 
cost  to  the  employer  of  $50,000.  If  the 
employee  included  the  $50,000  in  his 
Sross  income  for  1945  and  paid  a  tax 
nth  respect  thereto  and  if  it  be  as¬ 
sumed  that  such  year  is  closed  so  that 
the  amount  so  paid  cannot  be  credited 
or  refunded,  only  $1,500  of  each  $5,000 
yearly  annuity  payment  to  the  employee 
will  be  required  to  be  included  in  his 
?ross  income  (3  percent  of  $50,000), 
13,500  being  exempt.  If  the  employee 
should  live  long  enough  to  receive 
exempt  amounts  totaling  $50,000,  then 
ill  amounts  he  receives  thereafter  under 
the  annuity  contract  w’ould  be  included 
iu  gross  income.  If,  in  the  foregoing 
<»se,  the  employee’s  taxable  year  1945 
was  not  closed  and  the  employee  secured 
i  refund  or  credit  of  the  tax  previously 
paid  with  respect  to  the  $50,000  pre- 
Biium  payment  made  by  his  employer, 
all  amounts  received  under  the  an¬ 
nuity  contract  will  be  required  to  be  in¬ 
cluded  in  his  gross  income. 


(c)  Except  as  provided  in  §  39.22  (b) 
'2)-2  with  respect  to  joint  and  survivor 
annuity  payments  received  subsequent 
^  the  death  of  an  annuitant  who  died 
^ter  December  31,  1950,  if  upon  the 
<leath  of  a  retired  employee,  the  widow 
other  beneficiary  of  such  retired  em¬ 
ployee  is  paid,  in  accordance  with  the 
terms  of  the  annuity  contract  relating  to 
the  deceased  employee,  an  annuity  or 
other  death  benefit,  the  amounts  re¬ 


ceived  by  or  made  available  to  her  shall 
be  included  in  her  income  to  the  extent 
that  they  would  have  been  included  in 
the  income  of  the  deceased  employee  had 
he  lived  and  received  such  payments. 
See  also  section  126  (a).  As  to  taxation 
of  life  insurance  benefits  in  connection 
with  annuity  contracts,  see  §  39,165-6. 

(d)  If  the  employer  is  an  organization 
which  is  exempt  under  section  101  (6), 
the  employee  is  not  required  to  include 
in  his  income  the  amount  paid  by  the 
employer  for  an  annuity  contract,  re¬ 
gardless  of  whether  the  annuity  plan 
satisfies  the  requirements  of  section  165 
(a)  (3),  (4),  (5),  and  (6)  and  whether 
the  employee’s  rights  are  nonforfeitable, 

(e)  As  to  taxation  of  annuities  pur¬ 
chased  by  a  trustee  under  a  pension  or 
profit-sharing  trust,  see  §§  39.165-6  and 
39.165-7. 

(f)  As  to  inclusion  of  full-time  life  in¬ 
surance  salesmen  within  the  class  of 
persons  considered  to  be  employees,  see 
section  3797  (a)  (20). 

§  39.22  (b)  (3)  Statutory  provisions; 
exclusions  from  gross  income;  gifts,  be- 
quests,  devises,  and  inheritances. 

Sec.  22.  Gross  income.  •  •  • 

(b)  Exclusions  from  gross  income.  The 
following  Items  shall  not  be  included  in 
gross  income  and  shall  be  exempt  from  taxa¬ 
tion  under  this  chapter:  •  •  • 

(3)  Gifts,  bequests,  devises,  and  inherit¬ 
ances.  The  value  of  property  acquired  by 
gift,  bequest,  devise,  or  inheritance.  There 
shall  not  be  excluded  from  gross  Income 
under  this  paragraph,  the  Income  from  such 
property,  or,  in  case  the  gift,  bequest,  devise, 
or  inheritance  Is  of  income  from  property, 
the  amount  of  such  Income.  For  the  pur¬ 
poses  of  this  paragraph,  if,  under  the  terms 
of  the  gift,  bequest,  devise,  or  Inheritance, 
payment,  crediting,  or  distribution  thereof  is 
to  be  made  at  intervals,  to  the  extent  that  it 
is  paid  or  credited  or  to  be  distributed  out 
of  income  from  property,  it  shall  be  consid¬ 
ered  a  gift,  bequest,  devise,  or  inheritance  of 
income  from  property; 

[Sec.  22  (b)  (3)  as  amended  by  sec.  Ill  (a). 
Rev.  Act  1942] 

§  39.22  (b)  (3)-l  Gifts  and  bequests. 
(a)  Property  received  as  a  gift,  or  re¬ 
ceived  under  a  will  or  under  statutes  of 
descent  and  distribution,  is  not  includible 
in  gross  income,  although  the  income 
from  such  property  is  includible  in  gross 
income.  If  the  gift,  bequest,  devise,  or 
inheritance  is  of  income  from  property, 
it  is  not  to  be  excluded  from  gross  in¬ 
come.  An  amount  of  principal  paid  un¬ 
der  a  marriage  settlement  is  a  gift.  As 
to  alimony  or  an  allowance  paid  upon 
divorce  or  legal  separation,  see  §  39.22 
(k)-l. 

(b)  Section  22  (b)  (3)  provides  a 
special  rule  for  the  treatment  of  gifts, 
bequests,  devises,  or  inheritances  which 
by  their  terms  are  to  be  paid,  credited, 
or  to  be  distributed  at  intervals.  To  the 
extent  any  such  gift,  bequest,  devise,  or 
inheritance  is  paid,  credited,  or  to  be 
distributed  out  of  income  from  property, 
it  shall  be  considered  a  gift,  bequest, 
devise,  or  inheritance  of  income  from 
property.  Section  22  (b)  (3)  is  designed 
to  provide  the  same  treatment  for 
amounts  of  income  from  property,  which 
income  is  paid,  credited,  or  to  be  dis¬ 
tributed  under  a  gift  or  bequest,  whether 


the  gift  or  bequest  Is  in  terms  of  a  right 
to  payments  at  intervals  (regardless  of 
income)  or  is  in  terms  of  a  right  to  in¬ 
come.  To  the  extent  the  amounts  in 
either  case  are  paid,  credited,  or  to  be 
distributed  at  intervals  out  of  income 
they  are  not  to  be  excluded  under  sec¬ 
tion  22  (b)  (3)  from  the  taxpayer’s  gross 
income.  As  to  the  extent  such  amounts 
are  paid,  credited,  or  to  be  distributed 
out  of  income  from  property  in  cases  in 
which  the  payment,  crediting,  or  distri¬ 
bution  thereof  is  to  be  made  by  an  estate 
or  trust,  see  section  162  and  the  regula¬ 
tions  thereunder. 

(c)  The  operation  of  the  last  sentence 
of  section  22  (b)  (3)  may  be  illustrated 
by  the  following  example: 

Example.  A,  by  his  will,  gave  his  wife  an 
annuity  of  $50,000  to  be  paid  in  advance  in 
quarterly  payments.  By  another  clause  of 
his  will,  A  bequeathed  the  residue  of  his 
property  In  trust  with  directions  to  the 
trustees  to  collect  the  Income  from  the  prop¬ 
erty  and  to  pay  the  annuity  of  $50,000  out 
of  such  income  (after  payment  of  expenses), 
or  out  of  corpus  to  the  extent  such  Income 
Is  insufficient.  Under  the  provisions  of  sec¬ 
tion  22  (b)  (3),  the  $50,000  will  be  included 
in  the  wife’s  income  each  year  and,  under  the 
provisions  of  section  162  (b) ,  will  be  deducted 
from  the  income  of  the  trust  to  the  extent 
of  the  Income  of  the  trust  for  its  taxable 
year  which  is  considered  under  section  162 
(d)  to  be  distributed  in  satisfaction  of  the 
annuity. 

(d)  'The  last  sentence  of  section  22  (b) 
(3),  however,  applies  only  to  such 
amounts  as  are  to  be  paid  or  credited  at 
intervals.  Thus,  a  bequest  of  money  or 
property  (other  than  income)  intended 
to  be  paid  in  a  lump  sum  or  at  one  time 
is  not  to  be  included  in  the  legatee’s  gross 
income,  even  though  the  executor  may 
for  reasons  of  convenience  or  necessity 
arrange  to  pay  such  amount  in  install¬ 
ments  or  pay  it  out  of  funds  traceable 
as  the  income  of  property.  However, 
payments  at  intervals  do  not  need  to  be 
at  regular  intervals  to  come  within  the 
rule  stated  in  the  last  sentence  of  section 
22  (b)  (3).  'Thus,  in  case  of  a  direction 
in  a  testamentary  trust  to  pay  $5,000  a 
year  to  John  for  his  life  but  to  pay  the 
$5,000  a  year  to  Mary  instead  of  John 
for  any  year  in  which  Mary  becomes  18, 
graduates  from  college,  or  marries,  the 
$5,000  a  year  is  income  to  John  and  Mary, 
respectively,  in  the  years  in  which  each 
is  to  receive  it,  to  the  extent  it  is  paid  or 
credited  in  such  years  out  of  income  from 
the  trust  property. 

(e)  Section  22  (b)  (3)  is  not  intended 
to  tax  a  donee  upon  the  same  income 
which  is  taxed  to  the  grantor  of  a  trust 
or  assignor  of  earnings  or  other  income 
under  section  22  (a),  section  166,  or  sec¬ 
tion  167. 

§  39.22  (b)  (4)  Statutory  provisions; 
exclusions  from  gross  income;  tax-free 
interest. 

Sec.  22.  Gross  income.  •  •  • 

(b)  Exclusions  from  gross  income.  The 
following  items  shall  not  be  Included  in 
gross  income  and  shall  be  exempt  from  taxa¬ 
tion  under  this  chapter :  •  *  * 

(4)  Tax-free  interest.  Interest  upon  (A) 
the  obligations  of  a  State,  Territory,  or  any 
political  subdivision  thereof,  or  the  District 
of  Columbia;  or  (B)  obligations  of  a  corpora- 
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tton  organized  under  Act  of  Congress,  If 
such  corporation  U  an  instrumentality  of  the 
United  States;  or  (C)  the  obUgations  of  the 
United  States  or  its  possessions.  Every  per¬ 
son  owning  ary  of  the  obligations  enumer¬ 
ated  in  clause  <A),  (B).  or  (C)  shall,  when 
so  required  by  regulations  prescribed  by  the 
Commissioner,  with  the  approval  of  the  Sec¬ 
retary,  submit  in  the  return  required  by  this 
chapter  a  statement  showing  the  number 
and  amount  of  such  obligations  owned  by 
him  and  the  Income  received  therefrom.  In 
fuch  form  and  with  such  information  as 
such  regulations  may  prescribe.  In  the  case 
of  obligations  of  the  United  States  Issued 
after  September  1,  1917  (other  than  postal 
savings  certificates  of  deposit  to  the  extent 
they  represent  deposits  made  before  March 
1,  1941)  and  in  the  case  of  obligations  of  a 
corporation  organized  under  Act  of  Congress, 
the  Interest  shall  be  exempt  only  If  and  to 
the  extent  provided  in  the  respective  Acts 
authorizing  the  issue  thereof  as  amended 
and  supplemented,  and  shall  be  excluded 
from  gross  Income  only  if  and  to  the  extent 
It  Is  wholly  exempt  from  the  taxes  imposed 
by  this  chapter; 

ISec.  22  (b)  (4)  as  amended  by  sec.  112  (a). 
Rev.  Act  1942;  sec.  11  (d).  Individual  Income 
Tax  Act  1944) 

Sec. 4.  {Public  Debt  Act  of  1941.] 

(a)  Interest  upon,  and  gain  from  the  sale 
or  other  disposition  of,  obligations  issued  on 
or  after  the  effective  date  of  this  Act  by  the 
United  States  or  any  agency  or  instrumental¬ 
ity  thereof  shall  not  have  any  exemption,  as 
such,  and  loss  from  the  sale  or  other  disposi¬ 
tion  of  such  obligations  shall  not  have  any 
special  treatment,  as  such,  under  Federal  tax 
Acts  now  or  hereafter  enacted;  except  that 
any  such  obligations  which  the  United  States 
Maritime  Commission  or  the  Federal  Hous¬ 
ing  Administration  has,  prior  to  the  effective 
date  of  this  Act,  contracted  to  issue  at  a 
future  date,  shall  when  Issued  bear  such  tax- 
exemption  privileges  as  were,  at  the  time  of 
such  contract,  provided  In  the  law  authoriz¬ 
ing  their  issuance.  For  the  purposes  of  this 
subsection  a  Territory,  a  possession  of  the 
United  States,  and  the  District  of  Columbia, 
and  any  political  subdivision  thereof,  and  any 
agency  or  instrumentality  of  any  one  or  more 
of  the  foregoing,  shall  not  be  considered  as 
an  agency  or  instrumentality  of  the  United 
States. 

(b)  The  provisions  of  this  section  shall, 
with  respect  to  such  obligations,  be  consid¬ 
ered  as  amendatory  of  and  supplementary  to 
the  respective  Acts  or  parts  of  Acts  authoriz¬ 
ing  the  Issuance  of  such  obligations,  as 
amended  and  supplemented. 

Sec.  S.  This  Act.  except  sections  2  (b)  and 

(c).  shall  become  effective  on  the  first  day  of 
the  month  following  the  date  of  its  enact¬ 
ment  [February  19,  1941]. 

Sec.  6.  [Public  Debt  Act  or  1942.] 

Section  4  of  the  Public  Debt  Act  of  1941  Is 
hereby  amended  to  read  as  follows: 

“Sec.  4  (a)  Interest  upon  obligations,  and 
dividends,  earnings,  or  other  income  from 
shares,  certificates,  stock,  or  other  evidences 
of  ownership,  and  gain  from  the  sale  or  other 
disposition  of  such  obUgations  and  evidences 
of  ownership  Issued  on  or  after  the  effective 
date  of  the  Public  Debt  Act  of  1942  [March 
28,  1942]  by  the  United  States  or  any  agency 
or  Instrumentality  thereof  shall  not  have 
any  exemption,  as  such,  and  loss  from  the 
sale  or  other  disposition  of  such  obligations 
or  evidences  of  ownership  shall  not  have  any 
special  treatment,  as  such,  under  Federal  tax 
Acts  now  or  hereafter  enacted;  except  that 
any  such  obligations  which  the  United 
States  Maritime  Ckimmission  or  the  Fedwal 
Housing  Administration  had,  prior  to  March 
1,  1941,  contracted  to  issue  at  a  future  date, 
shall  when  Issued  bear  such  tax-exemption 
privUeges  as  were,  at  the  time  of  such  con- 
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tract,  provided  in  the  law  authorizing  their 
issuance.  For  the  purposes  of  this  subsec¬ 
tion  a  Territory,  a  possession  of  the  United 
States,  and  the  District  of  coliunbia,  and  any 
political  subdivision  thereof,  and  any  agency 
or  Instrumentality  of  any  one  or  more  of  the 
foregoing,  shall  not  be  considered  as  an 
agency  or  Instrumentality  of  the  United 
States.  •  •  •'• 

Sec.  11.  [Organic  Act  of  Guam,  1950.] 

•  •  •  AU  bonds  Issued  by  the  govern¬ 

ment  of  Guam  or  by  its  authority  shall  be 
exempt,  as  to  principal  and  interest,  from 
taxation  by  the  Government  of  the  United 
States  or  by  the  government  of  Guam,  or  by 
any  State  or  Territory  or  any  political  sub¬ 
division  thereof,  or  by  the  District  of 
Columbia. 

Sec.  3.  [Puerto  Rican  Federal  Relations 
Act.] 

-  •  •  •  and  all  bonds  Issued  by  the  Gov¬ 

ernment  ot  Puerto  Rico,  or  by  its  authority, 
shall  be  exempt  from  taxation  by  the  Gov¬ 
ernment  of  the  United  States,  or  by  the  Gov¬ 
ernment  of  Puerto  Rico  or  of  any  p>olitlcal 
or  municipal  subdivision  thereof,  or  by  any 
State,  Territory,  or  possession,  or  by  any 
county,  municipality,  or  other  municipal 
subdivision  of  any  State,  Territory,  or  pos¬ 
session  of  the  United  States,  or  by  the  Dis¬ 
trict  of  Columbia.  •  •  • 

[Sec.  3  as  amended  by  sec.  2,  Pub.  Law  301 
(64th  Cong.);  Pub.  Law  391  (75th  Cong.).] 

Sec.  1.  [Pub.  Law  418  (81st  Cong.),]  •  •  • 
All  bonds  issued  by  the  government  of  the 
Virgin  Islands  or  any  municipality  thereof, 
including  specifically  interest  thereon,  shall 
be  exempt  from  taxation  by  the  Government 
of  the  United  States,  or  by  the  government 
of  the  Virgin  Islands  or  any  political  subdi¬ 
vision  thereof,  or  by  any  State.  Territory,  or 
possession  or  by  any  political  subdivision  of 
any  State,  Territory,  cm:  possession,  or  by  the 
District  of  Columbia:  •  •  • 

§  39.22  (b)  (4)-l  Interest  upon  state 
obligations.  Interest  upon  the  obUga¬ 
tions  of  a  State,  Territory,  or  any  poUti- 
cal  subdivision  thereof,  or  the  District 
of  Columbia  is  exempt  from  the  income 
tax.  Obligations  issued  by  or  on  behalf 
of  the  State  or  Territory  or  a  duly 
organized  political  subdivision  acting 
by  constituted  authorities  empowered 
to  issue  such  obligations,  are  the  obU¬ 
gations  of  a  State  or  Territory  or  a 
political  subdivision  thereof.  The  term 
“poUtical  subdivision,”  within  the  mean¬ 
ing  of  the  exemption,  denotes  any  divi¬ 
sion  of  the  State  or  Territory  which  is  a 
municipal  corporation,  or  to  which  has 
been  delegated  the  right  to  exercise  part 
of  the  sovereign  power  of  the  State  or 
Territory.  As  thus  defined,  a  political 
subdivision  of  a  State  or  Territory  may 
or  may  not,  for  the  purpose  of  exemp¬ 
tion,  include  special  assessment  districts 
so  created,  such  as  road,  water,  sewer, 
gas.  light,  reclamation,  drainage,  irriga¬ 
tion.  levee,  school,  harbor,  port  improve¬ 
ment,  and  similar  districts  and  divisions 
of  a  State  or  Territory. 

S  39.22  (b)  (4) -2  Dividends  from 

shares  and  stock  of  Federal  agericies 
or  instrumentalities — (a)  Issued  before 
March  28,  1942.  (1)  Section  26  of  the 

Federal  Farm  Loan  Act  of  July  17.  1916 
(12  U,  S.  C.  931),  provides  that  Federal 
land  banks  and  national  farm-loan  as¬ 
sociations.  including  the  capital  and  re¬ 
serve  or  surplus  therein  and  the  income 
derived  therefrom,  shall  be  exempt  from 
taxation,  except  taxes  upon  real  estate. 


Section  7  of  the  Federal  Reserve  Act  of 
December  23.  1913  (12  U.  S.  C.  531), 
provides  that  Federal  reserve  banks,  in¬ 
cluding  the  capital  stock  and  surplus 
therein  and  the  income  derived  there¬ 
from.  shall  be  exempt  from  taxation,  ex¬ 
cept  taxes  upon  real  estate.  Section  13 
of  the  Federal  Home  Loan  Bank  Act  (12 
U.  S.  C.  1433)  provides  that  the  Federal 
Home  Loan  Bank  including  its  franchise, 
its  capital,  reserves,  and  surplus,  its  ad¬ 
vances.  and  its  income  shall  be  exempt 
from  all  taxation,  except  taxes  upon  real 
estate.  Section  5  (h)  of  the  Home 
Owners’  Loan  Act  of  1933  (12  U.  S.  C. 
1464  (h))  provides  that  shares  of  Fed¬ 
eral  savings  and  loan  associations  shall, 
both  as  to  their  value  and  the  income 
therefrom,  be  exempt  from  all  taxation 
(except  surtaxes,  estate,  inheritance,  and 
gift  taxes)  imposed  by  the  United  States. 
Under  the  above-mentioned  provisions, 
income  consisting  of  dividends  on  stock 
of  Federal  land  banks,  national  farm- 
loan  associations.  Federal  home  loan 
banks,  and  Federal  reserve  banks  is  not, 
in  the  case  of  stock  issued  before  March 
28,  1942,  subject  to  the  income  tax;  and 
income  consisting  of  dividends  on  share 
accounts  of  Federal  savings  and  loan  as¬ 
sociations  is  not,  in  the  case  of  shares 
issued  before  March  28,  1942,  subject  to 
the  normal  tax  on  income.  For  taxabil¬ 
ity  of  such  income  in  the  case  of  such 
stock  or  shares  issued  on  or  after  March 
28,  1942,  see  section  6  of  the  Public  Debt 
Act  of  1942  (31  U.  S.  C.  742a)  and  para¬ 
graph  (b)  of  this  section.  For  the  time 
at  which  a  stock  or  share  is  issued  within 
the  meaning  of  this  section,  see  para¬ 
graph  (b)  of  this  section. 

(2)  Regardless  of  the  exemption  from 
income  tax  of  dividends  paid  on  the 
stock  of  Federal  reserve  banks,  dividends 
paid  by  member  banks  are  treated  like 
dividends  of  ordinary  corporations. 

(3)  Dividends  on  the  stock  of  the  cen¬ 
tral  bank  for  cooperatives,  the  produc¬ 
tion  credit  corporations,  production 
credit  associations,  and  banks  for  co¬ 
operatives,  organized  under  the  provi¬ 
sions  of  the  Farm  Credit  Act  of  1933, 
constitute  income  to  the  recipients,  sub¬ 
ject  to  both  the  normal  tax  and  surtax 
(see  section  63  of  the  Farm  Credit  Act 
of  1933  (12  U.  S.  C.  1138c)). 

(b)  Issued  on  or  after  March  28,  1942. 
(1)  By  virtue  of  the  provisions  of  section 
6  of  the  Public  Debt  Act  of  1942,  the  tax 
exemption  provisions  set  forth  in  para¬ 
graph  (a)  of  this  section  with  respect  to 
income  consisting  of  dividends  on  stock 
of  the  Federal  land  banks,  national  farm- 
loan  associations,  and  Federal  reserve 
banks,  or  on  share  accounts  of  Federal 
savings  and  loan  associations,  are  not 
applicable  in  the  case  of  dividends  on 
such  stock  or  shares  issued  on  or  after 
March  28,  1942. 

(2)  For  the  purposes  of  this  section, 
a  stock  or  share  is  deemed  to  be  issued 
at  the  time  and  to  the  extent  that  pay¬ 
ment  therefor  is  made  to  the  agency  or 
instrumentality.  The  date  of  issuance  of 
the  certificate  or  other  evidence  of  own¬ 
ership  of  such  stock  or  share  is  not  de¬ 
terminative  if  payment  is  made 
earlier  or  later  date.  Where  old  sto» 
is  retired  in  exchange  for  new  stock  0* 
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a  different  character  or  preference,  the 
new  stock  shall  be  deemed  to  have  been 
issued  at  the  time  of  the  exchange  rather 
than  w'hen  the  old  stock  was  paid  for. 
These  rules  may  be  illustrated  by  the 
following  examples: 

Example  (1).  A,  the  owner  of  an  Invest¬ 
ment  share  account,  consisting  of  10  shares. 
In  a  Federal  savings  and  loan  association, 
has  a  single  certificate  Issued  before  March 
28,  1942.  evidencing  such  ownership.  In 
order  that  A  may  dispose  of  half  of  such 
shares,  the  association  at  his  request  Issues, 
after  March  27,  1942,  two  5-share  certificates 
In  substitution  for  the  10-share  certificate. 
The  shares  evidenced  by  the  two  new  certifi- 
cctes  are  deemed  to  have  been  issued  before 
March  28,  1942,  the  shares  having  been  paid 
lor  before  such  date. 

Example  (2).  The  X  Bank,  a  member  of  a 
FWeral  reserve  bank,  owns  50  shares  of 
federal  reserve  bank  stock,  evidenced  by  a 
single  stock  certificate  Issued  before  March 
28,  1942.  On  December  31,  1942,  the  X  Bank 
reduces  the  amount  of  its  capital  stock,  as  a 
result  of  which  it  is  required  to  reduce  the 
amount  of  its  Federal  reserve  bank  stock  to 
40  shares.  It  surrenders  the  50-share  certifi¬ 
cate  to  the  Federal  reserve  bank  and  receives 
a  new  40-share  certificate.  The  40  shares 
evidenced  by  such  certificate  are  deemed  to 
have  been  issued  before  March  28,  1942.  On 
December  31,  1943,  the  X  Bank  Increases  the 
amount  of  its  capital  stock,  as  a  result  of 
which  it  is  required  to  purchase  10  additional 
shares  of  the  Federal  reserve  bank  stock.  The 
Federal  reserve  bank  Issues  a  10-share  certifi¬ 
cate  evidencing  ownership  of  the  new  shares. 
Of  the  50  shares  then  owned  by  the  X  Bank. 
40  were  issued  prior  to  March  28,  1942,  and 
10  were  Issued  after  March  27,  1942. 

Example  (3).  A,  the  owner  of  a  savings 
share  account,  in  the  amount  of  $100,  in  a 
Federal  savings  and  loan  association,  has  a 
passbook  coiatalning  a  certificate  Issued  prior 
to  March  28,  1942,  evidencing  such  ownership. 
Subsequent  to  March  27,  1942,  A  deposits 
110,000  in  the  account.  With  respect  to  the 
$10,000  deposit,  the  share  is  deemed  to  have 
been  issued  after  March  27,  1942. 

539  22  (b)  (4)-3  Interest  upon  notes 
secured  by  mortgages  executed  to  Fed¬ 
eral  agencies  or  instrumentalities. 
Section  26  of  the  Federal  Farm  Loan  Act 
of  July  17.  1916  (12  U.  S.  C.  931),  and 
section  210  of  such  act,  as  added  by  sec¬ 
tion  2  of  the  act  of  March  4.  1923  (12 
U.  S.  C.  nil),  provide  that  first  mort¬ 
gages  executed  to  Federal  land  banks, 
joint-stock  land  banks,  or  Federal  inter¬ 
mediate  credit  banks,  and  the  income  de¬ 
rived  therefrom,  shall  be  exempt  from 
taxation.  Accordingly,  income  consist¬ 
ing  of  interest  on  promissory  notes  held 
by  such  banks  and  secured  by  such  first 
mortgages  is  not  subject  to  the  income 
tax. 

5  39.22  (b)  (4)-4  Interest  upon 
United  States  obligations — (a)  Issued 
before  March  1.  1941.  (1)  Although  in¬ 

terest  upon  the  obligations  of  the  United 
States  and  its  possessions  and  upon  obli¬ 
gations  of  a  corporation  organized  under 
act  of  Congress,  if  such  corporation  is  an 
instrumentality  of  the  United  States,  is 
generally  exempt  from  tax,  in  the  case 
of  obligations  issued  by  the  United 
States  after  September  1, 1917,  which  in¬ 
clude  Treasury  certificates  of  indebted¬ 
ness,  Treasury  bonds,  and  Treasury 
^otes,  and  in  the  case  of  obligations  of 
n  corporation  organized  under  act  of 
Congress,  the  interest  is  exempt  from 


tax  only  if  and  to  the  extent  provided  in 
the  acts  authorizing  the  issue  thereof,  as 
amended  and  supplemented. 

(2)  Interest  on  Treasury  certificates 
of  indebtedness  is  entirely  exempt  from 
Federal  income  taxes.  Interest  upon 
Treasury  notes  is  exempt  only  to  the 
extent  provided  in  the/terms  of  the  issue. 
Interest  (discount  at  which  issued)  on 
Treasury  bills  and  any  gain  from  the 
sale  or  other  disposition  of  such  bills  are 
also  entirely  exempt  from  Federal  in¬ 
come  taxes.  With  respect  to  the  non¬ 
deductibility  of  losses  from  the  sale  or 
other  disposition  of  such  bills,  see  §  39.23 
(e)-l. 

(3)  Interest  on  Treasury  bonds  is 
exempt  from  Federal  income  taxes  ex¬ 
cept  surtaxes  imposed  upon  the  income 
or  profits  of  individuals,  associations,  or 
corporations.  However,  interest  on  an 
aggregate  of  not  exceeding  $5,000  prin¬ 
cipal  amount  of  such  bonds  is  also 
exempt  from  surtaxes.  Interest  in  ex¬ 
cess  of  the  interest  on  an  aggregate  of 
not  exceeding  $5,000  principal  amount  of 
such  bonds  is  subject  to  surtax  and  must 
be  included  in  gross  income. 

(4)  Section  26  of  the  Federal  Farm 
Loan  Act  of  July  17,  1916  (12  U.  S.  C. 
931),  and  section  210  of  such  act,  as 
added  by  section  2  of  the  act  of  March  4. 
1923  (12  U.  S.  C.  1111),  provide  that 
farm-loan  bonds  issued  by  Federal  land 
banks  and  joint-stock  land  banks 
and  debentures  issued  by  Federal  inter¬ 
mediate  credit  banks,  with  the  income 
therefrom,  shall  be  exempt  from  taxa¬ 
tion.  Accordingly,  interest  from  such 
farm-loan  bonds  or  debentures  is  not 
subject  to  the  income  tax. 

(5)  Interest  credited  to  postal  savings 
accounts  upon  moneys  deposited  before 
March  1,  1941,  in  postal  savings  banks 
is  wholly  exempt  from  income  tax. 

(b)  Issued  on  or  after  March  1.  1941. 
(1)  By  virtue  of  the  provisions  of  sections 
4  and  5  of  the  Public  Debt  Act  of  1941, 
the  exemption  prescribed  in  paragraph 
(a)  of  this  section  is  limited  to  such 
bonds,  debentures,  notes,  or  certificates 
of  indebtedness  as  have  been  issued  be¬ 
fore  March  1,  1941.  Under  such  provi¬ 
sions  interest  upon  obligations  issued  on 
or  after  March  1,  1941,  by  the  United 
States,  or  any  agency  or  instrumentality 
thereof,  shall  not  have  any  exemption,  as 
such,  from  Federal  tax  except  in  respect 
of  any  such  obligations  which  the  United 
States  Maritime  Commission  or  the  Fed¬ 
eral  Housing  Administration  has,  before 
March  1,  1941,  contracted  to  issue  at  a 
future  date.  The  interest  on  such  obli¬ 
gations  so  contracted  to  be  issued  shall 
bear  such  tax-exemption  privileges  as 
were  at  the  time  of  such  contract  pro¬ 
vided  in  the  law  authorizing  their  issu¬ 
ance.  For  the  purposes  hereof,  under 
section  4  (a)  of  the  Public  Debt  Act  of 
1941,  a  Territory,  a  possession  of  the 
United  States,  and  the  District  of  Colum¬ 
bia  and  any  political  subdivisions  there¬ 
of,  and  any  agency  or  instrumentality  of 
any  one  or  more  of  the  foregoing,  shall 
not  be  considered  as  an  agency  or  in¬ 
strumentality  of  the  United  States. 

(2)  In  the  case  of  obligations  issued 
as  the  result  of  a  refunding  operation, 
as,  for  example,  where  a  corporation 


exchanges  bonds  for  previously  issued 
bonds,  the  refunding  obligations  are 
deemed,  for  the  purposes  of  this  section, 
to  have  been  issued  at  the  time  of  the 
exchange  rather  than  at  the  time  the 
original  bonds  were  issued. 

§  39.22  (b)  (4) -5  Treasury  bond  ex¬ 
emption  in  the  case  of  trusts  or  partner¬ 
ships.  (a)  When  the  income  of  a  trust 
is  taxable  to  beneficiaries,  as  in  the  case 
of  a  trust  the  income  of  which  is  to  be 
distributed  to  the  beneficiaries  currently, 
each  beneficiary  is  entitled  to  exemption 
as  if  he  owned  directly  a  proportionate 
part  of  the  Treasury  bonds  held  in  trust. 
When,  on  the  other  hand,  income  is  tax¬ 
able  to  the  trustee,  as  in  the  case  of  a 
trust  the  income  of  which  is  accumulated 
for  the  benefit  of  unborn  or  unascer¬ 
tained  persons,  the  trust,  as  the  owner  of 
the  bonds  held  in  trust,  is  entitled  to  the 
exemption  on  account  of  such  ownership. 

(b)  As  the  income  of  a  partnership  is 
taxable  to  the  individual  partners,  each 
partner  is  entitled  to  exemption  as  if  he 
owned  directly  a  proportionate  part  of 
the  bonds  held  by  the  partnership. 

§  39.22  (b)  (4) -6  Interest  upon 

United  States  obligations  in  the  case  of 
nonresident  aliens  and  foreign  corpora¬ 
tions,  not  engaged  in  business  in  the 
United  States.  By  virtue  of  section  4 
of  the  Victory  Liberty  Loan  Act  of  March 
3,  1919  (31  U.  S.  C.  750),  amending  sec¬ 
tion  3  of  the  Fourth  Liberty  Bond  Act  of 
July  9. 1918  (31  U.  S.  C.  750),  the  interest 
received  on  and  after  March  3,  1919,  on 
bonds,  notes,  and  certificates  of  indebted¬ 
ness  of  the  United  States  while  benefi¬ 
cially  owned  by  a  nonresident  alien  in¬ 
dividual,  or  a  foreign  corporation,  part¬ 
nership.  or  association,  if  such  individ¬ 
ual,  corporation,  partnership,  or  associa¬ 
tion  is  not  engaged  in  business  in  the 
United  States,  is  exempt  from  income 
taxes.  Such  exemption  applies  only  to 
such  bonds,  notes,  or  certificates  as  have 
been  issued  before  March  1.  1941.  In¬ 
terest  derived  by  a  nonresident  alien 
individual,  or  by  a  foreign  corporation, 
partnership,  or  association  on  “such 
bonds,  notes,  or  certificates  issued  on  or 
after  March  1,  1941,  is  subject  to  tax  as 
in  the  case  of  taxpayers  generally  as 
provided  in  §  39.22  (b)  (4) -4  (b). 

§  39.22  (b)  (5)  Statutory  provisions : 
exclusions  from  gross  income;  compensa¬ 
tion  for  injuries  or  sickness. 

Sec.  22.  Gross  income.  •  •  • 

(b)  Exclusions  from  gross  income.  The 
following  items  shall  not  be  included  in 
gross  income  and  shall  be  exempt  from  taxa¬ 
tion  under  this  chapter:  •  *  • 

(5)  Compensation  for  injuries  or  sickness. 
Except  in  the  case  of  amounts  attributable 
to  (and  not  in  excess  of)  deductions  allowed 
under  section  23  (x)  in  any  prior  taxable 
year,  amounts  received,  through  accident  or 
health  insurance  or  under  workmen’s  com¬ 
pensation  acts,  as  compensation  for  personal 
injuries  or  sickness,  plus  the  amount  of  any 
damages  received  whether  by  suit  or  agree¬ 
ment  on  account  of  such  injuries  or  sick¬ 
ness.  and  amounts  received  as  a  pension, 
annuity,  or  similar  allowance  for  personal 
Injuries  or  sickness  resulting  from  active 
service  in  the  armed  forces  of  any  country: 

I  Sec.  22  (b)  (5)  as  amended  by  secs.  113,  127 
(d),  Rev.  Act  1942) 

Sec.  402.  (Career  Compensation  Act  of 
1949. J  *  *  • 
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(h).  That  part  of  the  disability  retirement 
pay  computed  on  the  basis  of  years  of  active 
service  which  Ir  In  excess  of  the  disability  re¬ 
tirement  pay  that  a  member  would  receive  If 
such  disability  pay  were  computed  on  the 
basis  of  p>ercentage  of  disability  shall  not  be 
deemed  to  be  a  pension,  annuity,  or  similar 
allowance  for  personal  injuries  or  sickness  re¬ 
sulting  from  active  service  In  the  armed 
forces  of  any  country  within  the  meaning  of 
section  22  (b)  (5)  of  the  Internal  Revenue 
Code,  as  amended.  •  •  • 

§  39.22  (b)  <6)-(9)  Statutory  pro¬ 
visions;  exclusions  from  gross  income; 
ministers;  income  exempt  under  treaty; 
miscellaneous;  income  from  discharge  of 
indebtedness. 

Sec.  22.  Gross  income.  •  •  • 

(b)  Exclusions  from  gross  income.  The 
following  items  shall  not  be  Included  In  gross 
income  and  shall  be  exempt  from  taxation 
under  this  chapter:  •  •  • 

(6)  Ministers.  The  rental  value  of  a 
dwelling  bovise  and  appurtenances  thereof 
furnished  to  a  minister  of  the  gospel  as  part 
of  his  compensation; 

(7)  Income  exempt  under  treaty.  Income 
of  any  kind,  to  the  extent  required  by  any 
treaty  obligation  of  the  United  States; 

(8)  Miscellaneous  items.  The  following 
Items,  to  the  extent  provided  In  section  116: 

Earned  income  from  sources  without  the 
United  States; 

Salaries  of  certain  Territorial  employees; 

The  Income  of  foreign  governments; 

Income  of  States,  municipallti^,  and 
other  political  subdivisions; 

Receipts  of  shipowners’  mutual  protection 
and  indemnity  associations; 

Dividends  from  China  Trade  Act  corpora¬ 
tions; 

Compensation  of  employees  of  foreign 
governments. 

(9)  Income  from  discharge  of  indebted¬ 
ness*  In  the  case  of  a  corporation,  the 
amount  of  atiy  income  of  the  taxpayer  at¬ 
tributable  to  the  discharge,  within  the  tax¬ 
able  year,  of  any  Indebtedness  of  the  tax¬ 
payer  or  for  which  the  taxpayer  is  liable  evi¬ 
denced  by  a  security  (as  hereinafter  in  this 
paragraph  defined)  if  the  taxpayer,  at  such 
time  and  in  such  manner  as  the  Secretary  by 
regulations  prescribes,  makes  and  files  its 
consent  to  the  regulations  prescribed  under 
section  113  (b)  (3)  then  in  effect.  In  such 
case  the  amount  of  any  Income  of  the  tax¬ 
payer  attributable  to  any  unamortlzed  pre¬ 
mium  (computed  as  of  the  first  day  of  the 
taxable  year  in  which  such  discharge  oc¬ 
curred)  with  respect  to  such  indebtedness 
shall  not  be  Included  in  gross  income  and 
the  amount  of  the  deduction  attributable  to 
any  unamortized  discount  (computed  as  of 
the  first  day  of  the  taxable  year  in  which 
such  discharge  occurred)  with  respect  to 
such  indebtedness  shall  not  be  allowed  as  a 
deduction.  As  used  in  this  paragraph  the 
term  "security”  means  any  bond,  debenture, 
note,  or  certificate,  or  other  evidence  of  in¬ 
debtedness.  issued  by  any  corporation. 

(Sec.  22  (b)  (9)  as  added  by  sec.  215  (a). 
Rev.  Act  1939;  amended  by  sec.  114  (a).  Rev. 
Act  1942;  sec.  162,  Rev,  Act  1945;  sec.  1,  Pub. 
Law  578  (79th  Cong.);  sec.  3.  Pub.  Law  112 
(80th  Cong.);  sec.  3,  Pub.  Law  271  (81st 
Cong.);  sec.  201,  Rev.  Act  1950;  sec.  304  (a). 
Rev.  Act  195 IJ 

§  39.22  (b)  (9)-l  Income  from  dis¬ 
charge  of  indebtedness,  (a)  Section  22 

(b)  (9)  provides  a  method  whereby  a 
corpioration  may  elect  to  have  excluded 
from  its  gross  income  the  Eunount  of  the 
ncome  attributable  to  a  discharge,  within 
the  taxable  year,  of  its  indebtedness  or 
of  indebtedness  for  which  it  is  liable  as, 

§  39.22  (b)  (6)-(9) 


for  example,  in  the  case  of  a  debt  arising 
from  an  assumption  of  liability  of 
another  corporation.  To  be  entitled  to 
the  benefits  of  section  22  (b)  (9),  a  cor¬ 
poration  must  file  with  its  return  for  the 
taxable  year  a  consent  to  the  provisions 
of  the  regulations,  in  effect  at  the  time 
of  the  filing  of  the  return,  prescribed 
under  section  113  (b)  (3)  (see  §§  39.113 

(b)  (3)-l  and  39.113  (b)  (3)-2,  relating 
to  adjustment  of  basis) ;  except  that  the 
consent  may  be  filed  with  an  amended 
return  or  claim  for  credit  or  refund, 
where  the  taxpayer  establishes  to  the 
satisfaction  of  the  Commissioner  reason¬ 
able  cause  for  failure  to  file  the  consent 
with  its  original  return, 

(b)  As  used  in  this  section,  the  term 
“indebtedness”  means  indebtedness  evi¬ 
denced  by  a  security,  that  is,  by  a  bond, 
debenture,  note,  or  certificate,  or  other 
evidence  of  indebtedness  issued  by  either 
the  taxpayer  corporation  or  any  other 
corporation  regardless  of  when  issued. 

(c)  If  as  a  result  of  the  discharge  of 
indebtedness  there  remains  unamortized 
premium  or  unamortized  discount,  the 
amount  of  the  income  attributable  to 
such  premium  is  to  be  excluded  from 
gross  income  and  the  amount  of  the  de¬ 
duction  attributable  to  such  discount 
shall  be  disallowed  as  a  deduction.  The 
unamortized  premium  and  unamortized 
discount,  as  the  case  may  be,  is  in  each 
instance  to  be  computed  as  of  the  first 
day  of  the  taxable  year  in  which  the 
discharge  of  indebtedness  occurred. 

(d)  Section  22  (b)  (9)  and  this  sec¬ 
tion  are  inapplicable  in  the  case  of  any 
discharge  occurring  in  any  proceeding 
under  Chapter  X  or  XI  of  the  Bank¬ 
ruptcy  Act  (11  U.  S.  C.,  c.  10,  11),  if  the 
proceeding  under  such  chapter  was  ini¬ 
tiated  by  a  petition  filed  on  or  before 
July  31,  1940,  and  with  respect  to  any 
discharge  of  indebtedness  to  which  sec¬ 
tion  22  (b)  (10)  applies. 

§  39.22  (b)  (9)-2  Making  and  filing 
of  consent.  A  consent  to  have  the  basis 
of  its  property  adjusted  in  accordance 
with  the  provisions  of  the  regulations, 
in  effect  at  the  time  of  filing  of  the 
return,  prescribed  under  section  113  (b) 
(3)  (see  §§  39.113  (b)  (3)-l  and  39.113 
(b)  (3) -2)  shall  be  made  by  or  on  be¬ 
half  of  the  taxpayer  corporation  in  du¬ 
plicate  on  Form  982,  in  accordance  with 
these  regulations  and  the  instructions  on 
the  form  or  issued  therewith.  The 
original  and  duplicate  shall  be  filed  with 
the  return.  In  a  case  where  a  consent 
is  permitted  (under  §  39.22  (b)  (9)-l) 
after  the  original  return  has  been  filed, 
the  original  and  duplicate  of  Form  982 
shall  be  filed  with  the  amended  return 
or  claim  for  credit  or  refund,  as  the  case 
may  be,  and  the  consent  shall  be  to  the 
regulations  which,  at  the  time  of  the 
filing  of  the  consent,  are  applicable  to 
the  taxable  year  for  which  such  consent 
is  filed. 

§  39.22  (b)  (10)  Statutory  provisions ; 
exclusions  from  gross  income;  income 
from  discharge  of  indebtedness  of  a  rail¬ 
road  corporation. 

Sec.  22.  Gross  income.  •  •  • 

(b)  Exclusions  from  gross  income.  The 
following  Items  shall  not  be  included  in 


gross  income  and  shall  be  exempt  from  taxa¬ 
tion  under  this  chapter:  •  •  • 

(10)  Income  from  discharge  of  indebted, 
ness  of  a  railroad  corporation.  The  amoxint 
of  any  income  attributable  to  the  discharge, 
within  the  taxable  year,  of  any  indebtednea 
of  a  railroad  corporation,  as  defined  in  section  ■ 
77m  of  the  National  Bankruptcy  Act,  as  > 
amended,  to  the  extent  that  such  incooM  ! 
is  deemed  to  have  been  realized  by  reason  ; 
of  a  modification  in  or  cancellation  in  whole 
or  in  part  of  such  indebtedness  pursuant  to 
an  order  of  a  court  in  a  receivership  proceed¬ 
ing  or  in  a  proceeding  under  section  77  of  the 
National  Bankruptcy  Act,  as  amended.  In 
such  case  the  amount  of  any  Income  of  the 
taxpayer  attributable  to  any  unamortized 
premium  (computed  as  of  the  first  day  ol 
the  taxable  year  in  which  such  discharge 
occurred)  with  respect  to  such  indebtedness 
shall  not  be  included  in  gross  Income  and 
the  amount  of  tlie  deduction  attributable  to 
any  unamortized  discount  (computed  as  ol  ' 
the  first  day  of  the  taxable  year  in  which 
such  discharge  occurred)  with  respect  to 
such  Indebtedness  shall  not  be  allowed  as  a 
deduction.  Paragraph  (9)  shall  not  apply 
with  respect  to  any  discharge  of  indebtedness 
to  which  this  paragraph  applies.  Tliis  para¬ 
graph  shall  not  apply  to  any  discharge  occur-  i 
ring  in  a  taxable  year  beginning  after  | 
December  31,  1954.  ? 

(Sec.  22  (b)  (10)  as  added  by  sec.  114  (b). 
Rev.  Act  1942;  amended  by  sec.  152,  Rev.  Act 
.’945;  sec.  1,  Pub.  Law  578  (79th  Cong.);  sec.  1 
3,  Pub.  Law  112  (80th  Cong.);  sec.  3.  Pub.  | 
Law  271  (81st  Cong./ ;  sec.  201,  Rev.  Act  1950; 
sec.  304  (b).  Rev.  Act  1951]  I 

§  39.22  (b)  (lO)-l  Income  from  dis-  ^ 
charge  of  indebtedness  of  railroad  corpo-  '■ 
rations,  (a)  Under  section  22  (b)  (10) 
the  amount  of  any  income  attributable  to 
the  discharge,  within  the  taxable  year,  of  : 
any  indebtedness  of  a  railroad  corpora¬ 
tion  as  a  result  of  an  order  of  a  court 
in  a  receivership  proceeding,  or  in  a  rail¬ 
road  reorganization  proceeding  under 
section  77  of  the  Bankruptcy  Act  (11 
U.  S.  C.  205)  is,  for  taxable  years  begin¬ 
ning  before  January  1,  1955,  excluded 
from  the  gross  income  of  the  railroad 
corporation.  The  section  is  applicable 
only  in  a  case  where  income  accrues  to  a 
taxpayer  from  the  modification  or  can-  i 
cellation  of  the  corporate  indebtedness  1 
(whether  in  whole  or  in  part)  pursuant 
to  a  court  order. 

(b)  The  railroad  corporations  to 
which  this  section  and  section  22  (b) 
(10)  apply  are  those  defined  in  section 
77  ( m )  of  the  Bankruptcy  Act  ( 1 1  U.  S.  C. 
205  (m)),  namely,  any  common  carrier 
by  railroad  engaged  in  the  tran-sportation 
of  persons  or  property  in  interstate  com¬ 
merce,  except  a  street,  a  suburban,  or 
interurban  electric  railway  which  is  not 
operated  as  a  part  of  a  general  railroad 
system  of  transportation  or  which  does 
not  derive  more  than  50  percent  of  its 
operating  revenues  from  the  transporta¬ 
tion  of  freight  in  standard  steam  rail¬ 
road  freight  equipment. 

(c)  As  used  in  section  22  (b)  (10)  and 
this  section,  the  term  “indebtedness" 
means  an  obligation,  absolute  and  not 
contingent,  to  pay  on  demand  or  within 
a  given  time,  in  cash  or  another  medium, 
a  fixed  amount. 

(d)  If,  as  a  result  of  the  discharges 
indebtedness,  there  remains  unamortized 
premium  or  unamortized  discount,  the 
amount  of  the  income  attributable  to 
such  premium  is  to  be  excluded  from 
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gross  income  and  the  amount  of  the  de¬ 
duction  attributable  to  such  discount 
shall  be  disallowed  as  a  deduction.  The 
unamortized  premium  and  unamortized 
discount,  as  the  case  may  be,  is  in  each 
Instance  to  be  computed  as  of  the  first 
day  of  the  taxable  year  in  which  the 
discharge  of  indebtedness  occurred. 

(e)  The  provisions  of  section  22  (b) 
(10)  and  this  section  are  applicable  with 
respect  to  any  discharge  occurring  in  a 
taxable  year  beginning  before  January 
1, 1955. 

§  39.22  (b)  (11)  Statutory  provisions: 
exclusions  from  gross  income;  improve¬ 
ments  by  lessee  on  lessor’s  property. 

Sec.  22.  Gross  income.  •  •  • 

(b)  Exclusions  from  gross  income.  The 
following  Itenis  shall  not  be  included  in  gross 
Income  and  shall  be  exempt  from  taxation 
under  this  chapter:  •  •  • 

(11)  Improvements  by  lessee  on  lessor's 
property.  Income,  other  than  rent,  derived 
by  a  lessor  of  real  property  upon  the  termina¬ 
tion  of  a  lease,  representing  the  value  of  such 
property  attributable  to  buildings  erected  or 
other  improvements  made  by  the  lessee. 

[Sec.  22  (b)  (11)  as  added  by  sec.  115  (a), 
Bev.  ^ct  1942] 

§39.22  (b)  (ll)-l  Exclusion  from 
gross  income  of  lessor  of  real  property  of 
value  of  improvements  erected  by  les¬ 
see.  (a)  Income  derived  by  a  lessor  of 
real  property  upon  the  termination, 
through  forfeiture  or  otherwise,  of  the 
lease  of  such  property  and  attributable 
to  buildings  erected  or  other  improve¬ 
ments  made  by  the  lessee  upon  the 
leased  property  is  excluded  from  gross 
income.  However,  where  the  facts  dis¬ 
close  that  such  buildings  or  improve¬ 
ments  represent  in  whole  or  in  part  a 
liquidation  in  kind  of  lease  rentals,  the 
exclusion  from  gross  income  shall  not 
apply  to  the  extent  that  such  buildings 
or  improvements  represent  such  liqui¬ 
dation.  The  exclusion  applies  only 
with  respect  to  the  income  realized  by  the 
lessor  upon  the  termination  of  the  lease 
and  has  no  application  to  income,  if  any, 
in  the  form  of  rent,  which  may  be  de¬ 
rived  by  a  lessor  during  the  period  of  the 
lease  and  attributable  to  buildings 
erected  or  other  improvements  made  by 
the  lessee.  It  has  no  application  to  in¬ 
come  which  may  be  realized  by  the  les¬ 
sor  upon  the  termination  of  the  lease 
but  not  attributable  to  the  value  of  such 
buildings  or  improvements.  Neither 
does  it  apply  to  income  derived  by  the 
lessor  subsequent  to  the  termination  of 
the  lease  incident  to  the  ownership  of 
such  buildings  or  improvements. 

(b)  The  provisions  of  this  section  may 
be  illustrated  by  the  following  example: 

Example.  The  A  Corporation  leased  In 
1945  for  a  period  of  60  years  unimproved 
feal  property  to  the  B  Corporation  under  a 
lease  providing  that  the  B  Corporation  erect 

the  leased  premises  an  office  building 
costing  $500,000,  In  addition  to  paying  the 
A  Corporation  a  lease  rental  of  $10,0()0  per 
annum  beginning  on  the  date  of  completion 

the  Improvements,  the  sum  of  $100,000 
being  placed  In  escrow  for  the  payment  of 
ibe  rental.  The  building  was  completed  on 
January  l,  1947.  The  lease  provided  that  aU 
hnprovements  made  by  the  lessee  on  the 
leased  property  would  become  the  absolute 
property  of  the  A  Corporation  on  the  terml- 
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nation  of  the  lease  by  forfeiture  or  otherwise 
and  that  the  lessor  would  become  entitled  on 
such  termination  to  the  remainder  of  the 
sum.  If  any,  remaining  in  the  escrow  fund. 
The  B  Corporation  forfeited  Its  lease  on  Jan¬ 
uary  1,  1952,  when  the  Improvements  had  a 
value  of  $100,000.  Under  the  provisions  of 
section  22  (b)  (11),  the  $100,000  Is  excluded 
from  gross  Income.  The  amount  of  $50,000 
representing  the  remainder  In  the  escrow 
fund  Is  forfeited  to  the  A  Corporation  and  is 
included  in  the  gross  income  of  that  tax¬ 
payer.  As  to  the  basis  of  the  property  In 
the  hands  of  the  A  Corporation,  see  $  39.113 
(c)-l. 

§  39.22  (b)  (12)  Statutory  provisions; 
exclusions  from  gross  income;  recovery 
of  bad  debts,  prior  taxes,  and  delinquency 
amounts. 

Sec.  22.  Gross  income.  •  •  • 

(b)  Exclusions  from  gross  income.  The 
following  Items  shall  not  be  Included  In  gross 
Income  and  shall  be  exempt  from  taxation 
under  this  chapter:  •  •  • 

(12)  Recovery  of  bad  debts,  prior  taxes, 
and  delinquency  amounts.  Income  attribu¬ 
table  to  the  recovery  during  the  taxable  year 
of  a  bad  debt,  prior  tax,  or  delinquency 
amount,  to  the  extent  of  the  amount  of  the 
recovery  exclusion  with  respect  to  such  debt, 
tax,  or  amount.  For  the  purposes  of  this 
paragraph : 

(A)  Definition  of  bad  debt.  The  term 
"bad  debt"  means  a  debt  on  account  of 
worthlessness  or  partial  worthlessness  of 
which  a  deduction  was  allowed  for  a  prior 
taxable  year. 

(B)  Definition  of  prior  tax.  The  term 
"prior  tax"  means  a  tax  on  account  of  which 
a  deduction  or  credit  was  allowed  for  a  prior 
taxable  year. 

(C)  Definition  of  delinquency  amount. 
The  term  "delinquency  amount"  means  an 
amount  paid  or  accrued  on  account  of  which 
a  deduction  or  credit  was  allowed  for  a 
prior  taxable  year  and  which  Is  attributable 
to  failure  to  file  return  with  respect  to  a  tax, 
or  pay  a  tax,  within  the  time  required  by 
the  law  under  which  the  tax  la  imposed,  or 
to  failure  to  file  return  with  respect  to  a  tax 
or  pay  a  tax. 

(D)  Definition  of  recovery  exclusion.  The 
term  "recovery  exclusion",  with  respect  to  a 
bad  debt,  prior  tax,  or  delinquency  amount, 
means  the  amount,  determined  In  accord¬ 
ance  with  regulations  prescribed  by  the  Com¬ 
missioner  with  the  approval  of  the  Secretary, 
of  the  deductions  or  credits  allowed,  on  ac¬ 
count  of  such  bad  debt,  prior  tax,  or  de¬ 
linquency  amount,  which  did  not  result  In 
a  reduction  of  the  taxpayer’s  tax  under  this 
chapter  (not  including  the  tax  under  section 
102)  or  corresponding  provisions  of  prior 
revenue  laws,  reduced  by  the  amount  ex- 
cludible  In  previous  taxable  years  with  respect 
to  such  debt,  tax,  or  amount  under  this 
paragraph. 

(E)  Special  rules  in  case  of  section  102 
tax  and  personal  holding  company  tax.  In 
the  application  of  subpar^raphs  (A),  (B), 
(C),  and  (D)  In  determining  the  tax  under 
section  102  or  Subchapter  A  of  Chapter  2, 
a  recovery  exclusion  allowed  for  the  purposes 
of  Chapter  1  shall  be  allowed  for  the  purpose 
of  such  section  or  subchapter  whether  or 
not  the  bad  debt,  prior  tax,  or  delinquency 
amount  resulted  In  a  redu<;tion  of  the  section 
102  tax  or  Subchapter  A  tax  for  the  prior 
taxable  year;  and  In  the  case  of  a  bad  debt, 
prior  tax,  or  delinquency  amotmt  not  allow¬ 
able  as  a  deduction  or  credit  for  the  prior 
taxable  year  under  Chapter  1  (except  section 
102)  but  allowable  for  the  same  taxable  year 
under  such  section  or  subchapter  a  recovery 
exclusion  shall  be  allowable  for  the  purposes 
of  such  section  or  subchapter  If  such  bad 
debt,  prior  tax,  or  delinquency  amount  did 
not  result  in  a  reduction  of  the  tax  imder 
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such  section  102  or  such  Subchapter  A.  As 
used  in  this  subparagraph  references  to 
Chapter  1,  section  102,  and  Subchapter  A  In 
the  case  of  taxable  years  not  subject  to  the 
Internal  Revenue  Code,  shall  be  held  to  be 
made  to  corresponding  provisions  of  prior 
revenue  Acts. 

[Sec.  22  (b)  (12)  as  added  by  sec.  116  (a). 
Rev.  Act  1942] 

§  39.22  (b)  (12)-1  Recovery  of  certain 
items  previously  deducted — (a)  In  gen¬ 
eral.  Section  22  (b)  (12)  provides  that 
income  attributable  to  the  recovery  dur¬ 
ing  any  taxable  year  of  bad  debts,  prior 
taxes,  and  delinquency  amounts  shall  be 
excluded  from  gross  income  to  the  extent 
of  the  "recovery  exclusion”  with  respect 
to  such  items.  The  rule  of  exclusion  so 
prescribed  by  statute  applies  equally  with 
respect  to  all  other  losses,  expenditures, 
and  accruals  made  the  basis  of  deduc¬ 
tions  from  gross  income  Tor  prior  taxable 
years,  including  war  losses  referred  to  in 
section  127,  but  not  including  deductions 
with  respect  to  depreciation,  depletion, 
amortization,  or  amortizable  bond  pre¬ 
miums.  See  Dobson  v.  Commissioner, 
320  U.  S.  489.  The  term  “recovery  ex¬ 
clusion”  as  used  in  this  section  means 
accordingly  an  amount  equal  to  the  por¬ 
tion  of  the  bad  debts,  prior  taxes,  and 
delinquency  amounts  (the  items  specifi¬ 
cally  referred  to  in  section  22  (b)  (12) ), 
and  of  all  other  items  subject  to  the  rule 
of  exclusion  which,  when  deducted  or 
credited  for  a  prior  taxable  year,  did  not 
result  in  a  reduction  of  any  tax  of  the 
taxpayer  under  chapter  1  of  the  Internal 
Revenue  Code  (other  than  a  tax  under 
section  102)  or  under  corresponding  pro¬ 
visions  of  prior  revenue  laws. 

(1)  Section  22  (b)  (12)  items.  The 
term  “section  22  (b)  (12)  items”  as  used 
in  this  section  means  those  bad  debts, 
prior  taxes,  delinquency  amounts,  and  all 
other  items  subject  to  the  rule  of  exclu¬ 
sion,  for  which  a  deduction  or  credit  was 
allowed  for  a  prior  taxable  year.  If  a 
bad  debt  was  previously  charged  against 
a  reserve  by  a  taxpayer  on  the  reserve 
method  of  treating  bad  debts,  it  was  not 
deducted,  and  it  is  therefore  not  con¬ 
sidered  a  section  22  (b)  (12)  item.  Bad 
debts,  prior  taxes,  and  delinquency 
amounts  are  defined  in  section  22  (b) 
(12)  (A),  (B).  and  (C),  respectively.  A 
typical  example  of  a  delinquency  amount 
described  in  that  section  is  interest  upon 
delinquent  taxes.  A  typical  example  of 
the  other  items  not  expressly  referred 
to  in  section  22  (b)  (12)  but  nevertheless 
subject  to  the  rule  of  exclusion  is  a  less 
sustained  upon  the  sale  of  stock  and  later 
recovered,  in  whole  or  in  part,  through 
an  action  against  the  party  from  whom 
such  stock  had  been  purchased. 

(2)  Definition  of  "recovery.”  Recov¬ 
eries  result  from  the  receipt  of  amounts 
in  respect  of  ihe  previously  deducted  or 
credited  section  22  (b)  (12)  items,  such 
as  from  the  collection  or  sale  of  a  bad 
debt,  refund  or  credit  of  taxes  paid,  or 
cancellation  of  taxes  accrued.  Care 
should  be  taken  in  the  case  of  bad  debts 
which  were  treated  as  only  partially 
worthless  in  prior  years  to  distinguish 
between  the  item  described  in  section 
22  (b)  (12),  that  is,  the  part  of  such 
debt  which  was  deducted,  and  the  part 
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not  previously  deducted,  which  is  not  a 
section  22  (b)  (12)  item  and  is  con¬ 
sidered  the  first  part  collected.  The 
collection  of  the  part  not  deducted  is 
not  considered  a  “recovery.”  Further¬ 
more,  the  term  “recovery”  does  not  in¬ 
clude  the  jain  resulting  from  the  receipt 
of  an  amount  on  account  of  a  section 
22  (b)  (12)  item  which,  together  with 
previous  such  receipts,  exceeds  the  de¬ 
duction  or  credit  previously  allowed  for 
such  item.  For  instance,  a  $100  cor¬ 
porate  bond  purchased  for  $40  and  later 
deducted  as  worthless  is  subsequently 
collected  to  the  extent  of  $50.  The  $10 
gain  (excess  of  $50  collection  over  $40 
cost)  is  not  a  recovery  of  a  section  22 
(b)  (12)  item.  Such  gain  is  in  no  case 
excluded  from  gross  income  under  sec¬ 
tion  22  (b)  (12),  regardless  of  whether 
the  $40  recovery  is  or  is  not  excluded. 

(3)  Treatment  of  debt  deducted  in 
more  than  one  year  by  reason  of  partial 
worthlessness.  In  the  case  of  a  bad  debt 
deducted  in  part  for  two  or  more  prior 
years,  each  such  deduction  of  a  part  of 
the  debt  is  considered  a  separate  section 
22  (b)  (12)  item.  A  recovery  with  re¬ 
spect  to  such  debt  is  considered  first  a 
recovery  of  those  items  (or  portions 
thereof),  resutling  from  such  debt,  for 
which  there  are  recovery  exclusions.  If 
there  are  recovery  exclusions  for  two  or 
more  items  resulting  from  the  same  bad 
debt,  such  items  are  considered  recovered 
in  the  order  of  the  taxable  years  for 
which  they  were  deducted,  beginning 
with  the  latest.  The  recovery  exclusion 
for  any  such  item  is  determined  by  con¬ 
sidering  the  recovery  exclusion  with 
resp>ect  to  the  prior  year  for  which  such 
item  was  deducted  as  being  first  used  to 
offset  all  other  applicable  recoveries  in 
the  year  in  which  the  bad  debt  is  recov¬ 
ered. 

(4)  Special  provisions  as  to  worthless 
bonds,  etc.,  which  are  treated  as  capital 
losses.  Bad  debts  on  account  of  certain 
worthless  securities  and  certain  nonbusi¬ 
ness  bad  debts  are  treated  as  losses  from 
the  sale  or  exchange  of  capital  assets. 
See  section  23  (k).  The  amounts  of  the 
deductions  allowed  for  any  year  under 
section  117  (d)  on  account  of  such  losses 
for  such  year  are  considered  to  be  sec¬ 
tion  22  (b)  (12)  items.  Any  part  of  such 
losses  which,  under  section  117  (d),  is  a 
deduction  for  a  subsequent  year  through 
the  capital  loss  carry-over  (any  later 
receipt  of  an  amount  with  respect  to  such 
deducted  loss  is  a  recovery)  is  considered 
a  section  22  (b)  (12)  item  for  the  year  in 
which  such  loss  was  sustained. 

(b)  Computation  of  recovery  exclu¬ 
sion — (1)  Amount  of  recovery  exclusion 
allowable  for  year  of  recovery.  For  the 
year  of  any  recovery,  the  section  22  (b) 
(12)  items  which  were  deducted  or  cred¬ 
ited  for  one  prior  year  are  considered  as 
a  group  and  the  recovery  thereon  is  con¬ 
sidered  separately  from  recoveries  of  any 
items  which  were  deducted  or  credited 
for  other  years.  This  recovery  is  ex¬ 
cluded  from  gross  income  to  the  extent 
of  the  recovery  exclusion  with  respect  to 
this  group  of  items  as  (i)  determined  for 
the  original  year  for  which  such  items 
were  deducted  or  credited  (see  subpara¬ 
graph  (2)  of  this  paragraph)  and  (ii) 


reduced  by  the  excludible  recoveries  in 
intervening  years  on  account  of  all  sec¬ 
tion  22  (b)  (12)  items  for  such  original 
year.  A  taxpayer  claiming  a  recovery 
exclusion  shall  submit,  at  the  time  the 
exclusion  is  claimed,  the  computation  of 
the  recovery  exclusion  claimed  for  the 
original  year  for  which  the  items  were 
deducted  or  credited,  and  computations 
showing  the  amount  recovered  in  inter¬ 
vening  years  on  account  of  the  section  22 
(b)  (12)  items  deducted  or  credited  for 
the  original  year. 

(2)  Determination  of  recovery  exclu¬ 
sion  for  original  year  for  which  items 
were  deducted  or  credited,  (i)  The  re¬ 
covery  exclusion  for  the  taxable  year  for 
which  section  22  (b)  (12)  items  w'ere 
deducted  or  credited  (that  is,  the  “origi¬ 
nal  taxable  year”)  is  the  portion  of  the 
aggregate  amount  of  such  deductions  and 
credits  which  could  be  disallowed  with¬ 
out  causing  an  increase  in  any  tax  of  the 
taxpayer  imposed  under  chapter  1  of  the 
Internal  Revenue  Code  (such  as  the 
normal  tax  and  surtax),  other  than  the 
tax  imposed  on  corporations  by  section 
102  for  the  improper  accumulation  of 
surplus,  or  in  any  tax  imposed  under 
corresponding  provisions  of  prior  reve¬ 
nue  laws.  For  the  purpose  of  such  re¬ 
covery  exclusion,  consideration  must  be 
given  to  the  effect  of  net  operating  loss 
carry-overs  and  carry-backs  or  capital 
loss  carry-overs. 

(ii)  This  rule  shall  be  applied  by  de¬ 
termining  the  recovery  exclusion  as  the 
aggregate  amount  of  the  section  22  (b) 
(12)  items  for  the  original  year  for  which 
such  items  were  deducted  or  credited  re¬ 
duced  by  whichever  of  the  following 
amounts  is  the  greatest: 

(a)  The  difference  between  (.1)  the  in¬ 
come  subject  to  normal  tax  (net  income 
reduced  by  credits  allowable  for  normal 
tax  purposes)  for  such  original  year  and 
(2)  the  income  subject  to  normal  tax 
computed  without  regard  to  the  section 
22  (b)  (12)  items  for  such  original  year. 

(b)  The  difference  between  (I)  the 
net  income  subject  to  surtax  for  such 
original  year  and  (2)  the  net  income  sub¬ 
ject  to  surtax  computed  without  regard 
to  section  22  (b)  (12)  items  for  such 
original  year. 

(c)  For  taxable  years  beginning  after 
December  31,  1942,  and  before  January 
1,  1944,  in  the  case  of  taxpayers  other 
than  corporations,  the  difference  be¬ 
tween  (I)  the  income  subject  to  victory 
tax  (the  victory  tax  net  income  reduced 
by  the  specific  exemption)  for  such 
original  year  and  (2)  the  income  subject 
to  victory  tax  computed  without  regard 
to  the  section  22  (b)  (12)  items  for  such 
original  year.  See  sections  450  to  476, 
inclusive.  Internal  Revenue  Code  as  ap¬ 
plicable  to  such  taxable  year. 

id)  In  the  case  of  a  taxpayer  subject 
to  any  income  tax  in  lieu  of  normal  tax 
or  surtax  or  both  (except  the  alternative 
tax  on  capital  gains  imposed  by  section 
117  (c),  which  is  disregarded),  the  dif¬ 
ference  betw’een  (I)  the  income  subject 
to  such  tax  for  such  original  year  and 
(2)  the  income  subject  to  such  tax  com¬ 
puted  without  regard  to  the  section  22 
(b)  (12)  items  for  such  original  year. 


(Neither  the  amount  determined  under 
il)  nor  the  amount  under  (2)  of  (a), 
(b),  (c)  or  id)  of  this  subdivision  shall 
in  any  case  be  considered  less  than  zero.) 
For  this  determination  of  the  recovery 
exclusion,  the  aggregate  of  the  section 
22  (b)  (12)  items  must  be  further  de¬ 
creased  by  the  portion  thereof  which 
caused  a  reduction  in  tax  in  preceding 
or  succeeding  taxable  years  through  any 
net  operating  loss  carry-overs  or  carry¬ 
backs  or  capital  loss  carry-overs  affect^ 
by  such  items.  This  decrease  is  the  ag¬ 
gregate  of  the  largest  amount  deter¬ 
mined  for  each  of  such  preceding  and 
succeeding  years  under  (a) ,  (b) ,  (c) ,  and 
id)  of  this  subdivision,  the  computation 
of  each  carry-over  or  carry-back  to  the 
preceding  or  succeeding  year  being  made 
under  il)  of  ia),  ib) ,  ic),  and  id)  of 
this  subdivision  with  regard  to  the  sec¬ 
tion  22  (b)  (12)  items  for  the  original 
year  and  such  computation  being  made 
under  (2)  of  ia),  (b),  (c),and  id)  of  this 
subdivision  without  regard  to  such  items. 
For  the  purposes  of  the  preceding  sen¬ 
tence,  the  computations  under  both  il) 
and  (2)  of  ia),  ib),  ic) ,  and  id)  of  this 
subdivision  shall  be  made  without  regard 
to  any  section  22  (b)  (12)  items  for  such 
preceding  or  succeeding  year  and  the 
carry-overs  and  carry-backs  to  such  year 
shall  be  determined  without  regard  to 
any  section  22  (b)  (12)  items  for  years 
subsequent  to  the  original  year. 

(3)  Example.  The  provisions  of  this 
paragraph  may  be  illustrated  by  the  fol¬ 
lowing  example: 

Example.  A  single  Individual,  who  has  no 
dependents,  has  for  1952  $2,8(X)  gross  Income, 
a  depreciation  deduction  of  $2,000,  and  a 
deduction  of  $900  for  bad  debts  and  of  $700 
for  property  taxes.  His  Income  and  deduc¬ 
tions  for  1951  are  set  out  below.  His  re¬ 
covery  exclusion  on  account  of  the  section 
22  (b)  (12)  Items  for  1952  (the  debts  and 
taxes)  is  $600,  determined  by  reducing  the 
$1,600  aggregate  of  the  section  22  (b)  (12) 
Items  by  the  $200  difference  between  the 
surtax  net  Income  for  1952  computed  with 
and  without  regard  to  such  aggregate,  since 
this  difference  Is  greater  than  such  difference 
between  the  Incomes  subject  to  normal  tax, 
arcertained  as  follows: 


With  de¬ 
duction 
of  sec. 

22  (h) 
(12) 
items 

Without 
dcdu^ 
tion  of 
S('c.  22 
(l))  (12) 
items 

Orofss  income . . 

$2.M)0 

2,000 

$2.!W 

Less;  Depreciation _ 

ZUflO 

Remainder . 

Mm 

HO 

I.CIK) 

Net  income  or  (loss') . . 

(bOO)  1 

HO 

Exemption  under  si'c.  25  (b)  (1) 
(A) . 

fiOO  I 

600 

Surtax  net  income...... . 

0 

200 

Intcrc'St  on  U.  8.  obligations 
exempt  from  normal  tax . 

0 

M 

Net  income  subject  to  nf>rmal  tax. 

0 

120 

Difference  between  surtax  net  in- 

ao 

Difference  t)etween  incomes  sub¬ 
ject  to  normal  tax  ($12t>-$0) . 

130 

The  taxpayer  had  no  Items  which  would 
cause  section  122  (d)  adjustments  for  1952 
or  1951.  For  1951  he  had  $6,000  gross  Income 
and  his  only  deduction  was  a  net  operating 
loss  deduction  of  $800  based  on  his  loss  for 
1952.  There  would  be  no  net  operating  loss 
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deduction  for  1951  If  the  carry-back  to  1951 
vas  computed  without  regard  to  the  section 
23  (b)  (12)  Items  for  1952.  Accordingly, 
1800  of  such  items  for  1952  resulted,  by  way 
ol  carry-back  to  1951,  In  a  reduction  of  tax 
for  1951,  since  net  income  subject  to  normal 
tax  and  surtax  net  Income  for  1951  were 
reduced  to  the  extent  of  the  carry-back 
(computed  in  the  manner  set  forth  in  the 
table  above).  The  $1,600  aggregate  of  the 
KCtion  22  (b)  (12)  Items  for  1952  is  further 
reduced  by  the  $800  which  caused  the  reduc¬ 
tion  In  tax  through  the  carry-back.  There¬ 
fore.  the  recovery  exclusion  for  the  items  for 
1952  is  $600,  that  is,  the  $1,600  aggregate  of 
luch  items  reduced  by  the  $200  and  by  the 
1800.  If  in  1956  the  taxpayer  recovers  $400 
of  the  property  taxes,  all  of  the  recovery  is 
excluded  from  the  income  by  reason  of  the 
recovery  exclusion  of  $600  determined  for  the 
original  year  1952.  If  in  1957  he  recovers 
111  the  bad  debt  of  $900,  $200  is  excluded 
from  gross  Income.  That  is,  the  recovery  ex¬ 
clusion  of  $600  determined  for  the  original 
year  1952  is  reduced  by  the  $400  recovery  in 
1956  on  account  of  the  section  22  (b)  (12) 
items  deducted  for  such  original  year. 

(c)  Provisions  as  to  taxes  imposed  by 
section  102  and  subchapter  A  of  chapter 
2.  Section  22  (b)  (12)  (E)  provides 
special  rules  for  determining  the  recov¬ 
ery  exclusion  in  the  case  of  the  tax  im¬ 
posed  on  corporations  by  section  102  for 
the  improper  accumulation  of  surplus 
and  the  tax  imposed  on  personal  hold¬ 
ing  companies  by  subchapter  A  of  chap¬ 
ter  2  of  the  Internal  Revenue  Code. 
Such  taxpayers  have,  for  the  purposes  of 
such  taxes,  the  recovery  exclusion  de¬ 
scribed  in  the  preceding  paragraphs  of 
this  section.  This  recovery  exclusion  is 
used  for  the  purposes  of  the  taxes  im¬ 
posed  by  section  102  and  subchapter  A 
of  chapter  2  regardless  of  what  particu¬ 
lar  effect  the  section  22  (b)  (12)  items 
had  on  such  taxes,  that  is,  regardless  of 
whether  the  section  22  (b)  (12)  items 
did  or  did  not  cause  a  reduction  of  such 
taxes.  Furthermore,  a  recovery  exclu¬ 
sion  is  granted  for  certain  other  items 
which  are  described  in  section  22  (b) 
(12)  (E).  The  recovery  exclusion  on 
account  of  such  other  items  shall  be  de¬ 
termined  under  the  principles  set  forth 
in  this  section  with  respect  to  section  22 
(b)  (12)  items. 

139.22  (b)  (13)  Statutory  provisions : 
exclusions  from  gross  income;  additional 
allowance  for  certain  members  of  the 
armed  forces. 

Sec.  22.  Gross  income.  •  •  • 

(b)  Exclusions  from  gross  income.  The 
following  items  shall  not  be  Included  In  gross 
Income  and  shall  be  exempt  from  taxation 
under  this  chapter:  •  •  • 

(13)  Additional  allowance  for  certain  mem- 
of  the  armed  forces — (A)  Enlisted  per- 
wnnel.  Compensation  received  for  active 
Krvice  as  a  member  below  the  grade  of  com¬ 
missioned  officer  In  the  armed  forces  of  the 
United  States  for  any  month  during  any  part 
of  which  such  member — 

(I)  Served  In  a  combat  zone  after  June  24, 
1950.  and  prior  to  January  1,  1954,  or 

(II)  Was  hospitalized  as  a  result  of  wounds, 
Uhease,  or  injury  Incurred  while  serving  In  a 
combat  zone  prior  to  January  1,  1954;  but 
Ihls  clause  shall  not  apply  for  any  month 
during  any  part  of  which  there  are  no  com¬ 
batant  activities  In  any  combat  zone  as  de¬ 
termined  under  subparagraph  (C)  (111)  of 
this  paragraph. 

(B)  Commissioned  officers.  So  much  of 
the  compensation  as  does  not  exceed  $200 


received  for  active  service  as  a  commissioned 
officer  in  the  armed  forces  of  the  United 
States  for  any  month  dtulng  any  part  of 
which  such  officer — 

(I)  Served  In  a  combat  zone  after  June  24, 
1950,  and  prior  to  January  1,  1954,  or 

(II)  Was  hospitalized  as  a  result  of 
wounds,  disease,  or  Injury  incurred  while 
serving  In  a  combat  zone  prior  to  January 
1,  1954;  but  this  clause  shall  not  apply  for 
any  month  during  any  part  of  which  there 
are  no  combatant  activities  In  any  combat 
zone  as  determined  under  subparagraph  (C) 
(ill)  of  this  paragraph. 

(C)  Definitions.  For  the  purposes  of  this 
paragraph — 

(I)  The  term  "commissioned  officer”  does 
not  include  a  commissioned  warrant  officer; 

(II)  The  term  “combat  zone”  means  any 
area  which  the  President  of  the  United  States 
by  Executive  Order  designates,  for  the  pur¬ 
poses  of  this  paragraph,  as  an  area  In  which 
armed  forces  of  the  United  States  are  or  have 
(after  June  24,  1950)  engaged  in  combat; 

(ill)  Service  Is  performed  in  a  combat  zone 
only  if  performed  on  or  after  the  date  desig¬ 
nated  by  the  President  by  Executive  Order  as 
the  date  of  the  commencing  of  combatant 
activities  In  such  zone,  and  on  or  before  the 
date  designated  by  the  President  by  Execu¬ 
tive  Order  as  the  date  of  the  termination  of 
combatant  activities  In  such  zone,  except 
that  June  25,  1950,  shall  be  considered  the 
date  of  the  commencing  of  combatant  activi¬ 
ties  in  the  combat  zone  designated  in  Execu¬ 
tive  Order  10195;  and 

(Iv)  The  term  “compensation”  does  not 
Include  pensions  and  retirement  pay. 

(Sec.  22  (b)  (13)  as  added  by  sec.  117,  Rev. 
Act  1942,  amended  by  sec.  7  (a).  Current  Tax 
Payment  Act  1943;  sec.  141  (a) ,  Rev.  Act  1945; 
sec.  7,  Pub.  Law  384  (  80th  Cong.);  sec.  202 

(a) .  Rev.  Act  1950;  sec.  305  (a),  (b).  Rev. 
Act  1951] 

§  39.22  (b)  (13)-1  Compensation  of 
members  of  the  armed  forces  of  the 
United  States  for  service  in  a  combat 
zone  before  January  1, 1954,  or  for  service 
while  hospitalized  as  a  result  of  such 
combat-zone  service,  (a)  In  addition  to 
the  exemptions  and  credits  otherwise 
applicable,  section  22  (b)  (13)  provides 
that  there  shall  be  excluded  from  gross 
income : 

(1)  Compensation  received  for  active 
service  as  a  member  below  the  grade  of 
commissioned  officer  in  the  armed  forces 
of  the  United  States  for  any  month  dur¬ 
ing  any  part  of  which  such  member  (i) 
served  in  a  combat  zone  before  January 
1,  1954,  or  (ii)  was  hospitalized  at  any 
place  as  a  result  of  wounds,  disease,  or 
injury  incurred  while  so  serving  provided 
that  during  all  of  such  month  there  are 
combatant  activities  in  some  combat 
zone. 

(2)  In  the  case  of  compensation  re¬ 
ceived  for  active  service  as  a  commis¬ 
sioned  officer  in  the  armed  forces  of  the 
United  States  for  any  month  during  any 
part  of  which  such  officer  (i)  served, in 
a  combat  zone  before  January  1,  1954,  or 
(ii)  was  hospitalized  at  any  place  as  a 
result  of  wounds,  disease,  or  injury  in¬ 
curred  while  so  serving  provided  that 
during  all  of  such  month  there  are  com¬ 
batant  activities  in  some  combat  zone,  so 
much  of  such  compensation  as  does  not 
exceed  $200. 

(b)  The  exclusions  under  section  22 

(b)  (13)  and  this  section  are  applicable 
only  if  active  service  is  performed  in  a 
combat  zone  before  January  1,  1954. 
Compensation  is  subject  to  exclusion 


whether  or  not  it  is  received  outside  a 
combat  zone  or  while  the  recipient  is 
hospitalized  or  in  a  year  (including  a 
year  after  1953)  different  from  that  in 
which  the  service  was  rendered  for  which 
the  compensation  is  paid.  Service  is  per¬ 
formed  in  a  combat  »one  only  if  it  is 
performed  in  an  area  which  the  Presi¬ 
dent  of  the  United  States  has  designated 
by  Executive  order,  for  the  purpose  of 
section  22  (b)  (13),  as  an  area  in  which 
armed  forces  of  the  United  States  are  or 
have  engaged  in  combat,  and  only  if  it 
is  performed  on  or  after  the  date  desig¬ 
nated  by  the  President  by  Executive  order 
as  the  date  of  the  commencing  of  com¬ 
batant  activities  in  such  zone  (except 
that  the  date  June  25,  1950,  in  the  com¬ 
bat  zone  designated  in  Executive  Order 
10195,  shall  be  considered  the  date  of  the 
commencing  of  combatant  activities  in 
such  zone)  and  on  or  before  the  date  des¬ 
ignated  by  the  President  by  Executive 
order  as  the  date  of  the  termination  of 
combatant  activities  in  such  zone.  If  a 
member  of  the  armed  forces  serves  in 
a  combat  zone  or  is  hospitalized  for  any 
part  of  a  month,  he  is  entitled  to  the  ex¬ 
clusion  for  such  month  to  the  same 
extent  as  if  he  had  served  in  such  zone, 
or  had  been  hospitalized,  for  the  entire 
month. 

(c)  If  an  individual  is  hospitalized  for 
a  wound,  disease,  or  injury  while  serving 
in  a  combat  zone,  the  wound,  disease,  or 
injury  will,  unless  the  contrary  clearly 
appears,  be  presumed  to  have  been  in¬ 
curred  while  serving  in  a  combat  zone. 
In  certain  cases,  however,  a  wound,  dis¬ 
ease,  or  injury  may  have  been  incurred 
while  serving  in  a  combat  zone  even 
though  the  individual  was  not  hospital¬ 
ized  for  it  while  so  serving.  And,  in  ex¬ 
ceptional  cases,  a  wound,  disease,  or 
injury  will  not  have  been  incurred  while 
serving  in  a  combat  zone  even  though 
the  individual  was  hospitalized  for 
it  while  so  serving. 

(d)  These  principles  may  be  illus¬ 
trated  by  the  following  examples: 

Example  (1).  An  Individual  is  hospitalized 
in  a  combat  zone  for  a  specific  disease  after 
having  served  in  such  zone  for  three  weeks. 
The  incubation  period  of  such  disease  is  from 
two  to  four  weeks.  Such  disease  was  in¬ 
curred  while  serving  in  the  combat  zone. 

Example  (2) .  The  facts  are  the  same  as  in 
example  ( 1 )  except  that  the  Incubation 
period  is^  one  year.  Such  disease  was  not 
Incurred  while  serving  in  the  combat  zone. 

Example  (3).  A  member  of  the  Air  Force, 
stationed  outside  the  combat  zone,  is  shot 
while  participating  in  an  aerial  flight  over 
the  combat  zone,  but  is  not  hospitalized 
until  he  returns  to  his  home  base.  Such 
injury  was  Incurred  while  serving  in  a  com¬ 
bat  zone. 

Example  (4).  An  Individual  is  hospital¬ 
ized  for  a  specific  disease  three  weeks  after 
having  departed  from  a  combat  zone.  The 
incubation  period  of  such  disease  is  from  two 
to  four  weeks.  Such  disease  was  incurred 
while  serving  in  a  combat  zone. 

(e)  An  Individual  is  hospitalized  only 
until  such  time  as  his  status  as  a  hospital 
patient  ceases  by  reason  of  his  discharge 
from  the  hospital. 

(f)  The  term  “commissioned  officer” 
does  not  include  a  commissioned  war¬ 
rant  officer,  and,  accordingly,  a  com¬ 
missioned  warrant  officer  is  entitled  to 
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the  exclusion  allowed  to  enlisted  per¬ 
sonnel  under  section  22  (b)  (13)  (A). 
The  term  “compensation”,  for  the  pur¬ 
pose  of  this  section,  does  not  include 
pensions  and  retirement  pay.  As  to  who 
are  members  of  the  armed  forces,  see 
S  39.3797-11. 

(g)  These  exclusions  are  applicable 
without  regard  to  the  marital  status  of 
the  recipient  of  the  compensation,  and  if 
a  husband  and  wife  both  meet  the  re¬ 
quirements  of  the  statute,  then  each  is 
entitled  to  the  benefit  of  an  exclusion. 
In  the  case  of  a  husband  and  wife  domi¬ 
ciled  in  a  State  recognized  for  Federal 
income  tax  purposes  as  a  community 
property  State,  any  exclusion  from  gross 
income  under  section  22  (b)  (13)  oper¬ 
ates  before  apportionment  of  the  gross 
income  of  the  spouses  in  accordance  with 
community  property  law.  For  example, 
a  man  and  his  wife  are  domiciled  in  a 
community  property  State  and  he  is  en¬ 
titled,  as  a  commissioned  officer,  to  the 
benefit  of  the  exclusion  of  $200  for  each 
month  under  section  22  (b)  (13)  (B). 
He  receives  $1,000  as  compensation  for 
active  service  for  three  months  in  a  com¬ 
bat  zone.  Of  such  amount,  $600  is  ex¬ 
cluded  from  gross  income  under  section 
22  (b)  (13)  (B)  and  only  $400  is  taken 
into  account  in  deteimining  the  gross  in¬ 
come  of  both  husband  and  wife. 

(h)  A  member  of  the  armed  forces  is 
in  active  service  if  he  is  actually  serving 
in  the  armed  forces.  Periods  during 
which  a  member  of  the  armed  forces  is 
absent  from  duty  on  account  of  sickness, 
wounds,  leave,  internment  by  the  enemy, 
or  other  lawful  cause  are  periods  of 
active  service.  A  member  of  the  armed 
forces  in  active  service  in  a  combat  zone 
who  there  becomes  a  prisoner  of  war 
or  missing  in  action  is  deemed,  for  the 
purpose  of  section  22  (b)  (13)  and  this 
section,  to  continue  in  active  service  in 
the  combat  zone  for  the  period  for  which 
he  is  entitled  to  such  status  for  military 
pay  purposes.  These  exclusions  apply  to 
compensation  received  by  a  member  of 
the  armed  forces  for  services  rendered 
while  in  active  service  even  though  pay¬ 
ment  is  received  subsequent  to  discharge 
or  release  from  active  service.  Compen¬ 
sation  credited  to  a  decedent's  account 
for  a  period  subsequent  to  the  estab¬ 
lished  date  of  his  death  and  received  by 
his  estate  will  be  excluded  under  section 
22  (b)  (13)  from  the  gross  income  of  the 
estate  to  the  same  extent  that  it  would 
have  been  excluded  from  the  gross  in¬ 
come  of  the  decedent  if  he  had  lived  and 
received  such  compensation. 

§  39.22  (b)  (14)  Statutory  provisio7is: 
exclusions  from  gross  income;  muster- 
ing-out  payments  for  military  and  naval 
personnel. 

Sec.  22.  Grons  income.  •  •  • 

(b)  Exclu.’tions  from  gross  income.  The 
following  items  shall  not  be  Included  in 
jross  income  and  shall  be  exempt  from  tax¬ 
ation  under  this  chapter:  •  •  • 

(14)  Mustering-out  payments  for  military 
and  nat'al  personnel.  Amounts  received 
during  the  taxable  years  as  mustering-out 
payments  with  respect  to  service  in  the  mili¬ 
tary  or  naval  forces  of  the  United  States. 

fSec.  22  (b)  (14)  as  added  by  sec.  109,  Rev. 
Act  1943] 


§  39.22  (b)  (14)-1  Mustering-out  pay¬ 
ments  of  military  and  naval  forces.  For 
the  purposes  of  the  exclusion  from  gross 
income  under  section  22  (b)  (14)  of 
mustering-out  payments  with  respect  to 
service  in  the  military  or  naval  forces, 
mustering-out  payments  are  payments 
made  to  any  recipients  pursuant  to  the 
provisions  of  the  Mustering-Out  Pay¬ 
ment  Act  of  1944  (38  U.  S.  C.  691e). 

§  39.22  (b)  (15)  Statutory  provisions: 
exclusions  from  gross  income;  payments 
to  encourage  exploration,  development, 
and  mining  for  defense  purposes. 

Sec.  22.  Gross  income.  •  •  • 

(b)  Exclusions  from  gross  income.  The 
following  items  shall  not  be  Included  in  gross 
Income  and  shall  be  exempt  from  taxation 
under  this  chapter:  •  •  • 

(15)  Payments  to  encourage  exploration, 
development,  and  mining  for  defense  pur¬ 
poses.  An  amount  paid  to  a  taxpayer  by  the 
United  States  (or  any  agency  or  instrumen¬ 
tality  thereof) ,  whether  by  grant  or  loan,  and 
whether  or  not  repayable,  for  the  encourage¬ 
ment  of  exploration,  development  or  mining 
of  critical  and  strategic  minerals  or  metals 
pursuant  to  or  in  connection  with  any  under¬ 
taking  approved  by  the  United  States  (or 
any  of  its  agencies  or  instrumentalities)  and 
for  which  an  accounting  is  made  or  required 
to  be  made  to  an  appropriate  governmental 
agency,  and  the  forgiveness  or  discharge  of 
any  of  such  amount.  Any  expenditures 
(other  than  expenditures  made  after  the 
repayment  of  such  grant  or  loan)  attribut¬ 
able  to  such  grant  or  loan  shall  not  be  de¬ 
ductible  by  the  taxpayer  as  an  expense  nor 
increase  the  basis  of  the  taxpayer’s  property 
either  for  determining  gain  or  loss  on  sale, 
exchange,  or  other  disposition  or  for  com¬ 
puting  depletion  or  depreciation,  but  upon 
the  repayment  of  any  portion  of  any  such 
grant  or  loan  which  has  been  expended  in 
accordance  with  the  terms  thereof  such 
deductions  and  such  increase  in  basis  shall 
to  the  extent  of  such  repayment  be  allowed 
as  if  made  at  the  time  of  such  repayment. 

[Sec.  22  (b)  (15)  as  added  by  sec.  306,  Excess 
Profits  Tax  Act  1950] 

§  39.22  (b)  (15)-1  Payments  to  en¬ 
courage  exploration,  development,  and 
mining  for  defense  purposes — (a)  Ap¬ 
plicability  of  section  22  (b)  (15).  Sec¬ 
tion  22  (b)  (15)  is  applicable  only  to 
amounts  (1)  which  are  paid  to  a  tax¬ 
payer  (i)  by  the  United  States  or  by  an 
agency  or  instrumentality  of  the  United 
States;  (ii)  as  a  grant,  gift,  bounty, 
bonus,  premium,  incentive,  subsidy,  loan, 
or  advance;  (iii)  for  the  encouragement 
of  exploration  for,  or  development  or 
mining  of,  a  critical  and  strategic  min¬ 
eral  or  metal;  and  (iv)  pursuant  to  or 
in  connection  with  an  undertaking  by 
the  taxpayer  to  explore  for,  or  develop 
or  produce,  such  mineral  or  metal  and 
to  expend  or  use  any  amounts  so  re¬ 
ceived  for  the  purpose  and  in  accordance 
with  the  terms  and  conditions  upon 
which  such  amounts  are  paid,  which 
undertaking  has  been  approved  by  the 
United  States  or  by  an  agency  or  instru¬ 
mentality  of  the  United  States;  and  (2) 
for  which  the  taxpayer  has  accounted, 
or  is  required  to  account,  to  an  ap¬ 
propriate  agency  of  the  United  States 
CJovernment  for  the  expenditure  or 
use  thereof  for  the  purpose  and  in 
accordance  with  the  terms  and  condi¬ 
tions  upon  which  such  amounts  are  paid. 
Section  22  (b)  (15)  is  applicable  only 


to  an  amount  which  meets  each  test  or 
requirement  set  forth  above.  The  section 
is  applicable  whether  or  not  the  payee 
is  obligated  to  repay  to  the  United  States 
any  portion  or  all  of  the  amount  so  re¬ 
ceived.  However,  section  22  (b)  (15)  is 
not  applicable  to  any  loan  or  advance 
for  the  repayment  of  which  the  bor¬ 
rower’s  liability  is  unconditional  and 
legally  enforceable.  Nor  is  section  22 
(b)  (15)  applicable  to  any  part  of  the 
purchase  price  of  a  critical  and  strategic 
mineral  or  metal  received,  whether  be¬ 
fore,  on,  or  after  delivery,  by  the  seller 
from  the  United  States  or  any  agency  or 
instrumentality  thereof,  irrespective  of 
whether  such  purchase  price  is  below,  at, 
or  above  the  established  ceiling  or  cur¬ 
rently  prevailing  market  price.  A  pay¬ 
ment  of  a  separate  and  specific  amount 
for  the  encouragement  of  exploration 
for,  or  development  or  mining  of,  a 
critical  and  strategic  mineral  or  metal 
shall  not  be  considered  to  be  a  part  of 
the  purchase  price  of  such  mineral  or 
metal  merely  because  such  payment  is 
added  to,  on  included  with,  the  payment 
of  such  purchase  price.  As  used  in  sec¬ 
tion  22  (b)  (15)  and  this  section, 

the  term  “critical  and  strategic  minerals 
or  metals”  means  those  minerals  and 
metals  listed  in  section  450  (b),  as  well 
as  such  other  minerals  and  metals  as 
are  certified  pursuant  to  such  section  as 
being  essential  to  the  defense  effort  of 
the  United  States  and  as  not  having  been 
normally  produced  in  appreciable  quan¬ 
tities  within  the  United  States,  and  such 
other  minerals  and  metals  as  are  con¬ 
sidered  by  those  departments,  agencies, 
and  instrumentalities  of  the  United 
States  charged  with  the  encouragement 
of  exploration  for,  and  development  and 
mining  of,  critical  and  strategic  minerals 
and  metals  to  constitute  critical  and 
strategic  minerals  and  metals  for  that 
purpose.  See,  for  example,  section  7  of 
Order-1  of  the  Defense  Minerals  Ex¬ 
ploration  Administration,  March  7,  1952, 
17  F.  R.  2090. 

(b)  Exclusion  from  gross  income.  Any 
amount  to  which  section  22  (b)  (15)  is 
applicable  is,  by  the  terms  of  such  sec¬ 
tion,  excluded  from  gross  income. 
Section  22  (b)  (15)  also  excludes  from 
gross  income  any  income  attributable  to 
the  forgiveness  or  discharge  of  any  in¬ 
debtedness  to  which  such  section  is  ap¬ 
plicable. 

(c)  Expense  deduction;  basis  for  gain 
or  loss,  depletion,  or  depreciation.  Ex¬ 
cept  as  hereinafter  provided,  any  ex¬ 
penditure  attributable  to  an  amount  re¬ 
ceived  by  a  taxpayer  to  which  section  22 
(b)  (15)  is  applicable  shall  not  be  de¬ 
ductible  by  the  taxpayer  as  an  expense 
under  section  23,  nor  shall  any  such  ex¬ 
penditure  increase  the  basis  under  sec¬ 
tion  113  of  the  taxpayer’s  property  either 
for  determining  gain  or  loss  on  sale,  ex¬ 
change,  or  other  disposition  or  for  com¬ 
puting  depletion  or  depreciation  (includ¬ 
ing  amortization  un(ler  section  124A). 
Upon  the  repayment  of  any  portion  of 
any  amount  to  which  section  22  (b)  (15) 
is  applicable  and  which  has  been  ex¬ 
pended  for  the  purpose  and  in  accord¬ 
ance  with  the  terms  and  conditions  upon 
which  it  was  paid  to  the  taxpayer,  any 


§  39.22  (b)(14) 
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expenditures  attributable  to  such  amount 
made  by  the  taxpayer  shall,  as  provided 
In  section  23,  be  allowed  to  the  taxpayer 
as  a  deduction,  and  any  such  expendi¬ 
tures  shall,  as  provided  In  section  113, 
increase  the  basis  of  the  taxpayer’s  prop¬ 
erty.  to  the  extent  of  such  repayment  as 
if  such  expenditures  had  been  made  at 
the  time  of  such  repayment.  Such  ex¬ 
penditures  shall  to  the  extent  of  the  re¬ 
payment  be  expensed  or  capitalized,  as 
the  case  may  be,  in  the  order  in  which 
they  were  actually  made  or  in  such 
other  manner  as  may  be  adopted  by  the 
taxpayer  with  the  approval  of  the 
Commissioner. 

§39  22  (b)  (16)  Statutory  provi¬ 
sions;  exclusions  from  gross  income; 
sports  programs  conducted  for  the 
American  National  Red  Cross. 

Sec.  22.  Gross  income.  •  •  • 

(b)  Exclusions  from  gross  income.  The 
following  Items  shall  not  be  Included  In 
gross  income  and  shall  be  exempt  from  tax¬ 
ation  under  this  chapter:  •  •  • 

(16)  Sports  programs  conducted  for  the 
American  National  Red  Cross.  In  the  case  of 
a  taxpayer  which  Is  a  corporation  primarily 
engaged  in  the  furnishing  of  sports  pro¬ 
grams.  amounts  received  as  proceeds  from  a 
sports  program  conducted  by  the  taxpayer 
If— 

(A)  The  taxpayer  agrees  In  writing  with 
the  American  National  Red  Cross  to  conduct 
such  sijorts  program  exclusively  for  the  bene¬ 
fit  of  the  American  National  Red  Cross; 

(B)  The  taxpayer  turns  over  to  the  Amer¬ 
ican  National  Red  Cross  the  proceeds  from 
such  sports  program,  minus  the  expenses 
paid  or  Incurred  by  the  taxpayer  (1)  which 
would  not  have  been  so  paid  or  incurred  but 
for  such  sports  program,  and  (11)  which 
would  be  allowable  as  deductions  under  sec¬ 
tion  23  (a)  (1)  (A)  but  for  the  last  sentence 
thereof:  and 

(C)  The  facilities  used  for  such  program 
are  not  regularly  used  during  the  taxable 
year  for  the  conduct  of  sports  programs  to 
which  this  paragraph  applies. 

As  used  In  this  paragraph,  the  term  "pro¬ 
ceeds  from  such  sports  program”  Includes 
all  amounts  paid  for  admission  to  the  sports 
program,  plus  all  proceeds  received  by  the 
taxpayer  from  such  program  or  activities 
carried  on  In  connection  therewith. 

|Sec.  22  (b)  (16)  as  added  by  sec.  1,  Pub.  Law 
465  (82d  Cong.) ) 

§  39.22  (c)  Statutory  provisions; 

gross  income;  inventories. 

Sec.  22  Gross  income.  •  •  • 

(c)  Inventories.  Whenever  in  the  opinion 
of  the  Commissioner  the  use  of  Inventories 
Is  necessary  in  order  clearly  to  determine 
the  Income  of  any  taxpayer.  Inventories  shall 
be  taken  by  such  taxpayer  upon  such  basis 
as  the  Commissioner,  with  the  approval  of 
the  Secretary,  may  prescribe  as  conforming 
as  nearly  as  may  be  to  the  best  accounting 
practice  in  the  trade  or  business  and  as  most 
clearly  reflecting  the  Income. 

§  39.22  (c)-l  Need  of  inventories.  In 
order  to  reflect  the  flet  income  correctly, 
inventories  at  the  beginning  and  end  of 
each  taxable  year  are  necessary  in  every 
case  in  which  the  production,  purchase, 
or  sale  of  merchandise  is  an  income- 
producing  factor.  The  inventory  should 
include  all  finished  or  partly  finished 
Roods  and,  in  the  case  of  raw  materials 
and  supplies,  only  those  which  have  been 
acquired  for  sale  or  which  will  physically 


become  a  part  of  merchandise  Intended 
for  sale.  In  which  class  fall  containers, 
such  as  kegs,  bottles,  and  cases,  whether 
returnable  or  not,  if  title  thereto  will 
pass  to  the  purchaser  of  the  product  to 
be  sold  therein.  Merchandise  should  be 
included  In  the  inventory  only  if  title 
thereto  Is  vested  in  the  taxpayer.  Ac¬ 
cordingly.  the  seller  should  include  in 
his  inventory  goods  under  contract  for 
sale  but  not  yet  segregated  and  applied 
to  the  contract  and  goods  out  upon  con¬ 
signment,  but  should  exclude  from  in¬ 
ventory  goods  sold  (including  contain¬ 
ers),  title  to  which  has  passed  to  the 
purchaser.  A  purchaser  should  Include 
In  inventory  merchandise  purchased  (in¬ 
cluding  containers),  title  to  which  has 
passed  to  him.  although  such  merchan¬ 
dise  is  in  transit  or  for  other  reasons  has 
not  been  reduced  to  physical  possession, 
but  should  not  include  goods  ordered  for 
future  delivery,  transfer  of  title  to  which 
has  not  yet  been  effected.  (But  see 
§  39.22  (d)-l.) 

§  39.22  (c)-2  Valuation  of  inventories. 

(a)  Section  22  (c)  provides  two  tests  to 
which  each  inventory  must  conform : 

(1)  It  must  conform  as  nearly  as  may 
be  to  the  best  accounting  practice  in  the 
trade  or  business,  and 

(2)  It  must  clearly  reflect  the  income. 

(b)  It  follows,  therefore,  that  inven¬ 
tory  rules  cannot  be  uniform  but  must 
give  effect  to  trade  customs  which  come 
within  the  scope  of  the  best  accounting 
practice  in  the  particular  trade  or  busi¬ 
ness.  In  order  clearly  to  reflect  income, 
the  inventory  practice  of  a  taxpayer 
should  be  consistent  from  year  to  year, 
and  greater  weight  is  to  be  given  to  con¬ 
sistency  than  to  any  particular  method 
of  inventorying  or  basis  of  valuation  so 
long  as  the  method  or  basis  used  is  sub¬ 
stantially  in  accord  with  these  regula¬ 
tions.  An  inventory  that  can  be  used 
under  the  best  accounting  practice  in  a 
balance  sheet  showing  the  financial  posi¬ 
tion  of  the  taxpayer  can,  as  a  general 
rule,  be  regarded  as  clearly  reflecting  his 
income. 

(c)  The  bases  of  valuation  most  com¬ 
monly  used  by  business  concerns  and 
which  meet  tlie  requirements  of  section 
22  (c)  are  (1)  cost  and  (2)  cost  or  mar¬ 
ket,  whichever  is  lower.  (For  inven¬ 
tories  by  dealers  in  securities,  see  §  39.22 
(c)-5.)  Any  goods  in  an  inventory 
which  are  unsalable  at  normal  prices  or 
unusable  in  the  normal  way  because  of 
damage,  imperfections,  shop  wear, 
changes  of  style,  odd  or  broken  lots,  or 
other  similar  causes,  including  second¬ 
hand  goods  taken  in  exchange,  should 
be  valued  at  bona  fide  selling  prices  less 
direct  cost  of  disposition,  whether  basis 
(1)  or  (2)  is  used,  or  if  such  goods  con¬ 
sist  of  raw  materials  or  partly  finished 
goods  held  for  use  or  consumption,  they 

‘  shall  be  valued  upon  a  reasonable  basis, 
taking  into  consideration  the  usability 
and  the  condition  of  the  goods,  but  in  no 
case  shall  such  value  be  less  than  the 
scrap  value.  Bona  fide  selling  price 
means  actual  offering  of  goods  during  a 
period  ending  not  later  than  30  days  after 
Inventory  date.  The  burden  of  proof  will 
rest  upon  the  taxpayer  to  show  that  such 
exceptional  goods  as  are  valued  upon 


such  selling  basis  come  within  the  classi¬ 
fications  indicated  above,  and  he  shall 
maintain  such  records  of  the  disposition 
of  the  goods  as  will  enable  a  verification 
of  the  inventory  to  be  made. 

(d)  In  respect  of  normal  goods,  which¬ 
ever  basis  is  adopted  must  be  applied 
with  reasonable  consistency  to  the  entire 
inventory  except  as  to  those  goods  in¬ 
ventoried  under  the  last-in  first-out 
method  authorized  by  section  22  (d)  or 
to  animals  inventoried  under  the  elective 
"unit-livestock-price  method”  autlior- 
ized  by  §  39.22  (c)-6.  Taxpayers  were 
given  an  option  to  adopt  the  ba'^is  of 
either  (1)  cost  or  (2)  cost  or  market, 
whichever  is  lower,  for  their  1920  inven¬ 
tories.  The  basis  properly  adopted  for 
that  year  or  any  subsequent  year  is  con¬ 
trolling,  and  a  change  can  now  be  made 
only  after  permission  is  secured  from  the 
Commissioner.  Application  for  permis¬ 
sion  to  change  the  basis  of  valuing  in¬ 
ventories  shall  be  made  in  writing  and 
filed  with  the  Commissioner  as  provided 
in  §  39.41-2.  Goods  taken  in  the  inven¬ 
tory  which  have  been  so  intermingled 
that  they  cannot  be  identified  with 
specific  invoices  will  be  deemed  to  be  the 
goods  most  recently  purchased  or  pro¬ 
duced,  and  the  cost  thereof  will  be  the 
actual  cost  of  the  goods  purchased  or 
produced  during  the  period  in  which  the 
quantity  of  goods  in  the  inventory  has 
been  acquired.  But  see  section  22  (d) 
as  to  last-in  first-out  inventories.  Where 
the  taxpayer  maintains  book  inventories 
in  accordance  w’ith  a  sound  accounting 
system  in  which  the  respective  inventory 
accounts  are  charged  with  the  actual  cost 
of  the  goods  purchased  or  produced  and 
credited  with  the  value  of  goods  used, 
transferred,  or  sold,  calculated  upon  the 
basis  of  the  actual  cost  of  the  goods  ac¬ 
quired  during  the  taxable  year  (includ¬ 
ing  the  inventory  at  the  beginning  of 
the  year),  the  net  value  as  shown  by 
such  inventory  accounts  w'ill  be  deemed 
to  be  the  cost  of  the  goods  on  hand.  The 
balances  shown  by  such  book  inventories 
should  be  verified  by  physical  inventories 
at  reasonable  intervals  and  adjusted  to 
conform  therew’ith. 

(e)  Inventories  should  be  recorded  in 
a  legible  manner,  properly  computed  and 
summarized,  and  should  be  preserved  as 
a  part  of  the  accounting  records  of  the 
taxpayer.  The  inventories  of  taxpayers 
on  whatever  basis  taken  will  be  subject 
to  investigation  by  the  Commissioner, 
and  the  taxpayer  must  satisfy  the  Com¬ 
missioner  of  the  correctness  of  the  prices 
adopted. 

(f)  The  following  methods,  among 
others,  are  sometimes  used  in  taking  or 
valuing  inventories,  but  are  not  in  accord 
with  the  regulations  in  this  part,  viz: 

(1)  Deducting  from  the  inventory  a 
reserve  for  price  changes,  or  an  estimated 
depreciation  in  the  value  thereof. 

(2)  Taking  work  in  process,  or  other 
parts  of  the  inventory,  at  a  nominal  price 
or  at  less  than  its  proper  value. 

(3)  Omitting  portions  of  the  stock  on 
hand. 

(4)  Using  a  constant  price  or  nominal 
value  for  so-called  normal  quantity  of 
materials  or  goods  in  stock. 
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(5)  Including  stock  in  transit.  Shipped 
either  to  or  from  the  taxpayer,  the  title 
to  which  is  not  vested  in  the  taxpayer. 

§  39.22  (c)-3  Inventories  at  cost. 
Cost  means:  (a)  In  the  case  of  merchan¬ 
dise  on  hand  at  the  beginning  of  the 
taxable  year,  the  inventory  price  of  such 
goods. 

(b)  In  the  case  of  merchandise  pur¬ 
chased  since  the  beginning  of  the  taxable 
year,  the  invoice  price  less  trade  or  other 
discounts,  except  strictly  cash  discounts 
approximating  a  fair  interest  rate,  which 
may  be  deducted  or  not  at  the  option  of 
the  taxpayer,  provided  a  consistent 
course  is  followed.  To  this  net  invoice 
price  should  be  added  transportation  or 
other  necessary  charges  incurred  in 
acquiring  possession  of  the  goods. 

(c)  In  the  case  of  merchandise  pro¬ 
duced  by  the  taxpayer  since  the  begin¬ 
ning  of  the  taxable  year,  (1)  the  cost  of 
raw  materials  and  supplies  entering  into 
or  consumed  in  connection  with  the 
product,  (2)  expenditures  for  direct 
labor,  (3)  indirect  expenses  incident  to 
and  necessary  for  the  production  of  the 
particular  article,  including  in  such  in¬ 
direct  expenses  a  reasonable  proportion 
of  management  expenses,  but  not  includ¬ 
ing  any  cost  of  selling  or  return  on  capi¬ 
tal,  whether  by  way  of  interest  or  profit. 

(d)  In  any  industry  in  which  the  usual 
rules  for  computation  of  cost  of  produc¬ 
tion  are  inapplicable,  costs  may  be  ap¬ 
proximated  upon  such  basis  as  may  be 
reasonable  and  in  conformity  with  estab¬ 
lished  trade  practice  in  the  particular 
industry.  Among  such  cases  are  (1) 
farmers  and  raisers  of  livestock  (see 
§  39.22  (c)-6),  (2)  miners  and  manufac¬ 
turers  who  by  a  single  process  or  uniform 
series  of  processes  derive  a  product  of  two 
or  more  kinds,  sizes,  or  grades,  the  unit 
cost  of  which  is  substantially  alike  (see 
§  39.22  (c)-7),  and*(3)  retail  merchants 
who  use  w'hat  is  knowm  as  the  “retail 
method"  in  ascertaining  approximate 
cost  (see  §  39.22  (c)-8). 

§  39.22  (c)-4  Inventories  at  cost  or 
market,  whichever  is  lower,  (a)  Under 
ordinary  circumstances  and  for  normal 
goods  in  an  inventory,  “market”  means 
the  current  bid  price  prevailing  at  the 
date  of  the  inventory  for  the  particular 
merchandise  in  the  volume  in  which 
usually  purchased  by  the  taxpayer,  and 
is  applicable  in  the  cases — 

( 1 )  Of  goods  purchased  and  on  hand, 
and 

(2)  Of  basic  elements  of  cost  (mate¬ 
rials.  labor,  and  burden)  in  goods  in 
process  of  manufacture  and  in  finished 
goods  on  hand;  exclusive,  however,  of 
goods  on  hand  or  in  process  of  manufac¬ 
ture  for  delivery  upon  firm  sales  con¬ 
tracts  (i.  e.,  those  not  legally  subject  to 
cancellation  by  either  party)  at  fixed 
prices  entered  into  before  the  date  of  the 
inventory,  under  which  the  taxpayer  is 
protected  against  actual  loss,  which 
goods  must  be  inventoried  at  cost. 

(b)  Where  no  open  market  exists  or 
where  quotations  are  nominal,  due  to 
stagnant  market  conditions,  the  tax¬ 
payer  must  use  such  evidence  of  a  fair 
market  price  at  the  date  or  dates  nearest 
the  inventory  as  may  be  available,  such 


as  specific  purchases  or  sales  by  the  tax¬ 
payer  or  others  in  reasonable  volume  and 
made  in  good  faith,  or  compensation 
paid  for  cancellation  of  contracts  for 
purchase  commitments.  Where  the  tax¬ 
payer  In  the  regular  course  of  business 
has  offered  for  sale  such  merchandise  at 
prices  lower  than  the  current  price  as 
above  defined,  the  inventory  may  be 
valued  at  such  prices  less  direct  cost  of 
disposition,  and  the  correctness  of  such 
prices  will  be  determined  by  reference  to 
the  actual  sales  of  the  taxpayer  for  a 
reasonable  period  before  and  after  the 
date  of  the  inventory.  Prices  w’hich  vary 
materially  from  the  actual  prices  so  as¬ 
certained  will  not  be  accepted  as  reflect¬ 
ing  the  market. 

(c)  Where  the  inventory  is  valued 
upon  the  basis  of  cost  or  market,  which¬ 
ever  is  lower,  the  market  value  of  each 
article  on  hand  at  the  inventory  date 
shall  be  compared  with  the  cost  of  the 
article,  and  the  lower  of  such  values 
shall  be  taken  as  the  inventory  value 
of  the  article. 

§  39.22  (c)-5  Inventories  by  dealers 
in  securities.  A  dealer  in  securities  who 
in  his  books  of  account  regularly  inven¬ 
tories  unsold  securities  on  hand  either — 

(a)  At  cost. 

(b)  At  cost  or  market,  w'hichever  is 
lower,  or 

(c)  At  market  value, 

may  make  his  return  upon  the  basis  upon 
which  his  accounts  are  kept;  provided 
that  a  description  of  the  method  em¬ 
ployed  shall  be  included  in  or  attached 
to  the  return,  that  all  the  securities  must 
be  inventoried  by  the  same  method,  and 
that  such  method  must  be  adhered  to  in 
subsequent  years,  unless  another  method 
be  authorized  by  the  Commissioner  pur¬ 
suant  to  a  written  application  therefor 
filed  with  the  Commissioner  as  provided 
in  §  39.41-2.  A  dealer  in  securities  in 
whose  books  of  account  separate  compu¬ 
tations  of  the  gain  or  loss  from  the  sale 
of  the  various  lots  of  securities  sold  are 
made  on  the  basis  of  the  cost  of  each  lot 
shall  be  regarded,  for  the  purposes  of 
this  section,  as  regularly  inventorying 
his  securities  at  cost.  For  the  purpose  of 
this  rule,  a  dealer  in  securities  is  a  mer¬ 
chant  of  securities,  whether  an  indi¬ 
vidual.  partnership,  or  corporation,  with 
an  established  place  of  business,  regu¬ 
larly  engaged  in  the  purchase  of  securi¬ 
ties  and  their  resale  to  customers;  that 
is,  one  who  as  a  merchant  buys  securities 
and  sells  them  to  customers  with  a  view 
to  the  gains  and  profits  that  may  be  de¬ 
rived  therefrom.  If  such  business  is 
simply  a  branch  of  the  activities  carried 
on  by  such  person,  the  securities  inven¬ 
toried  as  here  provided  may  include  only 
those  held  for  purposes  of  resale  and  not 
for  investment.  Taxpayers  who  buy  and 
sell  or  hold  securities  for  investment  or 
speculation,  irrespective  of  whether  such 
buying  or  selling  constitutes  the  carrying 
on  of  a  trade  or  business,  and  oflBcers  of 
corporations  and  members  of  partner¬ 
ships  who  in  their  individual  capacities 
buy  and  sell  securities,  are  not  dealers  in 
securities  within  the  meaning  of  this 
rule. 


§  39.22  (c)-6  Inventories  of  live-  ■ 

stock  raisers  and  other  farmers,  (a)  ■ 
A  farmer  may  make  his  return  upon  an  | 
inventory  basis  instead  of  the  cash  re* 
ceipts  and  disbursements  basis.  It  is 
optional  with  the  taxpayer  which  of 
these  methods  of  accounting  is  used,  but, 
having  elected  one  method,  the  option  so 
exercised  will  be  binding  upon  the  tax* 
payer  for  the  year  for  which  the  option 
is  exercised  and  for  subsequent  years 
unless  another  method  is  authorized  by 
the  Commissioner  as  provided  in  section 
39.41-2. 

(b)  In  any  change  of  accounting  from 
the  cash  receipts  and  disbursements 
basis  to  an  inventory  basis,  adjustments 
shall  be  made,  at  the  option  of  the  tax* 
payer,  in  accordance  with  one  or  the 
other  of  the  two  methods  outlined  in  (1) 
and  (2)  below. 

(1)  Opening  and  closing  inventories 
shall  be  used  for  the  year  in  which  the 
change  is  made.  There  should  be  in¬ 
cluded  in  the  opening  inventory  all  farm 
products  (including  livestock)  pur* 
chased  or  raised  which  were  on  hand  : 
at  the  date  of  the  inventory,  and  there 
must  be  submitted  with  the  return  for  j 
the  current  taxable  year  an  adjustment 
sheet  for  the  preceding  taxable  year 
based  on  the  inventory  method,  upon  ■ 
the  amount  of  which  adjustment  the  tax  ‘ 
shall  be  assessed  and  paid  (if  any  be 
due)  at  the  rate  of  tax  in  effect  for  that 
year.  Ordinarily  an  adjustment  sheet 
for  the  preceding  year  will  be  sufficient, 
but  if,  in  the  opinion  of  the  Commis¬ 
sioner,  such  adjustment  is  not  sufficient 
clearly  to  reflect  income,  adjustments 
for  earlier  years  may  be  accepted  or  re¬ 
quired.  If  it  is  impossible  to  render 
complete  inventories  for  the  preceding 
year  or  years,  the  Commissioner  will  ac¬ 
cept  estimates  which,  in  his  opinion,  sub¬ 
stantially  reflect  the  income  on  the  in¬ 
ventory  basis  for  such  preceding  year  or 
years;  but  inventories  must  not  include 
real  estate,  buildings,  permanent  im¬ 
provements,  or  any  other  assets  subject  j 
to  depreciation. 

(2)  No  adjustment  sheets  will  be  re¬ 
quired,  but  the  net  income  for  the  tax¬ 
able  year  in  which  the  change  is  made  i 
must  be  computed  without  deducting  ; 
from  the  sum  of  the  closing  inventory 
and  the  sales  and  other  receipts,  the  in¬ 
ventory  of  livestock,  crops,  and  products 
at  the  beginning  of  the  year;  provided,  = 
how’ever — 

(i)  That  if  any  livestock,  grain,  or  _ 
other  property  on  hand  at  the  beginning 
of  the  taxable  year  had  been  purchased 
and  the  cost  thereof  not  charged  to  ex¬ 
pense,  only  the  difference  between  the 
cost  and  the  selling  price  should  be  re-  j 
ported  as  income  for  the  year  in  which  ! 
sold; 

(ii)  But  if  the  cost  of  such  property 
had  been  charged  to  expense  for  a  previ*  i 
ous  year,  the  entire  amount  received  | 
must  be  reported  as  income  for  the  year 
in  which  sold. 

(c)  Because  of  the  difficulty  of  ascer¬ 
taining  actual  cost  of  livestock  and  other 
farm  products,  farmers  w’ho  render  their 
returns  upon  an  inventory  basis  may 
value  their  inventories  according  to  the 
“farm-price  method,”  and  farmers  rais¬ 
ing  livestock  may  value  their  inventories 
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of  animals  according  to  either  the  “farm- 
price  method”  or  the  “unit-livestock- 
price  method.” 

(d)  The  “farm-price  method”  provides 
for  the  valuation  of  inventories  at  mar¬ 
ket  price  less  direct  cost  of  disposition. 
If  this  method  of  valuing  inventories  is 
used,  it  must  be  applied  to  the  entire 
inventory  except  as  to  livestock  inven¬ 
toried,  at  the  taxpayer’s  election,  under 
the  “unit-livestock-price  method.”  If 
the  use  of  the  “farm-price  method”  of 
valuing  inventories  for  any  taxable  year 
Involves  a  change  in  method  of  valuing 
Inventories  from  that  employed  in  prior 
years,  permission  for  such  change  shall 
&st  be  secured  from  the  Commissioner 
as  provided  in  §  39.41-2. 

(e)  The  “unit-livestock-price  method” 
provides  for  the  valuation  of  the  dif¬ 
ferent  classes  of  animals  in  the  inven¬ 
tory  at  a  standard  unit  price  for  each 
animal  within  a  class.  A  livestock 
raiser  electing  this  method  of  valuing 
bis  animals  must  adopt  a  reasonable 
classification  of  the  animals  in  his  in¬ 
ventory  with  respect  to  the  age  and 
kind  included  so  that  the  unit  prices 
assigned  to  the  several  classes  will 
reasonably  account  for  the  normal  costs 
incurred  in  producing  the  animals 
within  such  classes.  Thus,  if  a  cattle 
raiser  determines  that  it  costs  approx¬ 
imately  $15  to  produce  a  calf,  and  $7.50 
each  year  to  raise  the  calf  to  maturity, 
his  classifications  and  unit  prices  would 
be  as  follows:  calves,  $15;  yearlings, 
$22.50;  2-year  olds,  $30-;  matur  e  animals, 
$37.50.  The  classification  selected  by 
the  livestock  raiser,  and  the  unit  prices 
assigned  to  the  several  classes,  are  sub¬ 
ject  to  approval  by  the  Commissioner 
upon  examination  of  the  taxpayer’s 
return. 

(f)  A  taxpayer  who  elects  to  use  the 
"unit-livestock-price  method”  must  ap¬ 
ply  it  to  all  livestock  raised,  whether 
for  sale  or  for  breeding,  draft,  or  dairv 
purposes.  Once  established,  the  unit 
prices  and  classifications  selected  by  the 
taxpayer  must  be  consistently  applied  in 
all  subsequent  years  in  the  valuation  of 
livestock  inventories.  No  changes  in 
the  classification  of  animals  or  unit 
prices  will  be  made  without  the  approval 
of  the  Commissioner. 

(g)  A  livestock  raiser  who  uses  the 
“unit-livestock-price  method”  must  in¬ 
clude  in  his  inventory  at  cost  any  live¬ 
stock  purchased,  except  that  animals 
purcha.sed  for  breeding,  dairy,  or  draft 
purposes  can,  at  the  election  of  the  live¬ 
stock  raiser,  be  included  in  inventory  or 
DC  treated  as  capital  assets  subject  to 
depreciation  after  maturity.  If  the  ani¬ 
mals  purchased  are  not  mature  at  the 
time  of  purchase,  the  cost  should  be  in¬ 
creased  at  the  end  of  each  accounting 
year  in  accordance  with  the  established 
unit  prices,  except  that  no  increase  is 
to  be  made  in  the  year  of  purchase  if  the 
animal  is  acquired  during  the  last  six 
months  of  that  year.  If  the  records 
maintained  permit  identification  of  a 
purchased  animal,  the  cost  of  such  ani¬ 
mal  will  be  eliminated  from  the  closing 
Inventory  in  the  event  of  its  sale  or  loss. 
Otherwise,  the  first-in  first-out  method 
Dt  valuing  inventories  must  be  applied. 


(h)  If  a  taxpayer  using  the  “farm- 
price  method”  desires  to  adopt  the  “imit- 
Uvestock-price  method”  in  valuing  his 
inventories  of  livestock,  permission  for 
the  change  shall  first  be  secured  from  the 
Commissioner  as  provided  in  §  39.41-2. 
However,  a  taxpayer  who  has  filed 
returns  on  the  basis  of  inventories  at 
cost,  or  cost  or  market  whichever  is  lower, 
may  adopt  the  “unit-livestock-price 
method”  for  valuing  his  inventories  of 
livestock  without  formal  application  for 
permission,  but  the  classifications  and 
unit  prices  selected  are  subject  to  ap¬ 
proval  by  the  Commissioner  upon  exami¬ 
nation  of  the  taxpayer’s  return.  A  live¬ 
stock  raiser  who  has  adopted  a  constant 
unit  price  method  of  valuing  livestock  in¬ 
ventories  and  filed  returns  on  that  basis 
will  be  considered  as  having  elected  the 
“unit-livestock-price  method.” 

(i)  If  returns  have  been  made  in 
which  the  taxable  net  income  has  been 
computed  upon  incomplete  inventories, 
the  abnormality  should  be  corrected  by 
submitting  with  the  return  for  the  cur¬ 
rent  taxable  year  a  statement  for  the 
preceding  year.  In  this  statement  such 
adjustments  shall  ’oe  made  as  are  neces¬ 
sary  to  bring  the  closing  Inventory  for 
the  preceding  year  into  agreement  with 
the  opening  complete  inventory  for  the 
current  taxable  year.  If  necessary 
clearly  to  reflect  income,  similar  adjust¬ 
ments  may  be  made  as  at  the  beginning 
of  the  preceding  year  or  years,  and  the 
tax,  if  any  be  due,  shall  be  assessed  and 
paid  at  the  rate  of  tax  in  effect  for  such 
year  or  years. 


§  39.22  (c)-7  Inventories  of  miners 
and  manufacturers.  A  taxpayer  en¬ 
gaged  in  mining  or  manufacturing  who 
by  a  single  proce.ss  or  uniform  series  of 
procesres  derives  a  product  of  tw’o  or 
more  kinds,  sizes,  or  grades,  the  unit 
cost  of  which  is  substantially  alike,  and 
who  in  conformity  to  a  recognized  trade 
practice  allocates  an  amount  of  cost  to 
each  kind,  size,  or  grade  of  product, 
which  in  the  aggregate  will  absorb  the 
total  cost  of  production,  may,  with  the 
con-sent  of  the  Commissioner,  use  such 
allocated  cost  as  a  basis  for  pricing  in¬ 
ventories,  provided  such  allocation  bears 
a  reaconable  relation  to  the  respective 
selling  values  of  the  different  kinds,  sizes, 
or  grades  of  product.  See  section  22  (d) 
as  to  last-in  first-out  inventories. 


the  goods  purchased  during  the  year, 
with  proper  adjustment  to  such  selling 
prices  for  all  mark-ups  and  mark-downs, 
less 

(2)  The  cost  of  the  goods  Included  in 
the  opening  inventory  plus  the  cost  of  the 
goods  purchased  during  the  year,  bears 
to  (1). 


A 


§  39.22  (c)-8  Inventories  of  retail 
merchants,  (a)  Retail  merchants  who 
employ  what  is  known  as  the  “retail 
method”  of  pricing  inventories  may  make 
their  returns  upon  that  basis,  provided 
that  the  use  of  such  method  is  desig¬ 
nated  upon  the  return,  that  accurate  ac¬ 
counts  are  kept,  and  that  such  method 
is  consistently  adhered  to  unless  a  change 
is  authorized  by  the  Commissioner  as 
provided  in  §  39.41-2.  Under  this  method 
the  total  of  the  retail  selling  prices  of 
the  goods  on  hand  at  the  end  of  the  year 
in  each  department  or  of  each  class  of 
goods  is  reduced  to  approximate  cost  by 
deducting  therefrom  an  amount  which 
bears  the  same  ratio  to  such  total  as — 
(1)  The  total  of  the  retail  selling  prices 
of  the  goods  included  in  the  opening  in¬ 
ventory  plus  the  retail  selling  prices  of 


The  result  should  represent  as  accurately 
as  may  be  the  amounts  added  to  the  cost 
price  of  the  goods  to  cover  selling  and 
other  expenses  of  doing  business  and  for 
the  margin  of  profit. 

(b)  For  further  adjustments  to  be 
made  in  the  case  of  a  retail  merchant 
using  the  last-in  first-out  inventory 
method  authorized  by  section  22  (d),  see 
§  39.22  (d)-l. 

(c )  A  taxpayer  maintaining  more  than 
one  department  in  his  store  or  dealing 
in  classes  of  goods  carrying  different 
percentages  of  gross  profit  should  not 
use  a  percentage  of  profit  based  upon  an 
average  of  his  entire  business,  but  should 
compute  and  use  in  valuing  his  inventory 
the  prop>er  percentages  for  the  respective 
departments  or  classes  of  goods. 

(d)  A  taxpayer  (other  than  one  us:iag 
the  last-in  first-out  inventory  method) 
who  previously  has  determined  inven¬ 
tories  in  accordance  with  the  foregoing, 
except  that,  to  obtain  a  basis  of  approxi¬ 
mate  cost  or  market,  whichever  is  lower, 
the  practice  has  been  followed,  consis¬ 
tently  and  uniformly,  of  adjusting  the 
retail  selling  prices  of  the  goods  in¬ 
cluded  in  the  opening  inventory  and  pur¬ 
chased  during  the  year  for  mark-ups  but 
not  for  mark-downs,  may  continue  .such 
practice  subject  to  the  conditions  pre¬ 
scribed  in  this  section.  The  adjustments 
must  be  bona  fide  and  consistent  and 
uniform.  Where  mark-downs  are  not  in¬ 
cluded  in  the  adjustments,  mark-ups 
made  to  cancel  or  correct  mark-downs 
shall  not  be  included ;  and  the  mark-ups 
included  must  be  reduced  by  the  mark- 
downs  made  to  cancel  or  correct  such 
mark-ups. 

(e)  In  no  event  shall  mark-downs  not 
based  on  actual  reduction  of  retail  sale 
prices,  such  as  mark-downs  based  on  de¬ 
preciation  and  obsolescence,  be  recog¬ 
nized  in  determining  the  retail  selling 
prices  of  the  goods  on  hand  at  the  end 
of  the  year, 

(f)  A  taxpayer  (other  than  one  using 
the  last- in  first-out  inventory  method) 
who ^ previously  has  determined  inven¬ 
tories  without  following  the  practice  of 
eliminating  mark-downs  in  making  ad¬ 
justments  to  retail  selling  prices,  rnay 
adopt  such  practice,  provided  permission 
to  do  so  is  obtained  in  accordance  with, 
and  subject  to  the  terms  provided  by, 
§  39.41-2.  A  taxpayer  filing  a  first  re¬ 
turn  of  income  may  adopt  such  prac¬ 
tice  subject  to  approval  by  the  Commis¬ 
sioner  upon  examination  of  the  return. 

(g)  A  taxpayer  using  the  last-in  first- 
out  inventory  method  in  conjunction 
with  retail  computations  must  adjust  re¬ 
tail  selling  prices  for  mark-downs  as  well 
as  mark-ups,  in  order  that  there  may  be 
reflected  the  approximate  cost  of  the 
goods  on  hand  at  the  end  of  the  year 
regardless  of  market  values. 


.V.' 
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5  39.22  (d)  Statutory  provisions; 

gross  income;  last-in  first-out  inventory 
method. 

Sec.  22.  Gross  income.  •  •  • 

(d)  |Last-ln  first-out  Inventory  method.] 

( 1 )  A  taxpayer  may  use  the  following  method 
(whether  or  not  such  method  has  been  pre¬ 
scribed  under  subsection  (c) )  In  Inventory¬ 
ing  goods  specified  In  the  application  re¬ 
quired  under  paragraph  (2) : 

(A)  Inventory  them  at  cost; 

(B>  Treat  those  remaining  on  hand  at  the 
close  of  the  taxable  year  as  being:  First,  those 
included  in  the  opening  Inventory  of  the 
taxable  year  (in  the  order  of  acquisition)  to 
the  extent  thereof,  and  second,  those  ac¬ 
quired  in  the  taxable  year;  and 

(C)  Treat  those  Included  In  the  opening 
inventory  of  the  taxable  year  In  which  such 
methr'd  is  first  used  as  having  been  acquired 
at  f'C  same  time  and  determine  their  cost 
by  tl'.o  average  cost  method. 

(2)  The  method  described  in  paragraph 
(1 )  r->r'y  be  used — 

<A)  Only  in  inventorying  goods  (required 
under  subsection  (c)  to  be  inventoried) 
specified  in  an  application  to  use  such 
method  filed  at  such  time  and  in  such  man¬ 
ner  as  the  Commissioner  may  prescribe;  and 

( B  t  Only  if  the  taxpayer  establishes  to  the 
satisfaction  of  the  Commissioner  that  the 
taxpayer  has  used  no  procedure  other  than 
that  sncclfied  in  subparagraphs  (B)  and  (C) 
of  paragraph  ( 1  >  in  inventorying  such  goods 
to  aicertr.in  the  income,  profit,  or  loss  of  the 
fir.rt  tr  xable  year  for  which  the  method  de¬ 
scribed  in  paragraph  (1)  is  to  be  used,  for 
the  purpose  of  a  report  or  statement  covering 
such  taxable  year  (i)  to  shareholders,  part¬ 
ners.  or  other  proprietors,  or  to  beneficiaries, 
or  (ii»  for  credit  purposes. 

(3)  The  change  to.  and  the  use  of,  such 
method  shall  be  in  accordance  with  such 
regulations  as  the  Commissioner,  with  the 
approval  of  the  Secretary,  may  prescribe  as 
neces.sary  in  order  that  the  use  of  such 
method  may  clearly  reflect  income. 

(4)  In  determining  income  for  the  tax¬ 
able  year  preceding  the  taxable  year  for 
which  such  method  is  first  used,  the  closing 
inventory  of  such  preceding  year  of  the  goods 
specified  in  such  application  shall  be  at  cost. 

(5)  If  a  taxpayer,  having  complied  with 
paragraph  ( 2 ) ,  uses  the  method  described  in 
paragraph  ( 1 )  for  any  taxable  year,  then  such 
method  shall  be  used  in  all  subsequent  tax¬ 
able  years  unless — 

(A)  With  the  approval  of  the  Commis¬ 
sioner  a  change  to  a  different  method  is 
authori7.ed:  or 

(B)  Tlie  Commissioner  determines  that 
the  taxpayer  has  used  for  any  such  subse¬ 
quent  taxable  year  some  procedure  other 
than  that  specified  in  subparagraph  (B)  of 
paragraph  ( 1 )  in  Inventorying  the  goods 
specified  in  the  application  to  ascertain  the 
Income,  profit,  or  loss  of  such  subsequent 
tax'>ble  year  for  the  purpose  of  a  report  or 
statement  covering  such  taxable  year  (i)  to 
shareholders,  partners,  or  other  proprietors, 
or  beneficiaries,  or  (ii)  for  credit  purposes; 
and  requires  a  change  to  a  method  different 
from  that  prescribed  in  paragraph  (1)  be¬ 
ginning  with  such  subsequent  taxable  year 
or  any  taxable  year  thereafter. 

In  either  of  the  above  cases,  the  change  to, 
and  the  use  of,  the  different  method  shall 
be  in  accordance  with  such  regulations  as 
the  Commissioner,  with  the  approval  of  the 
Secretary,  may  prescribe  as  necessary  in  or¬ 
der  that  the  use  of  such  method  may  clearly 
rcTcct  Income. 

(6»  Involuntary  liquidation  and  replace¬ 
ment  of  inventory — (A)  Adjustment  of  net 
income  and  resultiiig  tax:  years  beginning 
prior  to  January  I.  1948.  If,  for  any  taxable 
year  beginninc  after  December  31,  1940,  and 
prior  to  January  1,  1948,  the  closing  inven- 
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tory  of  a  taxpayer  Inventorying  goods  under 
the  method  provided  In  this  subsection  re-- 
fleets  a  decrease  from  the  opening  Inventory 
of  such  goods  for  such  year,  and  If  the  tax¬ 
payer  elects,  at  such  time  and  In  such  man¬ 
ner  and  subject  to  such  regulations  as  the 
Commissioner  with  the  approval  of  the  Sec¬ 
retary  may  prescribe,  to  have  the  provisions 
of  this  paragraph  apply,  and  If  It  (is)  estab¬ 
lished  to  the  satisfaction  of  the  Commis¬ 
sioner,  In  accordance  with  such  regulations, 
that  such  decrease  is  attributable  to  the  in¬ 
voluntary  liquidation  of  such  Inventory  as 
defined  In  subparagraph  (B).  and  If  the 
closing  inventory  of  a  subsequent  taxable 
year,  ending  prior  to  January  1,  1953,  reflects 
a  replacement,  in  whole  or  in  part,  of  the 
goods  so  previously  liquidated,  the  net  In¬ 
come  of  the  taxpayer  otherwise  determined 
for  the  year  of  such  involuntary  liquidation 
shall  be  adjusted  as  follows: 

(1)  Increased  by  an  amount  equal  to  the 
excess,  if  any,  of  the  aggregate  cost  of  such 
goods  reflected  in  the  opening  Inventory  of 
the  year  of  Involuntary  liquidation  over  the 
aggregate  replacement  cost;  or 

(il)  Decreased  by  an  amount  equal  to  the 
excess,  if  any,  of  the  aggregate  replacement 
cost  of  such  goods  over  the  aggregate  cost 
thereof  reflected  in  the  opening  Inventory  of 
the  year  of  the  Involuntary  liquidation. 

The  taxes  Imposed  by  this  chapter  and  by 
chapter  2  for  the  year  of  such  liquidation, 
for  preceding  taxable  years,  and  for  all  tax¬ 
able  years  intervening  between  the  year  of 
liquidation  and  the  year  of  replacement  shall 
be  redetermined,  giving  effect  to  such  ad¬ 
justments.  Any  Increase  in  such  taxes  re¬ 
sulting  from  such  adjustments  shall  be  as¬ 
sessed  and  collected  as  a  deficiency  but  with¬ 
out  interest,  and  any  overpayment  so  re¬ 
sulting  shall  be  credited  or  refunded  to  the 
taxpayer  without  interest. 

(B)  Definition  of  involuntary  liquidation. 
The  term  “involuntary  liquidation”,  as  used 
in  this  paragraph,  means  the  sale  or  other 
disposition  of  goods  inventoried  under  the 
method  described  in  this  subsection,  either 
voluntary  or  involuntary,  coupled  with  a 
failure  on  the  part  of  the  taxpayer  to  pur¬ 
chase,  manufacture,  or  otherwise  produce 
and  have  on  hand  at  the  close  of  the  taxable 
year  in  which  such  sale  or  other  disposition 
occurred  such  goods  as  would.  If  on  hand  at 
the  close  of  such  taxable  year,  be  subject  to 
the  application  of  the  provisions  of  this  sub¬ 
section,  if  such  failure  on  the  part  of  the 
taxpayer  is  due,  directly  and  exclusively,  (i) 
to  enemy  capture  or  control  of  sources  of 
limited  foreign  supply;  (11)  to  shipping  or 
other  transportation  shortages:  (ill)  to 
material  shortages  resulting  from  priorities 
or  allocations;  (Iv)  to  labor  shortages;  or 
(V)  to  other  prevailing  war  conditions  beyond 
the  control  of  the  taxpayer. 

(C)  Replacements.  If,  In  the  case  of  any 
taxpayer  subject  to  the  provisions  of  sub- 
paragraph  (A),  the  closing  inventory  of  the 
taxpayer  for  a  taxable  year,  subsequent  to 
the  year  of  Involuntary  liquidation  but 
prior  to  the  complete  replacement  of  the 
goods  so  liquidated,  reflects  an  increase  over 
the  opening  inventory  of  such  goods  for  the 
taxable  year,  the  goods  reflecting  such  In¬ 
crease  shall  be  considered.  In  the  order  of 
their  acquisition,  as  having  been  acquired  in 
replacement  of  the  goods  most  recently  liqui¬ 
dated  (whether  or  not  in  a  year  of  involun¬ 
tary  liquidation)  and  not  previously  replaced, 
and  if  the  liquidation  w^as  an  involuntary 
liquidation  shall  be  taken  into  purchases  and 
included  in  the  closing  inventory  of  the 
taxpayer  for  the  year  of  replacement  at  the 
Inventory  cost  basis  of  the  goods  replaced. 

(D)  Election  irrevocable.  An  election  by 
the  taxpayer  to  have  the  provisions  of  this 
paragraph  apply,  once  made,  shall  be  Irrevo¬ 
cable  and  shall  be  binding  for  the  year  of 
the  involuntary  liquidation  and  for  all  deter¬ 


minations  for  prior  and  subsequent  taxable 
years  insofar  as  they  are  related  to  the  year 
of  liquidation  or  replacement. 

(E)  Adjustment  in  certain  cases,  if  the 
adjustments  specified  in  subparagraph  (A) 
are,  with  respect  to  any  taxable  year,  pre¬ 
vented,  on  the  date  of  the  filing  of  the  income 
tax  return  of  the  taxpayer  for  the  year  of  the 
replacement,  or  within  three  years  from  such 
date,  by  any  provision  or  rule  of  law  (other 
than  this  subparagraph  and  other  than  sec¬ 
tion  3761,  relating  to  compromises) .  such  ad¬ 
justments  shall  nevertheless  be  made  if,  in 
respect  of  the  taxable  year  for  which  the 
adjustment  Is  sought,  a  notice  of  deficiency 
is  mailed  or  a  claim  for  refund  is  filed,  as  the 
case  may  be,  within  three  years  after  the  date 
of  the  filing  of  the  Income  tax  return  for  the 
year  of  replacement.  If,  at  the  time  of  the 
mailing  of  such  notice  of  deficiency  or  the 
filing  of  such  claim  for  refund,  the  adjust¬ 
ment  Is  so  prevented,  then  the  amount  of  the 
adjustment  authorized  by  this  par.  graph 
shall  be  limited  to  the  increase  or  decrease 
of  the  tax  Imposed  by  this  chapter  and 
Chapter  2  previously  determined  for  such 
taxable  year  which  results  solely  from  the 
effect  of  subparagraph  (A),  and  such  amount 
shall  be  assessed  and  collected,  or  credited  or 
refunded,  in  the  same  manner  as  if  it  were 
a  deficiency  or  an  overpayment,  as  the  case 
may  be,  for  such  taxable  year  and  as  if,  on  the 
date  of  the  filing  of  the  Income  tax  return 
for  the  year  of  the  replacement,  three  years 
remain  before  the  expiration  of  the  periods  of 
limitation  upon  assessment  or  the  filing  of 
claim  for  refund  for  the  taxable  year.  The 
tax  previously  determined  shall  be  a-scer- 
tained  in  accordance  with  section  734  (d). 
The  amount  to  be  assessed  and  collected 
under  this  paragraph  in  the  same  manner  as 
if  it  were  a  deficiency  or  to  be  credited  or 
refunded  in  the  same  manner  as  if  it  were 
an  overpayment  shall  not  be  diminished  by 
any  credit  or  set-off  based  upon  any  item, 
inclusion,  deduction,  credit,  exemption,  gain, 
or  loss,  other  than  one  resulting  from  the 
effect  of  subparagraph  (A).  Such  amount, 
if  paid,  shall  not  be  recovered  by  a  claim  or 
suit  for  refund,  or  suit  for  erroneous  refund 
based  upon  any  item,  inclusion,  deduction, 
credit,  exemption,  gain,  or  less,  other  than 
one  resulting  from  the  effect  of  subpara¬ 
graph  (A), 

(P)  Years  ending  after  June  30,  1950,  and 
prior  to  January  1,  1954 — (1)  Adjustment  of 
net  income  and  resulting  tax.  If,  for  any 
taxable  year  ending  after  June  30,  1950,  and 
prior  to  January  1,  1954,  the  closing  inventory 
of  a  taxpayer  inventorying  goods  under  the 
method  provided  in  this  subsection  reflects  a 
decrease  from  the  opening  inventory  of  such 
goods  for  such  year,  and  If  the  taxpayer 
elects,  at  such  time  and  in  such  manner  and 
subject  to  such  regulations  as  the  Commis¬ 
sioner  with  the  approval  of  the  Secretary 
may  prescribe,  to  have  the  provislon.s  of  this 
paragraph  apply,  and  if  it  is  established  to 
the  satisfaction  of  the  Commissioner,  in 
accordance  with  such  regulations,  that  such 
decrease  is  attributable  to  the  involuntary 
liquidation  of  such  inventory  as  defined  in 
subparagraph  (B)  (as  modified  by  clause  (lil 
of  this  subparagraph),  and  if  the  closing 
Inventory  of  a  subseciuent  taxable  year,  end¬ 
ing  prior  to  January  1,  1956,  reflects  a  replace¬ 
ment  in  whole  or  in  part,  of  the  goods  so 
previously  liquidated,  the  net  income  of  the 
taxpayer  otherwise  determined  for  the  year 
of  such  involuntary  liquidations  shall  be 
increased  by  an  amount  equal  to  the  excess, 
if  any,  of  the  aggregate  cost  of  such  goods 
reflected  in  the  opening  inventory  of  the  year 
of  Involuntary  liquidation  over  the  agggre- 
gate  replacement  cost,  or  decreased  by  an 
amount  equal  to  the  excess,  if  any,  of  the 
aggregate  replacement  cost  of  such  goods 
over  the  aggregate  cost  thereof  reflected  in 
the  opening  inventary  of  the  year  of  the 
Involuntary  liquidation.  The  taxes  imposed 
by  this  chapter  and  by  chapter  2  for  the  year 
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of  such  liquidation,  for  preceding  taxable 
years,  and  for  all  taxable  years  Intervening 
between  the  year  of  liquidation  and  the  year 
of  replacement  shall  be  redetermined,  giving 
effect  to  such  adjustments.  Any  increase  in 
such  taxes  resulting  from  such  adjustments 
sbaii  be  assessed  and  collected  as  a  deficiency 
but  without  interest,  and  any  overpayment 
so  resulting  shall  be  credited  or  refunded  to 
the  taxpayer  without  interest. 

(il)  Definition  of  involuntary  liquidation. 
For  the  purposes  of  this  subparagraph  the 
term  "involuntary  liquidation”  shall  have 
the  meaning  given  to  it  in  subparagraph  (B) 
and,  in  addition,  it  shall  mean  a  failure,  as 
referred  to  in  that  subparagraph,  on  the  part 
of  the  taxpayer  due,  directly  and  exclusively, 
to  disruption  of  normal  trade  relations  be¬ 
tween  countries.  For  the  purposes  of  this 
subparagraph  the  words  “enemy”  and  "war”, 
as  used  in  subparagraph  (B),  shall  be  inter¬ 
preted,  pursuant  to  regulations  prescribed  by 
the  Secretary,  in  such  a  way  as  to  apply  to 
circumstances,  occurrences  and  conditions, 
lacking  a  state  of  war,  which  are  similar,  by 
reason  of  a  state  of  national  preparedness,  to 
those  which  would  exist  under  a  state  of  war. 

(iii)  Application  of  subparagraphs  (C)  and 
{E).  Subparagraphs  (C)  and  (E),  to  the 
extent  that  they  refer  to  any  taxpayer  sub¬ 
ject  to  the  provisions  of  subparagraph  (A)  or 
to  the  adjustments  specified  in  or  resulting 
from  the  effect  of  subparagraph  (A) ,  shall  be 
as  applicable  to  a  taxpayer  subject  to  the  pro¬ 
visions  of  this  subparagraph  or  to  adjust¬ 
ments  specified  in  or  resulting  from  the  effect 
of  this  subparagraph  as  though  they  specific¬ 
ally  referred  to  this  subparagraph.  If,  for 
any  taxable  year  ending  after  June  30,  1950, 
and  prior  to  January  1,  1953,  subparagraph 
(C)  is  applicable  with  respect  to  Involuntary 
liquidations  of  goods  of  the  same  class  sub¬ 
ject  to  the  provisions  of  both  subparagraph 
(A)  and  this  subparagraph,  the  Involuntary 
liquidations  of  such  goods  subject  to  the 
provisions  of  this  subparagraph  shall  be  con- 
ildered  for  the  purpose  of  subparagraph  (C) 
u  having  occurred  prior  to  the  Involuntary 
liquidations  of  such  goods  subject  to  the  pro¬ 
visions  of  subparagraph  (A).  For  the  pur¬ 
pose  of  this  clause,  and  with  respect  to  the 
taxable  years  covered  by  this  subparagraph, 
the  reference  in  subparagraph  (E)  to  section 
134  (d)  shall  be  taken  as  a  reference  to  sec¬ 
tion  452  (d). 

[Sec.  22  (d)  as  amended  by  sec.  219  (a).  Rev. 
Act  1939;  sec.  118,  sec.  119,  Rev.  Act  1942; 
«ec.  no,  Rev.  Act  1943;  Sec.  8.  Pub.  Law  384 
(80th  Cong.);  Pub.  Law  756  (81st  Cong.); 
Pub.  Law  919  (81st  Cong.);  sec.  306  (a).  Rev. 
Act  1951 1 

5  39.22  (d)-l  Last-in  first-out  inven¬ 
tories.  (a)  Any  taxpayer  permitted  or 
required  to  take  inventories  pursuant  to 
the  provisions  of  section  22  (c) ,  and  pur¬ 
suant  to  the  provisions  of  §§  39.22  (c)-l 
to  39.22  (c)-8,  inclusive,  may  elect  with 
respect  to  those  goods  specified  in  his 
application  and  properly  subject  to  In¬ 
ventory  to  compute  his  opening  and  clos- 
tng  inventories  in  accordance  with  the 
method  provided  by  section  22  (d).  Un¬ 
der  this  last-in  first-out  inventory 
method,  the  taxpayer  is  permitted  to 
treat  those  goods  remaining  on  hand  at 
the  close  of  the  taxable  year  as  being: 

<1)  Those  included  in  the  opening  in¬ 
ventory  of  the  taxable  year,  in  the  order 
Pt  acquisition  and  to  the  extent  thereof, 
and 

t2)  Those  acquired  during  the  taxable 
year. 


This  last-in  flrst-out  inventory  method 
is  not  dependent  upon  the  character  of 
the  business  in  which  the  taxpayer  is 
engaged,  or  upon  the  identity  or  want 
of  identity  through  commingling  of  any 
of  the  goods  on  hand,  and  may  be 
adopted  by  the  taxpayer  as  of  the  close 
of  any  taxable  year. 

(b)  If  the  last-in  first-out  inventory 
method  is  used  by  a  taxpayer  who  regu¬ 
larly  and  consistently,  in  a  manner  simi¬ 
lar  to  hedging  on  a  futures  market, 
matches  purchases  with  sales,  then  firm 
purchases  and  sales  contracts  (i.  e.,  those 
not  legally  subject  to  cancellation  by 
either  party)  entered  into  at  fixed  prices 
on  or  before  the  date  of  the  inventory 
may  be  included  in  purchases  or  sales, 
as  the  case  may  be,  for  the  purpose  of 
determining  the  cost  of  goods  sold  and 
the  resulting  profit  or  loss,  provided  that 
this  practice  is  regularly  and  consistently 
adhered  to  by  the  taxpayer  and  that,  in 
the  opinion  of  the  Commissioner,  income 
is  clearly  reflected  thereby. 

(c)  A  manufacturer  or  processor  who 
has  adopted  the  last-in  first-out  inven¬ 
tory  method  as  to  a  class  of  goods  may 
elect  to  have  such  method  apply  to  the 
raw  materials  only  (including  those  in¬ 
cluded  in  goods  in  process  and  in  finished 
goods)  expressed  in  terms  of  appropriate 
units.  If  such  method  is  adopted,  the 
adjustments  are  confined  to  costs  of  the 
raw  material  in  the  inventory  and  the 
cost  of  the  raw  material  in  goods  in 
process  and  in  finished  goods  produced 
by  such  manufacturer  or  processor  and 
reflected  in  the  inventory. 

Example  (I).  Assume  the  opening  Inven¬ 
tory  had  10  units  of  raw  material,  10  units 
of  goods  in  process,  and  10  units  of  finished 
goods  and  the  raw  material  cost  was  6  cents 
a  unit,  the  processing  cost  2  cents  a  unit, 
and  overhead  cost  1  cent  a  unit.  For  the 
purposes  of  this  example,  it  is  assumed  that 
the  entire  amount  of  goods  in  process  was 
50  percent  processed. 


OrXNINO  INVKNTORT 


Raw 

material 

Goods  in 
process 

Finished 

Roods 

$0.60 

$0.60 

$0.60 

.10 

.20 

.05 

.10 

1 

1 

In  the  closing  Inventory  there  are  20  units 
of  raw  material,  6  units  of  goods  in  process, 
and  8  units  of  finished  goods  and  the  costs 
were — raw  material  10  cents,  processing  cost 
4  cents,  and  overhead  1  cent. 

Closino  Inventory 


Based  on  cost  and  prior  to  adjustment] 


Raw 

material 

Goods  in 
process 

Finished 

goods 

$2.00 

$0.60 

.12 

.03 

$0.80 

.32 

.08 

Total _ _ _ 

ZOO 

.76 

1.20 

There  were  30  units  of  raw  material  in  the 
opening  inventory  and  34  tmits  In  the  clos¬ 
ing  inventory.  The  adjustment  to  the  clos¬ 
ing  inventory  would  be  as  follows: 


Closing  Inventory  as  Adjvsteo 


Raw 

material 

Goods  in 
process 

Finishe«l 

goods 

Raw  material; 

20  at  6  cents _ 

$1.20 

6  at  6  cents . . 

$0. 36 

4  at  6  cents _ 

$0.24 

.40 

.32 

.08 

A  at  10  cent*  ' _ 

Processing  costs _ 

.12 

.03 

Overhead _  _  _ 

Total  _ 

1.  20  1  .51 

1.04 

•  This  excess  is  .subject  to  determination  of  price  under 
section  22  (d)  (1)  (B)  and  {  39.22(d)-2.  If  the  excess  falls 
in  goods  in  process,  the  same  adju.stment  is  applicable. 


The  only  adjustment  to  the  closing  inventory 
is  the  cost  of  the  raw  material;  the  process¬ 
ing  costs  and  overhead  cost  are  not  changed. 

Example  (2).  Assume  the  opening  in¬ 
ventory  had  5  units  of  raw  material,  10  units 
of  goods  in  process,  and  20  units  of  finished 
goods  with  the  same  prices  as  in  example 
(1)  and  the  closing  inventory  had  20  units 
of  raw  material.  20  units  of  goods  in  process, 
and  10  units  of  finished  goods,  with  raw 
material  costs  as  in  the  closing  inventory  in 
example  ( 1 ) .  The  adjusted  closing  inventory 
would  be  as  follows  in  so  far  as  the  raw  ma¬ 
terial  is  concerned: 


Raw  material,  20  at  6  cents _ $1.20 

Goods  in  process: 

15  at  6  cents _  .90 

5  at  10  cents  * _  .  50 

Finished  goods: 

None  at  6  cents _  .  00 

10  at  10  cents* . . .  1.00 


*  This  excess  is  subject  to  determination  of 
price  under  section  22  (d)  (1)  (B)  and  §  39.22 
(d)-2. 

The  20  units  of  raw  material  in  the  raw 
state  plus  15  units  of  raw  material  in  goods 
in  process  make  up  the  35  units  of  raw  ma¬ 
terial  that  were  contained  in  the  opening 
Inventory. 

(d)  For  the  purposes  of  this  section, 
raw  material  in  the  opening  inventory 
must  be  compared  with  similar  raw  ma¬ 
terial  in  the  closing  inventory.  There 
may  be  several  types  of  raw  materials, 
depending  upon  the  character,  quality 
or  price,  and  each  type  of  raw  material 
in  the  opening  inventory  must  be  com¬ 
pared  with  a  similar  type  in  the  closing 
inventory. 

(e)  In  the  cotton  textile  industry  there 
may  be  different  raw  materials  depend¬ 
ing  upon  marked  differences  in  length  of 
staple,  in  color  or  grade  of  the  cotton. 
But  where  different  staple  lengths  or 
grades  of  cotton  are  being  used  at  differ¬ 
ent  times  in  the  same  mill  to  produce  the 
same  class  of  goods,  such  differences 
would  not  necessarily  require  the  classifi¬ 
cation  into  different  raw  materials. 

(f)  As  to  the  pork  packing  industry  a 
live  hog  is  considered  as  being  composed 
of  various  raw  materials,  different  cuts 
of  a  hog  varying  markedly  in  price  and 
use.  Generally  a  hog  is  processed  into 
approximately  10  primal  cuts  and  sev¬ 
eral  miscellaneous  articles.  However,  due 
to  similarity  in  price  and  use,  these  may 
be  grouped  into  fewer  classifications, 
each  group  being  classed  as  one  raw  ma¬ 
terial. 

(g)  When  the  finished  product  con¬ 
tains  two  or  more  different  raw  materials 
as  in  the  case  of  cotton  and  rayon  mix¬ 
tures,  each  raw  material  is  treated 
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separately  and  adjustments  made  ac¬ 
cordingly. 

(h)  Up>on  written  notice  addressed  to 
the  Commissioner  by  the  taxpayer,  a 
taxpayer  who  has  heretofore  adopted 
the  last-in  flrst-out  inventory  method  in 
respect  of  any  goods  may  adopt  the 
method  authorized  in  this  section  and 
limit  the  election  to  the  raw  material 
including  raw  materials  entering  into 
goods  in  process  and  in  finished  goods. 
If  this  method  is  adopted  as  to  any  spe¬ 
cific  goods,  it  must  be  used  exclusively 
for  such  goods  for  any  previous  year 
(not  closed  by  agreement)  to  which  the 
previous  election  applies  and  all  subse¬ 
quent  years,  unless  permission  to  change 
is  granted  by  the  Commissioner. 

(i)  The  election  may  also  be  limited 
to  that  phase  in  the  manufacturing 
process  where  a  product  is  produced 
that  is  recognized  generally  as  a  salable 
product,  as  for  example,  in  the  textile 
industry  where  one  phase  of  the  process 
is  the  production  of  yarn.  Since  yarn 
is  generally  recognized  as  a  salable 
product  the  election  may  be  limited  to 
that  portion  of  the  process  when  yarn 
is  produced.  In  the  case  of  copper  and 
brass  processors,  the  election  may  be 
limited  to  the  production  of  bars,  plates, 
sheets,  etc.,  although  these  may  be  fur¬ 
ther  processed  into  other  products. 

(j)  The  election  may  also  apply  to 
any  one  raw  material,  when  two  or  more 
raw  materials  enter  into  the  composition 
of  the  finished  product,  for  example,  in 
the  case  of  cotton  and  rayon  yarn  the 
taxpayer  may  elect  to  inventory  the 
cotton  only.  However,  a  taxpayer  who 
has  previously  made  an  election  to  use 
the  last-in  first-out  inventory  method 
may  not  now  elect  to  exclude  any  raw 
materials  that  were  covered  by  such 
previous  election. 

(k)  If  a  taxpayer  using  the  retail 
method  of  pricing  inventories,  author¬ 
ized  by  §  39.22  (c>-8,  elects  to  use  in  con¬ 
nection  therewith  the  last-in  first-out 
inventory  method  authorized  by  section 
22  (d) ,  the  apparent  cost  of  the  goods  on 
hand  at  the  end  of  the  year,  determined 
pursuant  to  §  39.22  (c)-8,  shall  be  ad¬ 
justed  to  the  extent  of  price  changes 
therein  taking  place  subsequent  to  the 
close  of  the  preceding  taxable  year.  The 
amount  of  any  apparent  inventory  in¬ 
crease  or  decrease  to  be  eliminated  in 
this  adjustment  shall  be  determined  by 
reference  to  acceptable  price  indices  es¬ 
tablished  to  the  satisfaction  of  the  Com¬ 
missioner.  Price  indices  prepared  by 
the  United  States  Bureau  of  Labor  Sta¬ 
tistics  which  are  applicable  to  the  goods 
in  question  will  be  considered  acceptable 
to  the  Commissioner.  Price  indices 
which  are  based  upon  inadequate  rec¬ 
ords,  or  which  are  not  subject  to  com¬ 
plete  and  detailed  audit  within  the 
Internal  Revenue  Service,  will  not  be 
approved. 

(l)  If  a  taxpayer  uses  consistently  the 
so-called  “dollar-value”  method  of  pric¬ 
ing  inventories,  or  any  other  method  of 
computation  established  to  the  satisfac¬ 
tion  of  the  Commissioner  as  reasonably 
adaptable  to  the  purpose  and  intent  of 
section  22  (d),  and  if  such  taxpayer 
elects  under  section  22  (d)  to  use  the 
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last-in  first-out  inventory  method  au¬ 
thorized  by  such  section,  the  taxpayer’s 
opening  and  closing  inventories  shall  be 
determined  under  section  22  (d)  by  the 
use  of  the  appropriate  adaptation. 

§  39.22  (d)-2  Requirements  incident 
to  adoption  and  use  of  last~in  first-out 
inventory  method.  Except  as  otherwise 
provided  in  §  39.22  (d)-l  with  respect  to 
raw  material  computations,  with  respect 
to  retail  inventory  computations,  and 
with  respect  to  “dollar-value”  and  other 
methods  of  computation  established  to 
the  satisfaction  of  the  Commissioner  as 
reasonably  adapted  to  the  purpose  and 
intent  of  section  22  (d),  the  adoption 
and  use  of  the  last-in  first-out  inventory 
method  is,  by  section  22  (d)  and  the  reg¬ 
ulations  thereunder,  made  subject  to  the 
following  requirements: 

(a)  The  taxpayer  shall  file  an  applica¬ 
tion  to  use  such  method  specifying  with 
particularity  the  goods  to  which  it  is  to 
be  applied. 

(b)  The  inventory  shall  be  taken  at 
cost  regardless  of  market  values. 

(c)  Goods  of  the  specified  type  in¬ 
cluded  in  the  opening  inventory  of  the 
taxable  year  for  which  the  method  is 
first  used  shall  be  considered  as  having 
been  acquired  at  the  same  time  and  at 
a  unit  cost  equal  to  the  actual  cost  of 
the  aggregate  divided  by  the  number  of 
units  on  hand.  The  actual  cost  of  the 
aggregate  shall  be  determined  pursuant 
to  the  inventory  method  employed  by  the 
taxpayer  under  the  regulations  appli¬ 
cable  to  the  preceding  taxable  year  with 
the  exception  that  restoration  shall  be 
made  with  respect  to  any  write-down  to 
market  values  resulting  from  the  pricing 
of  former  inventories. 

(d)  Goods  of  the  specified  type  on 
hand  as  of  the  close  of  the  taxable  year 
in  excess  of  what  were  on  hand  as  of 
the  beginning  of  the  taxable  year  shall 
be  included  in  the  closing  inventory,  re¬ 
gardless  of  identification  with  specific 
invoices  and  regardless  of  specific  cost 
accounting  records,  at  costs  determined 
pursuant  to  the  provisions  of  Rule  1  or 
Rule  2,  dependent  upon  the  character 
of  the  transactions  in  which  the  tax¬ 
payer  is  engaged: 

(1)  Rule  1.  In  the  case  of  a  taxpayer 
engaged  in  the  purchase  and  sale  of  mer¬ 
chandise,  such  as  a  retail  grocer  or 
druggist,  or  engaged  in  the  initial  pro¬ 
duction  of  merchandise  and  its  sale  with¬ 
out  processing,  such  as  a  miner  sell¬ 
ing  his  ore  output  without  smelting  or 
refining,  such  costs  shall  be  determined — 

(i)  By  reference  to  the  actual  cost  of 
the  goods  most  recently  purchased  or 
produced ; 

(ii)  By  reference  to  the  actual  cost  of 
the  goods  purchased  or  produced  during 
the  taxable  year  in  the  order  of  acquisi¬ 
tion; 

(iil)  By  application  of  an  average  unit 
cost  equal  to  the  aggregate  cost  of  all 
of  the  goods  purchased  or  produced 
throughout  the  taxable  year  divided  by 
the  total  number  of  units  so  purchased 
or  produced,  the  goods  refiected  in  such 
Inventory  increase  being  considered  for 
the  purposes  of  section  22  (d)  as  having 
been  acquired  all  at  the  same  time;  or 


(iv)  Pursuant  to  any  other  proper 
method  which,  in  the  opinion  of  the 
Commissioner,  clearly  reflects  income. 

Whichever  of  the  several  methods  of 
valuing  the  inventory  increase  is  adopted 
by  the  taxpayer  and  approved  by  the 
Commissioner  shall  be  consistently  ad¬ 
hered  to  in  all  subsequent  taxable  years 
so  long  as  the  last-in  first-out  inventory 
method  is  used  by  the  taxpayer. 

The  application  of  Rule  1  may  be  illus¬ 
trated  by  the  following  examples: 

Example  {1).  Suppose  that  the  taxpayer 
adopts  the  last-ln  flrst-out  Inventory  method 
for  the  taxable  year  1952  with  an  opening 
Inventory  of  10  units  at  10  cents  per  unit, 
that  It  makes  1952  purchases  of  10  units  as 
follows: 


January _ 1  at  $0. 11  =  $0.11 

April  _ 2  at  .  12  z=  .24 

July  _ 3  at  .  13  =  .39 

October _ 4  at  .  14  =  .56 

Totals  _ 10  1.30 


and  that  it  has  a  1952  closing  inventory  of 
15  units.  This  closing  inventory,  depending 
upon  the  taxpayer’s  method  of  valuing  in¬ 
ventory  Increases,  will  be  computed  as  fol¬ 


lows  :  I 

(a)  Most  recent  purchases —  I 

10  at  $0.10 .  =  $1.00 

4  at  .14  (October) _ =  .66  I 

1  at  .13  (July) . =  .13 

Totals  15  1.69 

or 

(b)  In  order  of  acquisition — 

10  at  $0.10 .  =  $1.00 

1  at  .11  (January) _ =  .11 

2  at  .12  (April) _ =  .24 

2  at  .13  (July) . =  .26 

Totals  15  1.61 

or 

(e)  At  an  annual  average — 

10  at  $0.10 .  =  $1.00 

5  at  .13  (130/10) _ =  .65  ^ 

Totals  15  1.65 


Example  (2).  Suppose  that  the  taxpayer’s 
closing  Inventory  for  1953,  the  year  follow¬ 
ing  that  Involved  in  example  (1),  reflects 
an  inventory  decrease  for  the  year,  and  not 
an  increase;  suppose  that  there  is.  accord-  i 
Ingly,  a  1953  closing  Inventory  of  13  units. 
Inasmuch  as  the  decreased  closing  inventory 
will  be  determined  wholly  by  reference  to 
the  15  units  reflected  in  the  opening  in¬ 
ventory  for  the  year,  and  will  be  taken  “in 
the  order  of  acquisition”  pursuant  to  section  | 
22  (d)  (1)  (B),  and  inasmuch  as  the  char¬ 
acter  of  the  taxpayer’s  opening  Inventory 
for  the  year  will  be  dependent  upon  its 
method  of  valuing  its  5-unlt  Inventory  in¬ 
crease  for  the  preceding  year,  the  closing 
Inventory  for  1953  will  be  computed  as  fol¬ 
lows  : 

(a)  In  case  the  increase  for  the  preceding  -j 
taxable  year  was  taken  by  reference  to  the 
most  recent  purchases — 

10  at  $0.10  (from  1951) _ = 

1  at  .13  (July  1952)—  =  -J" 

2  at  .  14  (October  1952)  =  -28 

Totals.  13  1.41  I 

or 
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Saturday,  September  26,  1953 

(b)  In  case  the  Increase  for  the  preceding 
taxable  year  was  taken  in  the  order  of  ac¬ 
quisition — 

10  at  $0. 10  (from  1951  )„.  =  $1.00 

1  at  .  11  (January  1952)  =  .11 

2  at  .12  (April  1052) ...  =  .24 

Totals.  13  1.  35 

or 

(c)  In  case  the  Increase  for  the  preceding 
taxable  year  was  taken  on  the  basis  of  an 
average — 

10  at  $0.10  (from  1951)__  =  $1.00 

3  at  .13  (from  1952)..  =  .39 

Totals.  13  1.39 

(2)  Rule  2.  In  the  case  of  a  taxpayer 
engaged  in  manufacturing,  fabricating, 
processing,  or  otherwise  producing  mer¬ 
chandise,  such  costs  shall  be  deter¬ 
mined  — 

(i)  In  the  case  of  raw  materials  pur¬ 
chased  or  initially  produced  by  the  tax¬ 
payer,  in  the  manner  elected  by  the  tax¬ 
payer  under  Rule  1  to  the  same  extent 
as  if  the  taxpayer  were  engaged  in  pur¬ 
chase  and  sale  transactions; 

and 

(ii)  In  the  case  of  goods  in  process,  re¬ 
gardless  of  the  stage  to  which  the  manu¬ 
facture,  fabricating,  or  processing  may 
have  advanced,  and  in  the  case  of  fin¬ 
ished  goods,  pursuant  to  any  proper 
method  which,  in  the  opinion  of  the 
Commissioner,  clearly  reflects  income. 

(e)  The  taxpayer  shall  establish  to 
the  satisfaction  of  the  Commissioner 
that  the  taxpayer,  in  ascertaining  in¬ 
come,  profit,  or  loss  for  the  taxable  year 
for  which  the  last-in  first-out  inventory 
method  is  first  used  or  for  any  subse¬ 
quent  taxable  year,  for  credit  purposes  or 
for  the  purpose  of  reports  to  sharehold¬ 
ers,  partners,  or  other  proprietors,  or  to 
beneficiaries,  has  not  used  any  inventory 
method  other  than  that  referred  to  in 
5  39.22  (d)-l  or  at  variance  with  the  re¬ 
quirement  referred  to  in  paragraph  (c) 
of  this  section,  the  taxpayer’s  use  of 
market  value  in  lieu  of  cost  or  his  issu¬ 
ance  of  reports  or  credit  statements  cov¬ 
ering  a  period  of  operations  less  than  the 
whole  of  the  taxable  year  not  being  con¬ 
sidered  at  variance  with  this  require¬ 
ment. 

(f)  Goods  of  the  specified  type  on 
hand  as  of  the  close  of  the  taxable  year 
preceding  the  taxable  year  for  which 
this  inventory  method  is  first  used  shall 
be  included  in  the  taxpayer’s  closing 
inventory  for  such  preceding  taxable 
year  at  cost  determined  in  the  manner 
prescribed  in  paragraph  (c)  of  this 
section. 

(g)  The  last-in  first-out  inventory 
method,  once  adopted  by  the  taxpayer 
with  the  approval  of  the  Commissioner, 
shall  be  adhered  to  in  all  subsequent 
taxable  years  unless — 

(1)  A  change  to  a  different'  method 
is  approved  by  the  Commissioner ;  or 

i2)  The  Commissioner  determines 
that  the  taxpayer,  in  ascertaining  in¬ 
come,  profit,  or  loss  for  the  whole  of  any 
taxable  year  subsequent  to  his  adoption 
of  the  last-in  first-out  inventory  method, 
for  credit  purposes  or  for  the  purpose 
of  reports  to  shareholders,  partners,  or 
other  proprietors,  or  to  beneficiaries, 
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has  used  any  inventory  method  at  vari¬ 
ance  with  that  referred  to  in  §  39.22 
(d)-l  and  requires  of  the  taxpayer  a 
change  to  a  different  method  for  such 
subsequent  taxable  year  or  any  taxable 
year  thereafter. 

(h)  The  records  and  accounts  em¬ 
ployed  by  the  taxpayer  in  keeping  his 
books  shall  be  maintained  in  conformity 
with  the  inventory  method  referred  to 
in  §  39.22  (d)-l;  and  such  supplemental 
and  detailed  inventory  records  shall  be 
maintained  as  will  enable  the  Commis¬ 
sioner  readily  to  verify  the  taxpayer’s 
inventory  computations  as  well  as  his 
compliance  with  these  several  require¬ 
ments. 

§  39.22  (d)-3  Time  and  manner  of 
making  election,  (a)  The  last-in  first- 
out  inventory  method  may  be  adopted 
and  used  only  if  the  taxpayer  files  with 
his  return  for  the  taxable  year  as  of  the 
close  of  which  the  method  is  first  to  be 
used,  in  triplicate  on  Form  970,  and  pur¬ 
suant  to  the  instructions  printed  thereon 
and  to  the  requirements  of  this  section, 
a  statement  of  his  election  to  use  such 
inventory  method.  Such  statement  shall 
be  accompanied  by  an  analysis  of  all  in¬ 
ventories  of  the  taxpayer  as  of  the  be¬ 
ginning  and  as  of  the  end  of  the  taxable 
year  for  which  the  last-in  first-out  in¬ 
ventory  method  is  proposed  first  to  be 
used,  and  also  as  of  the  beginning  of  the 
preceding  taxable  year.  In  the  case  of 
a  manufacturer,  this  analysis  shall  show 
in  detail  the  manner  in  which  costs  are 
computed  with  respect  to  raw  materials, 
goods  in  process,  and  finished  goods, 
segregating  the  products  (whether  in 
process  or  finished  goods)  into  natural 
groups  on  the  basis  of  either  (1)  simi¬ 
larity  in  factory  processes  through  which 
they  pass,  or  (2)  similarity  of  raw  ma¬ 
terials  used,  or  (3)  similarity  in  style, 
shape,  or  use  finished  products.  Each 
group  of  products  shall  be  clearly  de¬ 
scribed. 

(b)  The  taxpayer  shall  submit  for  the 
consideration  of  the  Commissioner  in 
connection  with  the  taxpayer’s  adoption 
or  use  of  the  last-in  first-out  inventory 
method  such  other  detailed  information 
with  respect  to  his  business  or  account¬ 
ing  system  as  may  be  at  any  time  re¬ 
quested  by  the  Commissioner. 

(c)  As  a  condition  to  the  taxpayer’s 
use  of  the  last-in  first-out  inventory 
method,  the  Commissioner  may  require 
that  the  method  be  used  with  respect  to 
goods  other  than  those  specified  in  the 
taxpayer’s  statement  of  election  if,  in  the 
opinion  of  the  Commissioner,  the  use  of 
such  method  with  respect  to  such  other 
goods  is  essential  to  a  clear  reflection  of 
income. 

(d)  Whether  or  not  the  taxpayer’s  ap¬ 
plication  for  the  adoption  and  use  of  the 
last-in  first-out  inventory  method  should 
be  approved,  and  whether  or  not  such 
method,  once  adopted,  may  be  continued, 
and  the  propriety  of  all  computations  in¬ 
cidental  to  the  use  of  such  method  will 
be  determined  by  the  Commissioner  in 
connection  with  the  examination  of  the 
taxpayer’s  returns. 

§  39.22  (d)-4  Adjustments  to  te  made 
by  taxpayer,  A  taxpayer  may  not 
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change  to  the  last-in  first-out  method  of 
taking  inventories  unless,  at  the  time  he 
files  his  application  for  the  adoption  of 
such  method,  he  agrees  to  such  adjust¬ 
ments  incident  to  the  change  to  or  from 
such  method,  or  incident  to  the  use  of 
such  method,  in  the  inventories  of  prior 
taxable  years  or  otherwise,  as  the  Com¬ 
missioner  upon  the  examination  of  the 
taxpayer’s  returns  may  deem  necessary 
in  order  that  the  true  income  of  the  tax¬ 
payer  will  be  clearly  refiected  for  the 
years  involved. 

§  39.22  (d)-5  Revocation  of  election. 
An  election  made  to  adopt  and  use  the 
last- in  first-out  inventory  method  is  ir¬ 
revocable,  and  the  method  once  adopted 
shall  be  used  in  all  subsequent  taxable 
years,  unless  the  use  of  another  method 
be  required  by  the  Commissioner,  or  au¬ 
thorized  by  him  pursuant  to  a  written 
application  therefor  filed  with  him  as 
provided  in  §  39.41-2. 

§  39.22  (d)-6  Change  from  last-in 
first-out  inventory  method.  If  the  tax¬ 
payer  is  granted  permission  by  the  Com¬ 
missioner  to  discontinue  the  use  of  last- 
in  first-out  method  of  taking  inventories, 
and  thereafter  to  pursue  some  other 
method,  or  if  the  taxpayer  is  required  by 
the  Commissioner  to  discontinue  the  use 
of  the  last-in  first-out  method  by  reason 
of  the  taxpayer’s  failure  to  conform  to 
the  requirements  detailed  in  S  39.22 
(d)-2,  the  inventory  of  the  specified 
goods  for  the  first  taxable  year  affected 
by  the  change  and  for  each  taxable  year 
thereafter  shall  be  taken — 

(a)  In  conformity  with  the  method 
used  by  the  taxpayer  under  section  22 
(c)  in  inventorying  goods  not  included 
in  his  last-in  first-out  inventory  com¬ 
putations;  or 

(b)  If  the  last-in  first-out  inventory 
method  was  used  by  the  taxpayer  with 
respect  to  all  of  his  goods  subject  to  in¬ 
ventory,  then  in  conformity  with  the  in¬ 
ventory  method  used  by  the  taxpayer 
prior  to  his  adoption  of  the  last-in  first- 
out  inventory  method ;  or 

(c)  If  the  taxpayer  had  not  used  in¬ 
ventories  prior  to  his  adoption  of  the 
last-in  first-out  inventory  method  and 
had  no  goods  currently  subject  to  in¬ 
ventory  by  a  method  other  than  the 
last-in  first-out  inventory  method,  then 
in  conformity  with  such  inventory 
method  as  may  be  selected  by  the  tax¬ 
payer  and  approved  by  the  Commis¬ 
sioner  as  resulting  in  a  clear  reflection 
of  income;  or 

(d)  In  any  event,  in  conformity  with 
any  inventory  method  to  which  the  tax¬ 
payer  may  change  pursuant  to  applica¬ 
tion  approved  by  the  Commissioner. 

§  39.22  (d)-7  Involuntary  liquidation 
and  replacement,  (a)  If  prevailing  war 
conditions  beyond  the  control  of  the 
taxpayer,  or  certain  prescribed  post-war 
conditions  beyond  his  control,  should 
render  it  impossible  either  during  the 
period  of  the  war  or  within  the  pre¬ 
scribed  post-war  period  for  a  taxpayer 
using  the  last-in  first-out  inventory 
method  to  have  on  hand  at  the  close  of 
the  taxable  year  a  stock  of  merchandise 
in  kind  and  description  like  that  in¬ 
cluded  in  the  opening  inventory  for  the 
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year,  or  In  a  quantity  equal  to  that  of  the 
opening  inventory,  the  resulting  inven¬ 
tory  decrease  for  the  year  will  be  re¬ 
garded.  at  the  election  of  the  taxpayer, 
as  reflecting  an  involuntary  liquidation 
subject  to  replacement.  If  the  taxpayer 
notifies  the  Commissioner  at  any  time 
not  later  than  six  months  after  the 
time  of  filing  his  income  tax  return  for 
the  year  of  the  liquidation,  or  at  any 
time  not  later  than  December  15,  1952, 
in  the  case  of  the  year  of  liquidation 
being  a  taxable  year  ending  before 
March  1.  1952,  that  he  intends  to  effect 
a  replacement  of  the  liquidated  stock, 
in  whole  or  in  part,  and  that  he  desires 
to  have  applied  in  his  case  the  involun¬ 
tary  liquidation  and  replacement  provi¬ 
sions  of  section  22  (d)  (6).  and  if  he 
establishes  to  the  satisfaction  of  the 
Commissioner  the  involuntary  charac¬ 
ter  of  the  liquidation  to  which  his  stock 
has  been  subjected,  effect  shall  be  given, 
when  replacement  has  been  made,  to  an 
adjustment  of  net  income  for  the  year 
of  liquidation  to  the  extent  of  the  dif¬ 
ference  between  the  replacement  costs 
incurred  and  the  original  inventory  cost 
of  the  base  stock  inventory  liquidated. 
For  extensions  of  time,  see  Subpart  G  of 
the  regulations  in  this  part.  If  the  re¬ 
placement  costs  exceed  such  inventory 
costs,  the  net  income  of  the  taxpayer 
otherwise  computed  shall  be  reduced  by 
an  amount  equal  to  such  excess.  If  the 
replacement  costs  are  less  than  the  in¬ 
ventory  costs,  net  income  otherwise  com¬ 
puted  shall  be  increased  to  the  extent  of 
such  difference.  Any  deficiency  in  the 
income  or  excess  profits  tax  of  the  tax¬ 
payer,  or  any  overpayment  of  such  taxes, 
attributable  to  such  adjustment  shall  be 
assessed  and  collected  by  the  Commis¬ 
sioner  or  credited  or  refunded  to  the 
taxpayer  without  interest. 

(b)  The  statutory  provisions  affording 
recognition  to  the  involuntary  character 
of  inventory  decreases  which  become  ap¬ 
parent  in  war  years  and  authorizing  for 
tax  purposes  a  replacement  of  the  items 
of  merchandise  so  liquidated  are  limited 
•in  their  application  to  liquidations  oc¬ 
curring  in  taxable  years  beginning  before 
January  1,  1948,  and  to  inventory  re¬ 
placements  effected  in  taxable  years  end¬ 
ing  before  January  1.  1953.  The  statu¬ 
tory  provisions  affording  recognition  to 
(he  involuntary  character  of  inventory 
decreases  which  become  apparent  in 
post-war  taxable  years  and  authorizing 
for  tax  purposes  a  replacement  of  the 
items  of  merchandise  so  liquidated  are 
limited  in  their  application  to  liquida¬ 
tions  occurring  in  taxable  years  ending 
after  June  30.  1950,  and  before  January 
1,  1954,  and  to  inventory  replacements 
effected  in  taxable  years  ending  before 
January  1.  1956. 

(c)  With  respect  to  inventory  de¬ 
creases  occurring  during  the  period  of 
the  war,  a  failure  on  the  part  of  the  tax¬ 
payer  to  have  on  hand  in  his  closing 
inventory  for  the  taxable  year  merchan- 
dire  of  the  kind,  description,  and  quan¬ 
tity  of  that  reflected  in  his  opening 
inventory  will  be  considered  as  an  in¬ 
voluntary  liquidation  only  if  it  is  estab¬ 
lished  to  the  satisfaction  of  the  Com¬ 
missioner  that  such  failure  is  due  wholly 
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to  his  inability  to  purchase,  manufac¬ 
ture,  or  otherwise  produce  and  prociu'e 
delivery  of  such  merchandise  during  the 
taxable  year  of  liquidation  by  reason  of 
prevailing  war  conditions,  such  as  (1) 
enemy  capture  or  control  of  sources  of 
limited  foreign  supply;  (2)  shipping  or 
other  transportation  shortages;  (3)  ma¬ 
terial  shortages  resulting  from  priorities 
or  allocations;  (4)  labor  shortages;  and 
(5)  similar  war  conditions  beyond  the 
control  of  the  taxpayer.  A  voluntary 
shift  by  the  taxpayer,  in  the ’exercise  of 
business  judgment,  to  merchandise  of  a 
different  character,  description,  or  use, 
or  to  merchandise  processed  out  of  a  sub¬ 
stantially  different  kind  of  raw  materials 
while  raw  materials  of  the  type  originally 
used  are  still  available  will  not  be  con¬ 
sidered  as  an  involuntary  liquidation 
notwithstanding  the  fact  that  such  a 
shift  in  merchandise  stocked  was 
prompted  by  a  shifting  market  demand 
attributable  to  war  conditions.  The 
term  "involuntary  liquidation”  presup¬ 
poses  a  physical  inability  to  maintain  a 
normal  inventory  as  distinguished  from 
a  financial  or  business  disinclination  on 
the  part  of  the  taxpayer  to  do  so. 

(d)  With  respect  to  inventory  de¬ 
creases  occurring  in  taxable  years  end¬ 
ing  after  June  30,  1950,  and  before 
January  1,  1954,  the  rules  pre¬ 

scribed  in  paragraph  (c)  of  this  section 
shall  apply.  For  the  purpose  of  such 
rules,  the  words  "enemy”  and  "war” 
shall  be  interpreted  to  apply  to  circum¬ 
stances,  occurrences,  and  conditions 
lacking  a  state  of  war,  which  are  simi¬ 
lar,  by  reason  of  a  state  of  national  pre¬ 
paredness,  to  those  which  would  exist 
under  a  state  of  war.  The  various  direc¬ 
tives,  orders,  regulations,  and  allotments 
issued  by  the  Federal  Government  in 
connection  with  national  preparedness 
are  among  such  circumstances  and  con¬ 
ditions.  Likewise,  a  voluntary  compli¬ 
ance  with  a  request  of  an  authorized 
representative  of  the  Federal  Govern¬ 
ment  made  upon  an  industry  or  an  im¬ 
portant  segment  thereof,  or  a  voluntary 
allocation  of  materials  by  an  industry 
or  important  segment  thereof  sanc¬ 
tioned  by  the  Federal  Government,  if 
made  in  connection  with  the  national 
preparedn  program,  might  be  consid¬ 
ered  as  such  a  circumstance  or  condition. 
Similarly,  so  much  of  an  inventory 
decrease  as  is  directly  and  exclusively 
attributable  to  the  Federal  Govern¬ 
ment’s  stockpiling  program  for  periods 
during  which  an  item  is  not  subject  to 
allotment  shall  also  be  considered  as 
subject  to  the  provisions  of  section 
22  (d)  (6).  Thus,  so  much  of  an  in¬ 
ventory  decrease  as  is  due  wholly  to 
the  effect  of  directives,  orders,  regula¬ 
tions,  or  allotments  issued  pursuant  to 
the  Defense  Production  Act  of  1950,  as 
amended  (50  U.  S.  C.  App.  2061),  or  to 
any  other  circumstance  or  condition 
which  is  solely  dependent  upon  other 
action  taken  by  the  Federal  Government 
in  furtherance  of  the  national  prepared¬ 
ness  program,  ordinarily  shall  be  con¬ 
sidered  as  an  involuntary  liquidation 
under  section  22  (d)  (6)  and  this  sec¬ 
tion;  however,  to  the  extent  that  such 
a  decrease  is  due  to  the  disposition  of 


goods  acquired  in  violation  of  such  di¬ 
rectives,  orders,  regulations,  or  allot¬ 
ments,  such  decrease  shall  not  be  consid¬ 
ered  as  such  an  involuntary  liquidation. 
With  respect  to  an  inventory  decrease  in 
a  taxable  year  ending  after  June  30, 1950. 
and  before  January  1,  1954,  due  directly 
and  exclusively  to  a  disruption  of  nor¬ 
mal  trade  relations  between  countries, 
such  an  inventory  decrease  shall  be  con- 
sidered  as  an  involuntary  liquidation 
subject  to  the  rules  and  requirements 
prescribed  in  the  preceding  paragraphs, 
including  the  requirement  that  the  tax¬ 
payer  establish  to  the  satisfaction  of  the 
Commissioner  the  cause  of  the  involun¬ 
tary  liquidation.  A  disruption  of  nor¬ 
mal  trade  relations  between  countries 
may  be  reflected  by  unusual  export  limi¬ 
tations  imposed  by  a  foreign  govern¬ 
ment,  by  unusual  exchange  restrictions, 
or  by  other  unusual  circumstances  or 
conditions  beyond  the  control  of  the  tax¬ 
payer. 

(e)  If  the  taxpayer  would  have  the 
involuntary  liqui(iation  and  replacement 
provisions  applicable  with  respect  to  any 
inventory  decrease,  he  musts  so  elect 
within  the  time  prescribed  by  the  regula¬ 
tions  in  this  part.  In  making  such  elec¬ 
tion,  the  taxpayer  shall  attach  to  his  re¬ 
turn  and  make  a  part  thereof,  or  he  shall 
furnish  separately  to  the  Commissioner, 
a  statement  setting  forth  the  following 
matters :  ( 1 )  The  wish  of  the  taxpayer  to 
invoke  the  involuntary  liquidation  and 
replacement  provisions;  (2)  a  detailed 
list  or  other  identifying  description  of 
the  items  of  merchandise  claimed  to 
have  been  subjected  to  involuntary 
liquidation  and  the  extent  to  which  re¬ 
placement  is  intended;  (3)  the  circum* 
stances  relied  upon  as  rendering  the  tax¬ 
payer  unable  to  maintain  throughout  the 
taxable  year  a  normal  inventory  of  the 
items  involved,  including  evidence  of  the 
applicable  National  Production  Author¬ 
ity  inventory  control  figures  for  the  be¬ 
ginning  and  the  close  of  the  taxable  year 
(or  if  none,  a  statement  to  that  effect), 
allotments  applied  for,  allotments  re¬ 
ceived.  and  reason  for  failure  to  place 
allotments  received;  (4)  detailed  proof 
of  such  circumstances  to  the  extent  that 
they  may  not  be  the  subject-matter 
of  common  knowledge;  (5)  a  full  de¬ 
scription  of  what  efforts  were  made 
on  the  part  of  the  taxpayer  to  effect 
replacement  during  the  taxable  year 
and  the  result  of  such  efforts;  and 
(6)  in  the  case  of  an  election  made  pur¬ 
suant  to  an  extension  of  time  sought 
under  Subpart  G  of  the  regulations  in 
this  part  more  than  six  months  after  the 
filing  of  the  return  for  the  year  of  liqui¬ 
dation,  the  circumstances  relied  upon  as 
justifying  the  election  at  such  time.  t()- 
gether  with  a  disclosure  of  the  extent,  if 
any,  to  which  replacements  have  already 
been  made. 

(f)  The  election  of  the  taxpayer  to 
treat  an  involuntary  decrease  of  inven¬ 
tory  as  subject  to  the  replacement  ad¬ 
justments  is  to  be  exercised  separately 
for  each  taxable  year  reflecting  such  a 
decrease,  and  the  election,  once  exercised 
with  respect  to  a  given  year,  shall  be 
irrevocable  with  respect  to  the  particular 
decrease  involved  and  its  replacement, 
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and  shall  be  binding  for  the  year  of  liqui¬ 
dation,  the  year  of  replacement,  and  all 
prior,  intervening,  and  subsequent  years 
to  the  extent  that  such  prior,  interven¬ 
ing,  and  subsequent  years  are  affected 
by  the  adjustments  authorized.  The 
ultimate  replacement  and  the  resulting 
adjustment  for  the  year  of  liquidation 
may  have  consequences,  among  others, 
in  the  earnings  and  profits  of  intervening 
years  and  the  inventory  accounts  of  sub¬ 
sequent  years.  They  may  have  conse¬ 
quences  in  the  prior  years  by  reason  of 
adjustments  in  net  operating  loss  or 
v?:used  excess  profits  credit  carry-backs, 
and  in  intervening  and  subsequent  tax¬ 
able  years  by  reason  of  adjustments  in 
cany-overs.  Adjustments  are  to  be 
Blade  for  the  several  years  affected  con- 
» '.stent  with  the  adjustments  made  for 
'.he  year  of  liquidation.  Detailed  rec¬ 
ords  shell  be  maintained  such  as  will 
enable  the  Commissioner,  in  his  exami¬ 
nation  of  the  taxpayer’s  returns  for  the 
year  of  replacement,  readily  to  verify 
the  extent  of  the  inventory  decrease 
claimed  to  be  involuntary  in  character 
and  the  facts  upon  which  such  claim  is 
based,  all  subsequent  inventory  increases 
and  decreases,  and  all  other  facts  mate¬ 
rial  to  the  replacement  adjustment 
authorized. 

(g)  Notwithstanding  the  ultimate  pur¬ 
chase  price  or  the  cost  of  production  ulti¬ 
mately  incurred  by  the  taxpayer  in  effect¬ 
ing  replacement  of  a  stock  involuntarily 
liquidated,  the  merchandise  reflecting 
the  replacement  shall  be  taken  into  pur¬ 
chases  and  included  in  the  closing  in¬ 
ventory  for  the  year  of  replacement,  and 
shall  be  included  in  the  inventories  of 
subsequent  taxable  years,  at  the  inven¬ 
tory  cost  figure  of  the  merchandise 
replaced. 

(h)  The  goods  refiectod  in  any  inven¬ 
tory  increase  in  a  year  subsequent  to  a 
year  of  involuntary  liquidation,  to  the 
extent  that  they  constitute  items  of  the 
kind  and  description  liquidated  in  prior 
years,  whether  or  not  in  a  year  of  invol¬ 
untary  liquidation,  shall  be  deemed,  in 
the  order  of  th'ir  acquisition,  as  having 
been  acquired  by  the  taxpayer  in  re¬ 
placement  of  like  goods  most  recently 
liquidated  and  not  previously  replaced; 
however,  in  a  case  involving  involuntary 
liquidations  of  goods  of  the  same  class 
subject  to  the  provisions  of  both  section 
22(d)  (6)  (A)  and  section  22  (d)  (6)  (P), 
the  involuntary  liquidations  of  such 
goods  subject  to  the  provisions  of  section 
22  (d)  (6)  (P)  shall,  for  the  purpose  of 
replacements  made  in  taxable  years  end¬ 
ing  before  January  1,  1953,  be  considered 
as  haying  occurred  prior  to  the  involun¬ 
tary  liquidations  of  such  goods  subject  to 
uie provisions  of  section  22  (d)  (6)  (A). 
To  the  extent  that  the  items  of  increase 
are  allocated  to  items  liquidated  volun¬ 
tarily,  no  adjustment  will  be  required  or 
permitted.  Such  replacement  merchan¬ 
dise  will  be  carried  in  the  inventory  at  its 
actual  cost  of  acquisition.  To  the  extent 
toat  replacements  are  allocated  to  items 
involuntarily  liquidated,  however,  the 
Wovisions  of  this  section  shall  apply, 
both  with  respect  to  adjustments  for  the 
year  of  liquidation  and  other  taxable 
years  affected  and  with  respect  to  inven- 
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tory  computations  for  the  year  of  re¬ 
placement  and  all  subsequent  taxable 
years. 

(i)  In  some  cases  it  may  appear  that, 
at  the  time  of  the  filing  of  the  income 
tax  return  for  the  year  of  replacement, 
or  within  three  years  thereafter,  an  ad¬ 
justment  with  respect  to  the  Income  or 
excess  profits  taxes  for  the  year  of  the 
involuntary  liquidation,  or  for  some 
prior,  intervening,  or  subsequent  taxable 
year,  is  prevented  by  the  running  of  the 
statute  of  limitations,  by  the  execution 
of  a  closing  agreement,  by  virtue  of  a 
court  decision  which  has  become  final,  or 
by  reason  of  some  other  provision  or  rule 
of  law  other  than  section  3761  (relating 
to  compromi.ses)  and  other  than  the  in¬ 
ventory  replacement  provisions.  The 
adjustments  provided  for  in  connection 
with  the  involuntary  liquidation  and  re¬ 
placement  of  inventory  shall  neverthe¬ 
less  be  made,  but  only  if,  within  a  period 
of  three  years  after  the  date  of  the  filing 
of  the  income  tax  return  for  the  year  of 
replacement,  a  notice  of  deficiency  is 
mailed  or  a  claim  for  refund  is  filed.  No 
credit  or  refund  will  be  allowed  under 
such  circumstances,  whether  within  or 
without  such  three-year  period,  in  the 
absence  of  a  claim  for  refund  duly  filed; 
nor  will  a  resulting  deficiency  be  assessed 
or  collected  under  section  272  (d)  re¬ 
lating  to  waivers  of  restrictions.  ’The 
issuance  of  the  statutory  notice  of  de¬ 
ficiency  or  the  filing  of  a  claim  for  re¬ 
fund  are  statutory  conditions  upon 
which  depend  the  provisions  of  section 
22  (d)  (6)  (E).  The  adjustment  au¬ 
thorized  by  section  22  (d)  (6)  (E)  is 
limited  further  to  the  tax  attributable 
solely  to  the  replacement  adjustments. 
The  amount  of  the  adjustment  shall  be 
computed  by  reference  to  the  amount  of 
the  tax  previously  determined,  and  with¬ 
out  regard  to  factors  affecting  the  tax¬ 
able  year  involved  to  which  no  effect  was 
given  in  such  prior  determination.  The 
tax  previously  determined  shall  be  ascer¬ 
tained  in  accordance  with  the  principles 
stated  in  sections  452  (d)  and  734  (d), 
§  40  452-4  of  regulations  ISO  (Part  40 
of  this  chapter*  and  §  35.734-4  of  Regu¬ 
lations  112  (26  CPR,  1943  Cum.  Supp., 
Part  35).  Any  deficiency  paid  or  any 
overpayment  credited  or  refunded  under 
these  circumstances  shall  not  be  subject 
to  recovery  on  a  claim  for  refund  or  a 
suit  for  the  recovery  of  an  erroneous  re¬ 
fund  in  any  case  in  which  such  claim 
or  suit  is  based  upon  factors  other  than 
those  giving  rise  to  the  adjustments 
made. 

§  39.22  (e)-(k)  Statutory  provisions; 
cross  references;  alimony,  etc.,  income. 

Sec.  22.  Gross  income.  •  •  • 

(e)  Distributions  by  corporations.  Dis¬ 
tributions  by  corporations  shall  be  taxable 
to  the  shareholders  as  provided  in  section  115. 

(f)  Determination  of  gain  or  loss.  In  the 
case  of  a  sale  or  other  disposition  of  prop¬ 
erty,  the  gain  or  loss  shall  be  computed  as 
provided  In  section  111. 

(g)  Gross  income  from  sources  within  and 
without  United  States.  For  computation  of 
gross  income  from  sources  within  and  with¬ 
out  the  United  States,  see  section  119. 

(h)  Foreign  personal  holding  companies. 
For  provisions  relating  to  gross  Income  of 
foreign  personal  holding  companies  and  of 
their  shareholders,  see  section  334. 


5815 

(1)  Consent  dividends.  For  Inclusion  In 
gross  Income  of  amounts  specified  in  share¬ 
holders’  consents,  see  section  28. 

(j)  Income  from  mortgages  made  or  obli¬ 
gations  issued  by  joint  stock  land  banks. 
For  taxable  status  of  income  derived  from 
mortgages  made  or  obligations  Issued  by  Joint 
stock  land  banks,  see  section  3799. 

(k)  Alimony,  etc.,  income.  In  the  case  of 
a  wife  who  Is  divorced  or  legally  separated 
from  her  husband  under  a  decree  of  divorce 
or  of  separate  maintenance,  periodic  pay¬ 
ments  (whether  or  not  made  at  regular  in¬ 
tervals)  received  subsequent  to  such  decree 
in  discharge  of,  or  attributable  to  property 
transferred  (in  trust  or  otherwise)  in  dis¬ 
charge  of.  a  legal  obligation  which,  because 
of  the  marital  or  family  relationship,  is  im¬ 
posed  upon  or  incurred  by  such  hu  bend 
under  such  decree  or  under  a  written  instru¬ 
ment  incident  to  such  divorce  or  separation 
.shall  be  includible  in  the  gross  Income  of 
such  wife,  and  such  amounts  received  as  are 
attributable  to  property  so  transferred  shall 
not  be  includible  in  the  gross  Income  of  such 
husband.  This  subsection  shall  not  apply 
to  that  part  of  any  such  periodic  payment 
which  the  terms  of  the  decree  or  written  in¬ 
strument  fix.  In  terms  of  an  amount  of 
money  or  a  portion  of  the  payment,  as  a  sum 
which  Is  payable  for  the  support  of  minor 
children  of  such  husband.  In  case  any  such 
periodic  payment  is  less  than  the  amount 
specified  in  the  decree  or  written  instrument, 
for  the  purpose  of  applying  the  preceding 
sentence,  such  payment,  to  the  extent  of 
such  sum  payable  for  such  support,  shall  be 
considered  a  payment  for  such  support.  In¬ 
stallment  paytnents  discharging  a  part  of 
an  obligation  the  principal  sum  of  which  is, 
in  terms  of  money  or  property,  specified  in 
the  decree  or  Instrument  shall  not  be  con¬ 
sidered  periodic  payments  for  the  purposes 
of  this  subsection;  except  that  an  Installment 
payment  chall  be  considered  a  periodic  pay¬ 
ment  for  the  purposes  of  this  subsection  if 
such  principal  sum,  by  the  terms  of  the 
decree  or  Instrument,  may  be  or  is  to  be  paid 
within  a  period  ending  more  than  10  years 
from  the  date  of  such  decree  or  instrument, 
but  only  to  the  extent  that  such  installment 
payment  for  the  taxable  year  of  the  wife  (or 
if  more  than  one  such  Installment  payment 
for  such  taxable  year  is  received  during  such 
taxable  year,  the  aggregate  of  such  install¬ 
ment  payments)  does  not  exeqed  10  per 
centum  of  such  principal  sum.  For  the  pur¬ 
poses  of  the  preceding  sentence,  the  portion 
of  a  payment  of  the  principal  sum  which 
Is  allocable  to  a  period  after  the  taxable  year 
of  the  wife  in  which  it  is  received  shall  be 
considered  an  Installment  payment  for  the 
taxable  year  in  which  it  is  received.  (In 
cases  where  such  periodic  payments  are  at¬ 
tributable  to  property  of  an  estate  or  prop¬ 
erty  held  in  trust,  see  section  171  (b).) 

(Sec.  22  (k)  as  added  by  sec.  120  (a).  Rev. 
Act  1942) 

§  39.22  (k)-l  Alimony  and  separate 
maintenance  payments;  income  to  for¬ 
mer  wife — (a)  In  general.  (1)  Section 
22  (k)  provides  rules  for  treatment  in 
certain  cases  of  payments  in  the  nature 
of  or  in  lieu  of  alimony  or  an  allowance 
for  support  as  between  spouses  who  are 
divorced  or  legally  separated  under  a 
court  order  or  decree.  For  convenience, 
the  payee  spouse  will  hereafter  in  this 
section  be  referred  to  as  the  “wife”  and 
the  spouse  from  whom  she  is  divorced 
or  legally  separated  as  the  “husband.” 
See  section  3797  (a)  (17). 

(2)  Section  22  (k)  requires  the  inclu¬ 
sion  in  the  gross  income  of  the  wife  of 
pericxlic  payments  (whether  or  not  made 
at  regular  intervals)  received  by  her 
after  the  decree  of  divorce  or  of  separate 
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maintenance.  Such  periodic  payments 
may  be  received  from  either  of  the  two 
following  sources: 

(i)  In  discharge  of  a  legal  obligation 
which,  because  of  the  marital  or  family 
relationship,  is  imposed  upon  or  in¬ 
curred  by  the  husband,  or 

<ii)  Attributable  to  property  trans¬ 
ferred  (in  trust  or  otherwise)  in  dis¬ 
charge  of  a  legal  obligation  which,  be¬ 
cause  of  the  marital  or  family  relation¬ 
ship,  is  imposed  upon  or  incurred  by  the 
husband. 

(3)  The  obligation  of  the  husband 
must  be  imposed  upon  him  or  assumed 
by  him  (or  made  specific)  under  either 
of  the  following: 

(i)  A  court  order  or  decree  divorcing 
or  legally  separating  the  husband  and 
wife,  or 

(ii)  A  written  instrument  incident  to 
such  divorce  or  legal  separation. 

The  periodic  payments  received  by  the 
wife  attributable  to  property  so  trans¬ 
ferred  and  includible  in  her  income  are 
net  to  be  included  in  the  gross  income 
of  the  husband.  See  also  §  39.171-1  in 
cases  where  such  periodic  payments  are 
attributable  to  property  held  in  trust. 

(4)  The  purpose  and  effect  of  section 
22  (k)  may  be  illustrated,  in  general,  by 
the  following  examples,  in  w^hich  it  is 
assumed  that  the  husband  and  wife 
make  their  income  tax  returns  on  the 
calendar  year  basis: 

Example  (I).  W  sues  H  for  divorce  In 
1952.  The  court  awards  W  temporary  ali¬ 
mony  of  $25  a  week  pending  the  final  de¬ 
cree.  On  September  1,  1952,  the  court  grants 
W  a  divorce  and  awards  her  $200  a  month 
permanent  alimony.  No  part  of  the  $25  a 
week  temporary  alimony  received  prior  to  the 
decree  is  includible  in  W’s  Income  under 
section  22  (k),  but  the  $200  a  month  re¬ 
ceived  during  the  balance  of  1952  by  W  is 
includible  in  her  income  for  1952.  Under 
section  23  (u),  H  is  entitled  to  deduct  such 
$200  payments  from  his  income. 

Example  (2).  W  files  suit  for  divorce  from 
H.  In  consideration  of  W’s  promise  to  re¬ 
linquish  all  marital  rights  and  not  to  make 
public  H’s  financial  afTalrs,  H  makes  a  le¬ 
gally  binding  promise  in  w'rltlng  to  W  to 
pay  to  her  $200  a  month  if  a  final  decree  of 
divorce  is  granted  without  any  provision  for 
alimony.  Accordingly,  W  does  not  request 
alimony  and  no  provision  for  alimony  is 
made  under  a  final  decree  of  divorce.  Dur¬ 
ing  1952.  H  pays  W  $200  a  month,  pursuant 
to  the  promise.  The  $2,400  thus  received 
by  W  is  includible  in  her  gross  income  under 
the  provisions  of  section  22  (k).  Under 
section  23  (u),  H  is  entitled  to  a  deduction 
of  $2,400  from  his  gross  income. 

Exaviple  (3).  H  and  W  enter  into  an  an- 
tenuotial  agreement,  under  which,  in  con¬ 
sideration  of  W’s  relinquishment  of  all  mar¬ 
ital  rights  (including  dower)  in  H’s  prop¬ 
erty,  and,  in  order  to  provide  for  W’s  sup¬ 
port  and  household  expenses,  H  promises  to 
pay  W  $200  a  month  for  her  life.  Terr  years 
alter  their  marriage,  W  sues  H  for  divorce 
but  docs  not  ask  for  or  obtain  alimony  be¬ 
cause  of  the  provision  already  made  for  her 
support  in  the  antenuptial  agreement.  Like¬ 
wise,  the  divorce  decree  is  silent  as  to  such 
agreement  and  H’s  obligation  to  support  W. 
Section  22  (k)  does  not  apply  to  such  a  case. 
If,  however,  the  decree  were  modified  so 
as  to  refer  to  the  antenuptial  agreement, 
or  if,  at  the  time  of  the  divorce,  reference 
had  been  made  to  the  antenuptial  agreement 
in  the  court’s  decree  or  in  a  written  instru¬ 
ment  Incident  to  the  divorce,  section  22  (k) 
would  require  the  inclusion  of  the  payments 


received  by  W  after  the  decree  in  her  in¬ 
come.  (As  to  including  such  payments  in 
the  wife’s  income,  if  made  by  a  trust  cre¬ 
ated  under  the  antenuptial  agreement,  re¬ 
gardless  of  whether  referred  to  in  the  decree 
or  a  later  instrument,  see  §  39.171-1.) 

(5)  Section  22  (k)  applies  only  where 
the  legal  obligation  being  discharged 
arises  out  of  the  family  or  marital  re¬ 
lationship  in  recognition  of  the  general 
obligation  to  support,  which  is  made 
specific  by  the  instrument  or  decree. 
Thus,  section  22  (k)  does  not  apply  to 
that  part  of  any  periodic  payment  which 
is  attributable  to  the  repayment  by  the 
husband  of,  for  example,  a  bona  fide  loan 
previously  made  to  him  by  the  wife,  the 
satisfaction  of  which  is  specified  in  the 
divorce  decree  as  a  part  of  the  general 
settlement  between  the  husband  and 
wife. 

(6)  Periodic  payments  are  includible 
in  the  w’ife’s  income  under  section  22 
(k)  only  for  the  taxable  year  in  which 
received  by  her.  As  to  such  amounts, 
the  wife  is  to  be  treated  as  if  she  makes 
her  income  tax  returns  on  the  cash  re¬ 
ceipts  and  disbursements  basis,  regard¬ 
less  of  whether  she  normally  makes  such 
returns  on  the  accrual  basis.  However, 
if  the  periodic  payments  described  in 
section  22  (k)  are  to  be  made  by  an 
estate  or  trust,  such  periodic  payments 
are  to  be  included  in  the  wife’s  taxable 
year  in  which  they  are  includible  ac¬ 
cording  to  the  rules  as  to  income  of 
estates  and  trusts  provided  in  sections 
162,  164,  and  171  (b),  whether  or  not 
such  payments  are  made  out  of  the  in¬ 
come  of  such  estates  or  trusts. 

(b)  Alimony  income  attributable  to 
property.  (1)  The  full  amount  of  peri¬ 
odic  payments  received  under  the  cir¬ 
cumstances  described  in  section  22  (k) 
is  required  to  be  included  in  the  gross 
income  of  the  recipient  whether  such 
amounts  are  derived,  in  whole  or  in  part, 
from  income  received  or  accrued  by  the 
source  to  which  such  payments  are  at¬ 
tributable.  Thus,  it  matters  not  that 
such  payments  are  attributable  to  prop¬ 
erty  in  trust,  to  life  insurance,  endow¬ 
ment,  or  annuity  contracts,  or  to  any 
other  interest  in  property,  or  are  paid 
directly  or  indirectly  by  the  obligor  hus¬ 
band  from  his  income  or  -capital.  For 
example,  if  in  order  to  meet  an  alimony 
obligation  of  $500  a  month,  the  husband 
purchases  or  assigns  for  the  benefit  of 
his  former  wife  a  commercial  annuity 
contract  paying  such  amount,  the  full 
$500  a  month  received  by  the  wife  is  in¬ 
cludible  in  her  income,  and  no  part  of 
such  amount  is  includible  in  the  hus¬ 
band's  income  or  deductible  by  him.  See 
section  22  (b)  (2)  (A)  and  §  39.22  (b) 

(2) -4.  Likewise,  if  property  is  trans¬ 
ferred  by  the  husband,  subject  to  an 
annual  charge  of  $5,000,  payable  to  his 
former  wife  in  discharge  of  his  alimony 
obligation  under  the  divorce  decree,  the 
$5,000  received  annually  is,  under  section 
22  (k),  includible  in  the  wife’s  income, 
regardless  of  whether  such  amount  is 
paid  out  of  income  or  principal  of  the 
property. 

(2)  The  same  rule  applies  to  periodic 
payments  attributable  to  property  in 
trust.  The  full  amount  of  periodic  pay¬ 
ments  to  which  section  22  (k)  applies  is 


includible  in  the  wife’s  Income,  regard- 
less  of  whether  such  payments  are  made  • 
out  of  trust  income.  Such  periodic  pay-  i 
ments  are  to  be  included  in  the  wife’s  * 
income  under  section  22  (k)  and  are  to 
be  excluded  from  the  husband’s  income, 
even  though  the  income  of  the  trust 
would  otherwise  be  includible  in  his  in¬ 
come  under  section  22  (a),  section  166. 
section  167,  or  any  other  section  of  the 
Code  or  the  regulations  in  this  part.  As 
to  periodic  payments  received  by  a  for¬ 
mer  wife  attributable  to  property  in  ^ 
trust  in  cases  to  which  section  22  (k) 
does  not  apply  because  the  husband’s  j 
obligation  is  not  specified  in  the  decree  ■ 
or  an  instrument  incident  thereto,  see 
section  171  (a)  and  §39.171-1. 

(3)  Section  22  (k)  does  not  apply  to  ? 
that  part  of  any  periodic  payment  at-  : 
tributable  to  that  portion  of  any  interest  ! 
in  property  transferred  in  discharge  of  i 
the  husband’s  obligation  under  the  de¬ 
cree  or  instrument  incident  thereto 
which  interest  originally  belonged  to  the  i 
wife.  It  will  apply,  however,  if  she  re-  \ 
ceived  such  interest  from  her  husband  in 
contemplation  of  or  as  an  incident  to 
the  divorce  or  separation  without  ade¬ 
quate  and  full  consideration  in  money 
or  money’s  worth,  other  than  the  release 
of  the  husband  or  his  property  from 
marital  obligations.  An  example  of  the 
first  rule  is  a  case  where  the  husband 
and  wife  transfer  securities,  w’hich  were 
owned  by  them  jointly,  in  trust  to  pay 
an  annuity  to  the  wife.  In  this  case, 
the  full  amount  of  that  part  of  the  annu¬ 
ity  received  by  the  wife  in  discharge  of 
the  husband’s  obligation  under  the  de¬ 
cree,  or  instrument  incident  thereto,  is 
taxable  to  her  under  section  22  (k) ,  while 
that  portion  of  the  annuity  attributable 
to  the  wife’s  interest  in  the  securities  so 
transferred  is  taxable  to  her  only 
to  the  extent  it  is  out  of  trust  in¬ 
come  as  provided  in  section  162.  If, 
however,  the  husband’s  transfer  of  an 
interest  in  his  property  to  his  wife,  pre¬ 
liminary  to  a  transfer  of  such  property  in 
discharge  of  his  obligation,  is  made  in 
an  attempt  to  avoid  the  application  of  | 
section  22  (k)  to  part  of  such  pa.vments 
received  by  his  wife,  such  transfers  will 
be  considered  as  a  part  of  the  same  trans¬ 
fer  by  the  husband  of  his  property  in 
discharge  of  his  obligation.  In  such  a 
case,  section  22  (k)  will  be  applied  to  the 
full  amount  received  by  the  wife.  As  to  | 
periodic  payments  received  under  a  joint 
purchase  of  a  commercial  annuity  con-  j 
tract,  see  §  39.22  (b)  (2) -4.  f 

(c)  Alimony  installment  paymenti.  ■ 
(1)  In  general,  installment  payments 
discharging  a  part  of  an  obligation  the  ; 
principal  sum  of  which  is,  in  terms  of 
money  or  property  specified  in  the  decree  ! 
of  divorce  or  legal  separation,  or  in  an  : 
instrument  incident  thereto,  are  not  con¬ 
sidered  “periodic  payments’’  and  there¬ 
fore  are  not  to  be  included  under  section 
22  (k)  in  the  wife’s  income.  An  excep¬ 
tion  to  this  general  rule  is  provided, 
how’ever,  in  cases  where  such  principal 
sum,  by  the  terms  of  the  decree  or  such 
instrument,  may  be  or  is  to  be  paid 
within  a  period  ending  more  than  10 
years  from  the  date  of  such  decree  or 
instrument.  In  such  cases,  the  install¬ 
ment  payment  is  considered  a  periodic 
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payment  for  the  purposes  of  section 

22  (k)  but  only  to  the  extent  that  the 
installment  payment,  or  sum  of  the  in¬ 
stallment  pa3nnents,  received  during  the 
wife’s  taxable  year  does  not  exceed  10 
percent  of  the  principal  sum.  This  10 
percent  limitation  applies  to  installment 
payments  made  in  advance  but  does  not 
apply  to  delinquent  installment  pay¬ 
ments  for  a  prior  taxable  year  of  the 
wife  made  during  her  taxable  year. 

(2)  The  rule  as  to  installment  pay¬ 
ments  may  be  illustrated  by  the  follow¬ 
ing  examples: 

Example  (1).  Under  the  terms  of  a  dl- 
Torce  decree,  H  is  to  pay  W  a  gross  sum  of 
tlOO.OOO  in  four  annual  installments.  No 
part  of  the  $100,000  is  Includible  in  W’s  in> 
come  under  section  22  (k)  nor  deductible 
by  H. 

Example  (2).  A  divorce  decree  in  1952 
provides  that  H  is  to  pay  W  $20,000  each  year 
for  the  next  five  years,  beginning  with  the 
date  of  the  decree,  and  then  $5,000  each  year 
for  the  next  ten  years.  Assuming  the  wife 
makes  her  returns  on  the  calendar  year  basis, 
each  payment  received  in  the  years  1952- 
1956,  inclusive,  is  a  periodic  payment  under 
section  22  (k),  but  only  to  the  extent  of  10 
percent  of  the  principal  sum  of  $150,000. 
Thus  for  such  taxable  years,  only  $15,000  of 
the  $20,000  received  is  includible  under  sec¬ 
tion  22  (k)  in  the  wife’s  income  and  is  de¬ 
ductible  by  the  husband  under  section 

23  (u).  For  the  years  1957-1966,  inclusive, 
the  full  $5,000  received  each  year  by  the  wife 
is  Includible  in  her  Income  and  is  deductible 
from  the  husband’s  income. 

Example  (3).  Under  the  terms  of  a  sep¬ 
aration  agreement  incident  to  divorce 
granted  in  December  1951,  H  agrees  to  pay 
W  $500  on  the  first  day  of  each  month,  be¬ 
ginning  with  the  month  after  the  decree,  for 
13  years.  W  makes  her  income  tax  returns 
on  the  calendar  year  basis  while  H  makes 
his  returns  on  the  basis  of  the  fiscal  year 
ending  June  30.  H  makes  the  promised  pay¬ 
ments  in  1952  and,  in  addition,  on  Decem¬ 
ber  31,  1952,  pays  W  $1,500  as  an  advance 
payment  of  Installments  for  the  next  three 
months.  In  the  calendar  year  1953,  H  makes 
no  payments  at  all  because  of  financial 
rtralts.  On  January  1,  1954,  H  inherits 
115,000,  which  he  immediately  pays  to  W 
in  satisfaction  of  not  only  his  back  alimony 
Installments  for  the  last  nine  months  of 
1953  but  also  his  alimony  Installments  for 
the  next  21  months.  The  results  as  to  U 
and  W  are  as  follows: 

As  to  W:  In  the  calendar  year  1952,  W  re¬ 
ceived  $7,500.  Since  10  percent  of  $72,000 
(the  principal  sum)  is  $7,200,  only  $7,200  of 
the  $7,500  so  received  is  includible  in  her 
'  Income  for  1952.  For  1953  nothing  is  in¬ 
cludible  in  her  income  under  section  22  (k). 
In  1954,  W  received  $15,000.  Of  this  amount 
M,500  is  in  payment  of  back  installments 
and,  therefore,  is  includible  without  limita¬ 
tion  in  her  income  for  1954.  Of  the  balance 
of  $10,500,  only  $7,200  is  includible  in  her 
Income  for  1954. 

As  to  H:  For  the  taxable  year  ended  June 
80.  1052.  H  paid  $3,000,  all  of  which  is  de¬ 
ductible  by  H,  In  the  taxable  year  ended 
June  "^o,  1953,  H  paid  W  $4,500,  which, 
not  bei  g  In  excess  of  10  percent  of  the 
pincip.a  sum,  is  deductible  for  such  year. 
In  his  taxable  year  ended  June  30,  1954,  H 
paid  $15,000,  of  which  $11,700  (the  sum  of 
$$.500  and  $7,200)  is  deductible. 

(d)  Payments  for  support  of  minor 
children.  Section  22  (k)  does  not  apply 
to  that  part  of  any  periodic  payment 
which,  by  the  terms  of  the  decree  or 
the  written  instrument  under  section  22 
is  specifically  designated  as  a  sum 
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payable  for  the  support  of  minor  chil¬ 
dren  of  the  husband.  The  statute  pre¬ 
scribes  the  treatment  in  cases  where  an 
amount  or  portion  is  so  fixed  but  the 
amount  of  any  periodic  payment  is  less 
than  the  amount  of  the  periodic  pay¬ 
ment  specified  to  be  made.  In  such  cases, 
to  the  extent  of  the  amount  which  would 
be  payable  for  the  support  of  such  chil¬ 
dren  out  of  the  originally  specified  pe¬ 
riodic  payment,  such  periodic  payment 
is  considered  a  payment  for  such  sup¬ 
port,  For  example,  if  the  husband  is 
by  terms  of  the  decree  required  to  pay 
$200  a  month  to  his  divorced  wife,  $100 
of  which  is  designated  by  the  decree  to 
be  for  the  support  of  their  minor  chil¬ 
dren.  and  the  husband  pays  only  $150  to 
his  wife,  $100  is  nevertheless  considered 
to  be  a  payment  by  the  husband  for  the 
support  of  the  children.  If,  however,  the 
periodic  payments  are  received  by  the 
wife  for  the  support  and  maintenance 
of  herself  and  of  minor  children  of  the 
husband  without  such  specific  designa¬ 
tion  of  the  portion  for  the  support  of 
such  children,  then  the  whole  of  such 
amounts  is  includible  in  the  income  of 
the  wife  as  provided  In  section  22  (k). 
Except  in  cases  of  a  designated  amount 
or  portion  for  the  support  of  the  hus¬ 
band’s  minor  children,  periodic  pay¬ 
ments  described  in  section  22  (k)  re¬ 
ceived  by  the  wife  for  herself  and  any 
other  person  or  persons  are  includible 
in  whole  in  the  wife’s  income,  whether 
or  not  the  amount  or  portion  for  such 
other  person  or  persons  is  designated. 

§  39.22  (l)-(m)  Statutory  provisions; 
cross  reference;  services  of  child. 

Sec.  22.  Gross  income.  •  *  * 

(1)  Income  of  decedents.  For  Inclusion 
In  gross  Income  of  certain  amounts  which 
constituted  gross  income  in  respect  of  a 
decedent,  see  section  126. 

I  Sec.  22  (I)  as  added  by  sec.  134  (c).  Rev. 
Act  1942] 

(m)  Services  of  child.  (1)  Amounts  re¬ 
ceived  in  respect  of  the  services  of  a  child 
shall  be  Included  in  his  gross  income  and 
not  in  the  gross  income  of  the  parent,  even 
though  such  amounts  are  not  received  by  the 
child. 

(2)  All  expenditures  by  the  parent  or  the 
child  attributable  to  amounts  which  are  in¬ 
cludible  in  the  gross  income  of  the  child  and 
not  of  the  parent  solely  by  reason  of  para¬ 
graph  ( 1 )  shall  be  deemed  to  have  been  paid 
or  incurred  by  the  child. 

(3)  For  the  purposes  of  this  subsection, 
the  term  “parent”  includes  an  individual 
who  is  entitled  to  the  services  of  a  child  by 
reason  of  having  parental  rights  and  duties 
in  respect  of  the  child. 

(4)  Any  tax  assessed  against  the  child,  to 
the  extent  attributable  to  amounts  includ¬ 
ible  in  the  gross  income  of  the  child  and  not 
of  the  parent  solely  by  reason  of  paragraph 
(1),  shall,  if  not  paid  by  the  child,  for  all 
purix>ses  be  considered  as  having  also  been 
properly  assessed  against  the  parent. 

(Sec.  22  (m)  as  added  by  sec.  7,  Individual 
Income  Tax  Act  1944] 

§  39.22  (m)-l  Services  of  child,  (a) 
Compensation  for  personal  services  of  a 
child  shall,  regardless  of  the  provisions 
of  State  law  relating  to  who  is  entitled 
to  the  earnings  of  the  child,  and  regard¬ 
less  of  whether  the  income  is  in  fact  re- 
.  ceived  by  the  child,  be  deemed  to  be  the 
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gross  Income  of  the  child  and  not  the 
gross  income  of  the  parent  of  the  child. 
Such  compensation,  therefore,  shall  be 
included  in  the  gross  income  of  the  child 
and  shall  be  reflected  in  the  return  ren¬ 
dered  by  or  for  such  child  if  the  gross  in¬ 
come  for  the  taxable  year  amounts  to 
$600  or  more.  The  income  of  a  minor 
child  is  not  required  to  be  included  in  the 
gross  income  of  the  parent  for  income 
tax  purposes.  For  requirements  for 
making  the  return  by  such  child,  or  for 
such  child  by  his  guardian,  or  other  per¬ 
son  charged  with  the  care  of  his  person 
or  property,  see  §  39.51-3.  Any  tax  as¬ 
sessed  against  the  child,  to  the  extent  of 
the  amount  attributable  to  income  in¬ 
cluded  in  the  gross  income  of  the  child 
solely  by  reason  of  section  22  (m)  (1),  if 
not  paid  by  the  child,  shall,  for  the  pur¬ 
poses  of  all  provisions  of  law  relating  to 
the  assesment  and  collection  of  the  tax 
imposed  by  chapter  1,  be  considered  as 
having  also  been  properly  assessed 
against  the  parent.  In  any  case  in  which 
the  earnings  of  the  child  are  included  in 
the  gross  income  of  the  child  solely  by 
reason  of  section  22  (m)  (1 ) ,  the  parent’s 
liability  is  an  amount  equal  to  the 
amount  by  which  the  tax  assessed 
against  the  child  (and  not  paid  by  him) 
has  been  increased  by  reason  of  the  in¬ 
clusion  of  such  earnings  in  the  gross  in¬ 
come  of  the  child.  Thus,  if  for  1952  the 
child  has  income  of  $1,000  from  invest¬ 
ments  and  of  $3,000  for  services  ren¬ 
dered,  and  the  latter  amount  is  includ¬ 
ible  in  gross  income  of  the’ child  under 
section  22  (m)  (1),  and  the  child  has  no 
wife  or  dependents,  the  tax  liability  de¬ 
termined  under  Supplement  T  is  $696. 
If  the  child  had  only  the  investment  in¬ 
come  of  $1,000,  his  tax  liability  would  be 
$69.  If  the  tax  of  $696  is  assessed 
against  the  child,  the  difference  between 
$696  and  $69,  or  $627,  is  the  amount  of 
such  tax  which  is  considered  to  have 
been  properly  assessed  against  the  par¬ 
ent. 

(b)  In  the  determination  of  net  in¬ 
come  or  adjusted  gross  income,  as  the 
case  may  be,  all  expenditures  made  by 
the  parent  or  the  child  attributable  to 
amounts  which  are  includible  in  the 
gross  income  of  the  child  and  not  of  the 
parent  solely  by  reason  of  section  22  (m) 
(1)  are  deemed  to  have  been  paid  and  in¬ 
curred  by  the  child.  In  such  determi¬ 
nation.  the  child  is  entitled  to  take  de¬ 
ductions  not  only  for  expenditures  made 
on  his  behalf  by  his  parent  which  would 
be  commonly  considered  as  business  ex¬ 
penses,  but  also  for  other  expenditures 
such  as  charitable  contributions  made  by 
the  parent  in  the  name  of  the  child  and 
out  of  the  child’s  earnings. 

(c)  For  the  purposes  of  section  22  (m) , 
the  term  “parent”  includes  any  indi¬ 
vidual  who  is  entitled  to  the  services  of 
the  child  by  reason  of  having  parental 
rights  and  duties  in  respect  of  the  child. 

§  39.22  (n)  Statutory  provisions;  ad¬ 
justed  gross  income. 

Six:.  22.  Gross  income.  *  *  • 

(n)  Definition  of  “adjusted  gross  income". 
As  used  In  this  chapter  the  term  “adjusted 
gross  Income”  means  the  gross  Income 
XQdnu^^ 
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(1)  Trade  and  business  deductions.  The 
deductions  allowed  by  section  23  which  are 
attributable  to  a  trade  or  business  carried 
on  by  the  taxpayer.  If  such  trade  or  business 
does  not  consist  of  the  performance  of  serv¬ 
ices  by  the  taxpayer  as  an  employee; 

(2)  Expenses  of  travel  and  lodging  in  con¬ 
nection  with  employment.  The  deductions 
allowed  by  section  23  which  consist  of  ex¬ 
penses  of  travel,  meals,  and  lodging  while 
away  from  home,  paid  or  Incurred  by  the 
taxpayer  in  connection  with  the  performance 
by  him  of  services  as  an  employee: 

(3)  Reimbursed  expenses  in  connection 
with  employment.  The  deductions  allowed 
by  section  23  (other  than  expenses  of  travel, 
meals,  and  lodging  while  away  from  home) 
which  consist  of  expenses  paid  or  incurred 
by  the  taxpayer,  in  connection  with  the  per¬ 
formance  by  him  of  services  as  an  employee, 
under  a  relmbi’rsement  or  other  expense  al¬ 
lowance  arrani-'tment  with  his  employer; 

(4)  Deductions  attributable  to  rents  and 
royalties.  The  deductions  (other  than  those 
provided  in  paragraph  (1),  (5),  or  (6))  al¬ 
lowed  by  section  23  which  are  attributable  to 
property  held  ior  the  production  of  rents  or 
royalties: 

(5)  Certain  deductions  of  life  tenants  and 
income  beneficiaries  of  property.  The  de¬ 
ductions  (other  than  those  provided  in  para¬ 
graph  ( 1 ) )  for  depreciation  and  depletion, 
allowed  by  section  23  (1)  and  (m)  to  a  life 
tenant  of  property  or  to  an  income  bene¬ 
ficiary  of  proiicrty  held  in  trust; 

(6)  Los.ses  from  sales  or  exchange  of  prop¬ 
erty.  The  deductions  (other  than  those  pro¬ 
vided  in  paragraph  (1))  allowed  by  sec¬ 
tion  23  as  losses  from  the  sale  or  exchange  of 
property;  and 

(7)  Long-term  capital  gains.  The  deduc¬ 
tion  allowed  by  section  23  (ee). 

(Sec.  22  (n)  as  added  by  sec.  8  (a).  Individ¬ 
ual  Income  Tax  Act  1944;  amended  by  sec. 
322  (c).  Rev.  Act  1951) 

§  39.22  (n)-l  Adjusted  gross  income. 

(a)  The  term  “adjusted  gross  income” 
means  the  gross  income  computed  under 
section  22  minus  such  of  the  deductions 
allowable  under  section  23  as  are  speci¬ 
fied  in  section  22  (n).  Adjusted  gross 
income  is  used  as  the  basis  for  the  deter¬ 
mination  of  the  following:  The  tax  un¬ 
der  Supplement  T;  the  amount  of  the 
standard  deduction;  the  amount  of  the 
deduction  for  charitable  contributions 
under  section  23  (o) ;  and  the  amount  of 
the  deduction  for  medical  and  dental 
expenses  under  section  23  (x). 

(b)  Section  22  (n)  does  not  create  any 
new  deductions,  but  merely  specifies 
which  of  the  deductions  provided  in  sec¬ 
tion  23  shall  be  allowed  in  computing 
adjusted  gross  income.  The  circum¬ 
stance  that  a  particular  item  is  specified 
in  one  of  the  clauses  under  section  22  (n) 
and  is  also  embraced  within  the  terms  of 
another  of  such  clauses  does  not  permit 
the  item  to  be  twice  deducted  in  com¬ 
puting  adjusted  gross  income. 

(c)  The  deductions  specified  in  sec¬ 
tion  22  (n)  for  the  purpose  of  computing 
adjusted  gross  income  are:  (1)  Deduc¬ 
tions  allowable  under  section  23,  which 
are  attributable  to  a  trade  or  business 
carried  on  by  the  taxpayer  not  consist¬ 
ing  of  services  performed  as  an  em¬ 
ployee;  (2)  deductions  allowable  by 
section  23  which  constitute  exp>enses  of 
travel,  meals,  and  lodging  while  away 
from  home,  paid  or  incurred  by  the  tax¬ 
payer  in  connection  with  the  perform¬ 
ance  by  him  of  services  as  an  employee; 
(3)  deductions  allowable  by  section  23 


(other  than  expenses  of  travel,  meals, 
and  lodging  while  away  from  home) 
which  consist  of  expenses  paid  or  in¬ 
curred  in  connection  with  the  perform¬ 
ance  of  services  as  an  employe  under  a 
reimbursement  or  other  expense-allow¬ 
ance  arrangement  with  his  employer; 
(4)  deductions  allowable  under  section 
23  which  are  attributable  to  rents  and 
royalties;  (5)  deductions  for  deprecia¬ 
tion  and  depletion  allowable  under  sec¬ 
tion  23  (1)  and  (m)  to  a  life  tenant  of 
property  or  to  an  income  beneficiary  of 
property  held  in  trust;  (6)  deductions 
which  are  allowable  under  section  23  as 
losses  from  the  sale  or  exchange  of  prop¬ 
erty;  and  (7)  the  deductions  for  long¬ 
term  capital  gains  allowed  by  sections 
23  (ee)  and  117  (b). 

(d)  For  the  purpose  of  the  deductions 
specified  in  section  22  (n)  the  perform¬ 
ance  of  personal  services  as  an  employee 
does  not  constitute  the  carrying  on  of  a 
trade  or  business.  The  practice  of  a  pro¬ 
fession,  not  as  an  employee,  is  considered 
the  conduct  of  a  trade  or  business  within 
the  meaning  of  such  section.  To  be  de¬ 
ductible  for  the  purposes  of  determining 
adjusted  gross  income,  expenses  must  be 
those  directly,  and  not  those  merely  re¬ 
motely,  connected  with  the  conduct  of 
the  trade  or  business.  For  example, 
taxes  are  deductible  in  arriving  at  ad¬ 
justed  gross  income  only  if  they  consti¬ 
tute  expenditures  directly  attributable  to 
the  trade  or  business  or  to  property  from 
which  rents  or  royalties  are  derived. 
Thus,  property  taxes  paid  or  incurred  on 
real  property  used  in  the  trade  or  busi¬ 
ness  are  deductible  but  State  income 
taxes  are  not  deductible  even  though  the 
taxpayer’s  income  is  derived  from  the 
conduct  of  a  trade  or  business. 

(e)  Traveling  expenses  paid  or  in¬ 
curred  by  an  employee  in  connection 
with  his  employment  while  away  from 
home  which  are  deductible  from  gross 
income  in  computing  net  income  may  be 
deducted  from  gross  income  in  comput¬ 
ing  adjusted  gross  income.  Among  the 
items  included  in  traveling  expenses  are 
charges  for  transportation  of  persons 
or  baggage,  expenditures  for  meals  and 
lodging,  and  payments  for  the  use  of 
sample  rooms  for  the  display  of  goods. 
See  §  39.23  (a) -2. 

(f )  Expenses,  other  than  traveling  ex¬ 
penses,  paid  or  incurred  by  an  employee 
w'hich  are  deductible  from  gross  income 
in  computing  net  income  and  for  which 
he  is  reimbursed  by  the  employer  under 
an  express  agreement  for  reimbursement 
or  pursuant  to  an  expense  allowance 
arrangement  may  also  be  deducted  from 
gross  income  in  computing  adjusted 
gross  income. 

§  39.22  (o)  Statutory  provisions;  gross 
income;  dealers  in  short-term  municipal 
bonds. 

Sec.  22.  Gross  income.  •  •  • 

(o)  Dealers  in  tax-exempt  securities — (1) 
Adjustment  for  bond  premium.  In  comput- 
the  gross  income  of  a  taxpayer  who  holds 
during  the  taxable  year  a  short-term  munici¬ 
pal  bond  (as  defined  in  paragraph  (2)  (A)) 
primarily  for  sale  to  customers  in  the  ordi¬ 
nary  course  of  his  trade  or  business — 

(A)  If  the  gross  income  of  the  taxpayer 
from  such  trade  or  business  is  computed  by 
the  use  of  inventories  and  his  inventories  are 


valued  on  any  basis  other  than  cost,  the  cost 
of  securities  sold  (as  defined  in  paragraph 
(2)  (B) )  during  such  year  shall  be  reduced 
by  an  amount  equal  to  the  amortizable  bond 
premium  that  would  be  disallowed  as  a  de¬ 
duction  for  such  year  pursuant  to  section 
125  (a)  (2)  if  the  definition  in  section  125 
(d)  of  the  term  "bond"  did  not  exclude  such 
short-term  municipal  bond;  or 

(B)  If  the  gross  income  of  the  taxpayer 
from  such  trade  or  business  is  computed 
without  the  use  of  inventories,  or  by  use  of 
inventories  valued  at  cost,  and  the  short¬ 
term  municipal  bond  is  sold  or  otherwise 
disposed  of  during  such  year,  the  adjusted 
basis  (computed  without  regard  to  this  sub- 
paragrsqih)  of  the  short-term  municipal 
bond  shall  be  reduced  by  the  amount  of  the 
adjustment  that  would  be  required  under 
section  113  (b)  (1)  (H)  if  the  definition  in 
section  125  (d)  of  the  term  "bond”  did  not 
exclude  such  short-term  municipal  bond. 

(2)  Definitions.  For  the  purposes  of  para¬ 
graph  (1)  — 

(A)  The  term  “short-term  municipal 
bond”  means  any  obligation  issued  by  a 
government  or  political  subdivision  thereof 
if  the  interest  on  such  obligation  is  excludible 
from  gross  income;  but  such  term  does  not 
include  such  an  obligation  if  (i)  it  is  sold 
or  otherwise  di.sposed  of  by  the  taxpayer 
within  thirty  days  after  the  date  of  its  ac- 
quisition  by  him,  or  (11)  its  earliest  maturity 
or  call  date  is  a  date  more  than  five  years 
from  the  date  on  which  it  was  acquired  by 
the  taxpayer. 

(B)  'ihe  term  "cost  of  securities  sold" 
means  the  amount  ascertained  by  subtract¬ 
ing  the  inventory  value  of  the  closing  in- 
ventcM-y  of  a  taxable  year  from  the  sum  of 
(i)  the  inventory  value  of  the  opening  in¬ 
ventory  for  such  year  and  (ii)  the  cost  of 
securities  and  other  property  purchased 
during  such  year  which  would  properly  be 
Included  in  the  Inventory  of  the  taxpayer  if 
on  hand  at  the  close  of  the  taxable  year. 

(Sec.  22  (o)  as  added  by  sec.  203  (a).  Rev. 
Act  1950] 

§  39.22  (o)-l  Treatment  of  bond 
premiums  in  case  of  dealers  in  tax- 
exempt  securities — (a)  In  general.  (1) 
Section  22  (o)  requires  certain  adjust¬ 
ments  to  be  made  by  dealers  in  securi¬ 
ties  with  respect  to  premiums  paid  on 
short-term  municipal  bonds  which  are 
held  for  sale  to  customers  in  the  ordi¬ 
nary  course  of  the  trade  or  business. 
The  adjustments  depend  upon  the 
method  of  accounting  used  by  the  tax¬ 
payer  in  computing  the  gross  income 
from  the  trade  or  business.  See  para¬ 
graphs  (b)  and  (c)  of  this  section. 

(2)  The  term  “short-term  municipal 
bond”  under  section  22  (o)  means  any 
obligation  issued  by  a  government  or  po¬ 
litical  subdivision  thereof  if  the  interest 
on  the  obligation  is  excludable  from  gross 
income  under  section  22  (b)  (4).  Such 
term,  however,  does  not  include  an  ob¬ 
ligation  the  maturity  or  earliest  call  date 
of  which  is  a  date  more  than  five  years 
from  the  date  of  acquisition  by  the  tax¬ 
payer,  or  an  obligation  sold  or  otherwise 
disposed  of  by  the  taxpayer  w’thin  30 
days  after  the  date  of  acquisition  by 
him.  A  bond  which  is  otherwise  within 
the  definition  of  “short-term  municipal 
bond”  is  subject  to  the  provisions  of  sec¬ 
tion  22  (o)  if  held  by  the  taxpayer  for 
a  period  of  more  than  30  days,  whether 
or  not  such  period  is  entirely  within  one 
taxable  year. 

(b)  Inventories  not  valued  at  cost.  (H 
In  the  case  of  a  dealer  in  securities  who 
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computes  .gross  income  from  his  trade 
or  business  by  the  use  of  inventories 
and  values  such  inventories  on  any  basis 
other  than  cost,  the  adjustment  re- 
Quired  by  section  22  (o)  is  the  reduction 
of  “cost  of  securities  sold”  by  the  amount 
equal  to  the  amortizable  bond  premium 
which  would  be  disallowed  as  a  deduc¬ 
tion  under  section  125  (a)  (2)  if  the 
dealer  were  an  ordinary  investor  hold¬ 
ing  such  bond.  Such  amortizable  bond 
premium  is  computed  under  section  125 
(b)  by  reference  to  the  cost  or  other 
original  basis  of  the  bond  on  the  date 
of  acquisition  (determined  without  re¬ 
gard  to  section  113  (a)  (1),  relating  to 
inventory  value  on  a  subsequent  date). 
If  the  date  of  acquisition  precedes  July 

I,  1950,  then,  in  computing  under  sec¬ 
tion  125  (b)  the  amount  of  such  amor¬ 
tizable  bond  premium,  there  shall  be 
made  adjustments  to  bond  premium 
proper  to  reflect  unamortized  bond  pre¬ 
mium  on  such  bond  for  the  period  in¬ 
cluding  the  holding  period  (as  deter¬ 
mined  under  section  117  (h) )  prior  to 
the  date  as  of  which  section  22  (o)  first 
becomes  applicable  to  the  bond  in  the 
hands  of  the  taxpayer.  See  §  39.125 
(b)-l. 

(2)  Subparagraph  (1)  may  be  illus¬ 
trated  by  the  following  example: 

Example.  X,  a  dealer  In  securities  who 
values  his  Inventories  on  a  basis  other  than 
cost,  makes  his  Income  tax  returns  on  the 
calendar  year  basis.  On  January  1,  1949.  he 
bought,  for  $1,060  each,  three  short-term 
municipal  bonds  (A,  B.  and  C)  having  a  face 
obligation  of  $1,000,  and  maturing  on  Jan¬ 
uary  1,  19,54.  On  July  1,  1952,  he  buys,  for 

II, 018  each,  three  more  bonds  (X,  Y,  and 
Z)  of  the  same  Issue.  Bonds  A  and  X  are 
•old  on  December  31,  1952.  Bonds  B  and 
T  arc  sold  on  June  30,  1953.  Bonds  C  and 
Z  are  sold  on  December  31.  1953.  The  ad¬ 
justment  for  the  years  1952  and  1953  Is  as 
l(^cws : 


Bond 

Hate  acquired 

Date  sold 

Adjnstmont 
for  — 

19.52 

1953 

A. _ 

Jan.  1,1949 

Dec.  31,19.52 
June  30,19.5.1 
Dec.  .31,19.53 
Dec.  31,19.52 
June  30,19.53 
Dec.  31,1953 

$12.00 
12.00 
12.  00 
0.00 
6.00 
6.00 

B . 

$6.00 

12.00 

C...  " 

X _ ;■* 

. do . 

July  1,1952 

Y... 

6.00 

12.00 

z....  '■ 

Total.. 

54.00 

36.00 

b)r  the  purjKJse  of  determining  such  ad¬ 
justment,  the  amortizable  bond  premium  is 
computed  under  section  125  (b)  as  follows: 


Pond  .4, 
B,  or  C 

Bond  X, 
Y,  or  Z 

^4  premium . . . 

$60.00 

24.00 

‘36.00 

1.00 

$13.00 

Adjffitmcnt  for  period  prior  to 
wst  date  of  application  of  sec. 

Applicable  Jan.  1,  19.51 . 

*Diortizable  bond  premium  to 
niaturitv.- 

•18.00 

1.00 

Araortir.able  bond  premium  per 
month. - 

!Jan.  1, 19.M,  to  .Tan.  1,  la-H. 
‘July  1.1952,  to  Jan.  1.19,54. 


i3)  The  term  “cost  of  securities  sold” 
the  amount  ascertained  by  sub- 
peting  the  inventory  value  of  the  clos- 
inventory  of  a  taxable  year  from  the 


sum  of  the  inventory  value  of  the  open¬ 
ing  inventory  for  such  year  and  the  cost 
of  securities  and  other  property  pur¬ 
chased  during  such  year  which  would 
properly  be  included  in  the  inventory  of 
the  taxpayer  if  on  hand  at  the  close  of 
the  taxable  year. 

(c)  Inventories  not  used  or  inventories 
valued  at  cost.  (1)  In  the  case  of  a 
dealer  in  securities  who  computes  gross 
income  from  his  trade  or  business  with¬ 
out  the  use  of  inventories  or  by  use  of 
inventories  valued  at  cost,  the  adjust¬ 
ment  required  by  section  22  (o)  is  a  re¬ 
duction  of  the  adjusted  basis  of  each 
short-term  municipal  bond  sold  or  other¬ 
wise  disposed  of  during  the  taxable  year. 
The  amount  of  such  reduction  is  the 
amount  by  which  the  adjusted  basis  of 
such  bond  would  be  required  to  be  re¬ 
duced  under  section  113  (b)  (1)  (H) 
were  such  bond  subject  to  the  amortiz¬ 
able  bond  premium  provisions  of  section 
125,  that  is,  the  amount  of  the  amor¬ 
tizable  bond  premium  which  would  be 
disallowed  as  a  deduction  under  .'jection 
125  (a)  (2)  if  the  taxpayer  were  an 
ordinary  investor. 

(2)  If  the  bond  was  acquired  before 
July  1,  1950,  the  amount  of  the  reduc¬ 
tion  shall  not  include  the  amount  of 
such  amortizable  bond  premium  which 
would  be  disallowed  as  a  deduction  under 
section  125  (a)  (2),  if  the  taxpayer  were 
an  ordinary  investor,  for  any  taxable 
year  beginning  before  July  1,  1950.  In 
the  case  of  such  bond,  the  amortizable 
bond  premium  which  would  be  dis¬ 
allowed  as  a  deduction  under  section  125 
(a)  (2>  is  determined  after  making  ad¬ 
justments  to  bond  premium  proper  to 
reflect  unamortized  bond  premium  on 
such  bond  for  the  preriod  including  the 
holding  period  (as  determined  under 
section  117  (h))  prior  to  the  date  as  of 
which  section  22  (o)  first  becomes  ap¬ 
plicable  to  the  bond  in  the  hands  of  the 
taxpayer.  See  §  39.125  (b)-l. 

(3)  The  application  of  subparagraph 
(2)  may  be  illustrated  by  the  following 
example: 

Example.  Y,  a  dealer  In  securities  who 
values  his  Inventories  on  the  basis  of  cost, 
makes  his  Income  tax  retiirns  on  the  calendar 
year  basis.  On  January  1,  1949,  he  buys,  for 
$1,060  each,  three  short-term  municipal 
bonds  (D,  E,  and  F)  having  a  face  obligation 
of  $1,000,  and  maturing  on  January  1,  1954. 
On  July  1,  1952,  he  buys,  for  $1,018  each, 
three  more  bonds  (U,  V,  and  W)  of  the  same 
Issue.  Bonds  D  and  U  are  sold  on  December 
31,  1952.  Bonds  E  and  V  are  sold  on  June 
30,  1953.  Bonds  F  and  W  are  sold  on  Decem¬ 
ber  31,  1953. 


Bond 

Date  acquired 

Date  sold 

Adjustment 

for— 

1952 

19.53 

D 

Jan.  1, 1949 

.do  .  . 

Dec.  31,19.52 
June  30,19.53 
Dec.  31,1953 
Dec.  31,1952 
June  30,19.53 
Dec.  31,1953 

$24.00 

None 

None 

6.00 

None 

None 

K . 

$.30.00 

36.00 

F . 

. do _ 

U . 

July  1, 1952 
do. 

V  _ 

12.00 

18.00 

w. 

_ do....... 

For  the  purpose  of  determining  such  ad¬ 
justments,  the  amortizable  bond  premium  Is 
computed  under  section  125  (b)  as  follows: 


Bond  D, 
E ,  or  F 

Bond  IT, 
V,  or  W 

Bond  premium . 

$60.  00 

$18.00 

Adjustment  for  perioil  prior  to 
first  date  of  api)lication  of  sec. 
22  (o): 

21.00 

Amorli/jiblfi  bond  permiiim  to 
maf'.iritv . * . . . 

'  36.  00 

»  18.00 

Amorti/.alvle  iMuid  premium  per 
month . . . 

1.00 

1.00 

'  J  in.  1,  19.51,  to  Jan.  1.  19.51. 

’July  1, 1952,  to  Jan.  I,  19.51. 

§  39.23  (a)  Statutory  provisions;  de¬ 
ductions  from  gross  income;  expenses. 

Src.  23.  Deductions  from  gross  income.  In  n 
computing  net  income  there  shall  be  allowed 
as  deductions: 

(a)  Expenses — (1)  Trade  or  business  ex¬ 
penses — (A)  In  general.  All  the  ordinary 
and  necessary  expenses  paid  or  Incurred  dur¬ 
ing  the  taxable  year  in  carrying  on  any  trade 
or  business.  Including  a  reasonable  allowance 
for  salaries  or  other  compensation  for  per¬ 
sonal  services  actually  rendered;  traveling 
expenses  (Including  the  entire  amount  ex¬ 
pended  for  meals  and  lodging)  while  away 
from  home  In  the  pursuit  of  a  trade  or  busi¬ 
ness;  and  rentals  or  other  payments  required 
to  be  made  as  a  condition  to  the  continued 
use  or  possession,  for  purposes  of  the  trade 
or  business,  of  property  to  which  the  tax¬ 
payer  has  not  taken  or  Is  not  taking  title 
or  In  which  he  has  no  equity.  In  the  case  of 
any  sports  nrpgram  conducted  for  the  bene¬ 
fit  of  the  American  National  Red  Cross,  ex¬ 
penses  described  In  section  22  (b)  (16)  (B) 
shall  be  allowable  under  this  subparagraph 
only  to  the  extent  that  such  expenses  exceed 
the  amount  excluded  from  gross  income  by 
section  22  (b)  (16), 

(B)  Corporate  charitable  contributions. 
No  deduction  shall  be  allowable  under  sub- 
paragraph  (A)  to  a  corporation  for  any  con¬ 
tribution  or  gift  which  would  be  allowable 
as  a  deduction  under  subsection  (q)  were  It 
not  for  the  5  per  centum  limitation  therein 
contained  and  for  the  requirement  therein 
that  payment  must  be  made  within  the  tax¬ 
able  year. 

(C)  Expenditures  for  advertising  and  good 
will.  If  a  corporation  has,  for  the  purpose  of 
computing  Its  excess  profits  credit  under 
Chapter  2E.  or  subchapter  D  of  this  Chapter, 
claimed  the  benefits  of  the  election  provided 
In  section  733  or  section  451.  as  the  case  may 
be,  no  deduction  shall  be  allowable  under 
subparagraph  (A)  to  such  corporation  for 
expenditures  for  advertising  or  the  promo¬ 
tion  of  good  will  which,  under  the  rules  and 
regulations  prescribed  under  section  733  or 
section  451,  as  the  case  may  be,  may  be  re¬ 
garded  as  capital  investments. 

(2)  Non-trade  or  non-business  expenses. 
In  the  case  of  an  Individual,  all  the  ordinary 
and  necessary  expenses  paid  or  incurred  dur¬ 
ing  the  taxable  year  for  the  production  or 
collection  of  Income,  or  for  the  management, 
conservation,  or  maintenance  of  property 
held  for  the  production  of  Income. 

(Sec.  23  (a)  as  amended  by  sec.  10  (b).  Ex¬ 
cess  Profits  Tax  Amendments  1941;  sec.  121 
(a).  Rev.  Act  1942;  sec.  303,  Excess  Profits 
Tax  Act  1950;  sec.  2,  Pub.  Law  465  (82d 
Cong.)  1 

(Legislative  Branch  Appropriation  Act, 
1953.  ( 

•  •  •  for  the  two  taxable  years  begin¬ 

ning  after  December  31,  1952,  the  place  of 
residence  of  a  Member  of  Congress  (Includ¬ 
ing  any  Delegate  and  Resident  Commission¬ 
er)  within  the  State,  congressional  district. 
Territory,  or  possession  which  he  represents 
In  Congress  shall  be  considered  to  be  his 
home  for  the  purposes  of  section  23  (a)  (1) 
(A)  of  the  Internal  Revenue  Code,  but 
amounts  expended  by  such  Member  within 
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each  such  taxable  year  for  living  expenses 
shall  not  be  deductible  for  Income  tax  pur« 
poses  In  excess  of  $3,000. 

IPub.  Law  471  (82d  Cong.)] 

§  39.23  (a)-l  Business  expenses. 

Business  expenses  deductible  from  gross 
income  include  the  ordinary  and  neces¬ 
sary  expenditures  directly  connected 
with  or  pertaining  to  the  taxpayer’s  trade 
or  business,  except  items  which  are  used 
as  the  basis  for  a  deduction  or  a  credit 
under  provisions  of  law  other  than  sub¬ 
section  (a)  of  section  23.  Double  deduc¬ 
tions  are  not  permitted.  Amounts 
deducted  under  one  provision  of  the 
Internal  Revenue  Code  cannot  again  be 
deducted  under  any  other  provision 
thereof.  As  to  charitable  contributions 
by  corporations  not  deductible  under 
section  23  (a),  see  §  39.23  (a)-13.  The 
cost  of  goods  purchased  for  resale,  with 
proper  adjustment  for  opening  and 
closing  inventories,  is  deducted  from 
gross  sales  in  computing  gross  income. 
See  §  39.22  (a)-5.  Among  the  items 
included  in  business  expenses  are  man¬ 
agement  expenses,  commissions  (but  see 
§  39.24  (a)-2).  labor,  supplies,  inci¬ 
dental  repairs,  operating  expenses  of 
automobiles  used  in  the  trade  or 
business,  traveling  expenses  while  away 
from  home  solely  in  the  pursuit  of 
a  trade  or  business  (see  §  39.23  (a)-2), 
advertising  and  other  selling  expenses, 
together  with  insurance  premiums 
against  Are,  storm,  theft,  accident,  or 
other  similar  losses  in  the  case  of  a  busi¬ 
ness,  and  rental  for  the  use  of  business 
property.  No  such  item  shall  be  in¬ 
cluded  in  business  expenses,  however,  to 
the  extent  that  it  is  used  by  the  tax¬ 
payer  in  computing  the  cost  of  property 
included  in  its  inventory  or  used  in  de¬ 
termining  the  gain  or  loss  basis  of  its 
plant,  equipment,  or  other  property. 
Penalty  payments  with  respect  to  Federal 
taxes,  whether  on  account  of  negligence, 
delinquency,  or  fraud,  are  not  deductible 
from  gross  income.  The  full  amount  of 
the  allowable  deduction  for  ordinary  and 
necessary  expenses  in  carrying  on  a  busi¬ 
ness  is  nevertheless  deductible,  even 
though  such  expenses  exceed  the  gross 
income  derived  during  the  taxable  year 
from  such  business.  As  to  items  not  de¬ 
ductible  under  any  provision  of  section 
23,  see  section  24.  As  to  the  deductibility 
of  expenditures  attributable  to  a  grant 
or  loan  made  to  a  taxpayer  by  the  United 
States  for  the  encouragement  of  explora¬ 
tion  for,  or  development  or  mining  of, 
critical  and  strategic  minerals  or  metals, 
see  section  22  (b)  (15)  and  §  39.22  (b) 
(15)-1. 

§  39.23  (a) -2  Traveling  expenses. 

(a)  Traveling  expenses,  as  ordinarily  un¬ 
derstood,  include  railroad  fares  and 
meals  and  lodging.  If  the  trip  is  under¬ 
taken  for  other  than  business  purposes, 
the  railroad  fares  are  personal  expenses 
and  the  meals  and  lodging  are  living 
expenses.  If  the  trip  is  solely  on  busi¬ 
ness,  the  reasonable  and  necessary 
traveling  expenses,  including  railroad 
fares,  meals,  and  l(xiging,  are  business 
expenses. 

(b)  If.  then,  an  individual,  whose 
business  requires  him  to  travel,  receives 
a  salary  As  full  compensation  for  his 


seryiees,  without  reimbursement  for 
traveling  expenses,  or  is  employed  on  a 
commission  basis  with  no  expense  al¬ 
lowance.  his  traveling  expenses,  includ¬ 
ing  the  entire  amount  expended  for 
meals  and  lodging,  are  deductible  from 
gross  income. 

(c)  If  an  individual  receives  a  salary 
and  is  also  paid  his  actual  traveling  ex¬ 
penses.  he  shall  include  in  gross  income 
the  amount  so  repaid  and  may  deduct 
such  expenses. 

(d)  If  an  individual  receives  a  salary 
and  also  an  allowance  for  meals  and 
lodging,  as.  for  example,  a  per  diem  al¬ 
lowance  in  lieu  of  subsistence,  the 
amount  of  the  allowance  should  be  in¬ 
cluded  in  gross  Income  and  the  cost  of 
such  meals  and  lodging  may  be  deducted 
therefrom. 

(e)  A  pasunent  for  the  use  of  a  sample 
room  at  a  hotel  for  the  display  of  goods 
is  a  business  expense. 

(f)  Only  such  expenses  as  are  reason¬ 
able  and  necessary  in  the  conduct  of  the 
business  and  directly  attributable  to  it 
may  be  deducted. 

(g)  A  taxpayer  claiming  the  benefit  of 
the  deductions  referred  to  in  this  section 
must  attach  to  his  return  a  statement 
showing  (1)  the  nature  of,  the  business 
in  which  engaged;  (2)  the  number  of 
days  away  from  home  during  the  taxable 
year  on  account  of  business;  (3)  the 
total  amount  of  expenses  incident  to 
meals  and  lodging  while  absent  from 
home  on  business  during  the  taxable 
year;  and  (4)  the  total  amount  of  other 
expenses  incident  to  travel  and  claimed 
as  a  deduction. 

(h)  Claim  for  the  deductions  referred 
to  in  this  section  must  be  substantiated, 
when  required  by  the  Commissioner,  by 
evidence  showing  in  detail  the  amount 
and  nature  of  the  expenses  incurred. 

(i)  Commuters’  fares  are  not  consid¬ 
ered  as  business  expenses  and  are  not  de¬ 
ductible. 

§  39.23  (a) -3  Cost  of  materials.  Tax¬ 
payers  carrying  materials  and  sup¬ 
plies  on  hand  should  include  in  expenses 
the  charges  for  materials  and  supplies 
only  to  the  amount  that  they  are  actu¬ 
ally  consumed  and  used  in  operation 
during  the  year  for  which  the  return  is 
made,  provided  that  the  cost  of  such 
materials  and  supplies  has  not  been  de¬ 
ducted  in  determining  the  net  income  for 
any  previous  year.  If  a  taxpayer  carries 
incidental  materials  or  supplies  on  hand 
for  which  no  record  of  consumption  is 
kept  or  of  which  physical  inventories  at 
the  beginning  and  end  of  the  year  are  not 
taken,  it  will  be  permissible  for  the  tax¬ 
payer  to  include  in  his  expenses  and 
deduct  from  gross  income  the  total  cost 
of  such  supplies  and  materials  as  were 
purchased  during  the  year  for  which  the 
return  is  made,  provided  the  net  income 
is  clearly  reflected  by  this  method. 

§  39.23  (a) -4  Repairs.  'The  cost  of 
incidental  repairs  which  neither  mate¬ 
rially  add  to  the  value  of  the  property 
nor  appreciably  prolong  its  life,  but  keep 
it  in  an  ordinarily  efficient  operating 
condition,  may  be  deducted  as  expense, 
provided  the  cost  of  acquisition  or  pro¬ 
duction  or  the  gain  or  loss  basis  of  the 


taxpayer’s  plant,  equipment,  or  other 
property,  as  the  case  may  be,  is  not 
increased  by  the  amount  of  such  expend¬ 
itures.  Repairs  in  the  nature  of  replace¬ 
ments.  to  the  extent  that  they  arrest 
deterioration  and  appreciably  prolong 
the  life  of  the  property,  should  be 
charged  against  the  depreciation  reserve 
if  such  account  is  kept. 

§  39.23  (a) -5  Professional  expenses, 
A  professional  man  may  claim  as  deduc¬ 
tions  the  cost  of  supplies  used  by  him  in 
the  practice  of  his  profession,  expenses 
paid  in  the  operation  and  repair  of  an 
automobile  used  in  making  professional 
calls,  dues  to  professional  societies  and 
subscriptions  to  professional  journals, 
the  rent  paid  for  office  rooms,  the  cost  of 
the  fuel,  light,  water,  telephone,  etc., 
used  in  such  offices,  and  the  hire  of  office 
assistants.  Amounts  currently  expended 
for  books,  furniture,  and  professional  in¬ 
struments  and  equipment,  the  useful  life 
of  which  is  short,  may  be  deducted. 

§  39.23  (a) -6  Compensation  for  per¬ 
sonal  services,  (a)  There  may  be 
included  among  the  ordinary  and  neces¬ 
sary  expenses  paid  or  incurred  in  carry¬ 
ing  on  any  trade  or  business  a  reasonable 
allowance  for  salaries  or  other  compen¬ 
sation  for  personal  services  actually 
rendered.  The  test  of  deductibility  in 
the  case  of  compensation  payments  is 
whether  they  are  reasonable  and  are  in 
fact  payments  purely  for  services. 

(b)  The  test  set  forth  in  paragraph 
(a)  of  this  section  and  its  practical  ap¬ 
plication  may  be  further  stated  and  illus¬ 
trated  as  follows: 

(1)  Any  amount  paid  in  the  form  of 
compensation,  but  not  in  fact  as  the 
purchase  price  of  services,  is  not  deduct¬ 
ible.  An  ostensible  salary  paid  by  a  cor¬ 
poration  may  be  a  distribution  of  a  divi¬ 
dend  on  stock.  This  is  likely  to  occur 
in  the  case  of  a  corporation  having  few 
shareholders,  practically  all  of  whom 
draw  salaries.  If  in  such  a  case  the  sal¬ 
aries  are  in  excess  of  those  ordinarily 
paid  for  similar  services,  and  the  exces¬ 
sive  payments  correspond  or  bear  a  close 
relationship  to  the  stockholdings  of  the 
officers  or  employees,  it  would  seem 
likely  that  the  salaries  are  not  paid 
wholly  for  services  rendered,  but  that  the 
excessive  payments  are  a  distribution  of 
earnings  upon  the  stock.  An  ostensible 
salary  may  be  in  part  payment  for  prop¬ 
erty.  This  may  occur,  for  example, 
where  r.  partnership  sells  out  to  a  cor¬ 
poration,  the  former  partners  agreeing 
to  continue  in  the  service  of  the  co^ 
poration.  In  such  a  case  it  may  be 
found  that  the  salaries  of  the  former 
partners  are  not  merely  for  services,  but 
in  part  constitute  payment  for  the  trans¬ 
fer  of  their  business. 

(2)  The  form  or  method  of  fixing  com¬ 
pensation  is  not  decisive  as  to  deducti¬ 
bility.  While  any  form  of  contingent 
compensation  invites  scrutiny  as  a  pos¬ 
sible  distribution  of  earnings  of  the  en¬ 
terprise,  it  does  not  follow  that  payment 
on  a  contingent  basis  are  to  be  treate 
fundamentally  on  any  basis 

from  that  applying  to  compensation  at  ^ 
flat  rate.  Generally  speaking,  if  contin¬ 
gent  compensation  is  paid  pursuant  to 
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free  bargain  between  the  employer  and 
the  individual  made  before  the  services 
are  rendered,  not  influenced  by  any  con¬ 
sideration  on  the  part  of  the  employer 
other  than  that  of  securing  on  fair  and 
advantageous  terms  the  services  of  the 
individual,  it  should  be  allowed  as  a  de¬ 
duction  even  though  in  the  actual  work¬ 
ing  out  of  the  contract  it  may  prove  to 
be  greater  than  the  amount  which  would 
ordinarily  be  paid. 

(3)  In  any  event  the  allowance  for  the 
compensation  paid  may  not  exceed  what 
is  reasonable  under  all  the  circumstances. 
It  is  in  general  just  to  assume  that 
reasonable  and  true  compensation  is 
only  such  amount  as  would  ordinarily  be 
paid  for  like  services  by  like  enterprises 
under  like  circumstances.  The  circum¬ 
stances  to  be  taken  into  consideration 
are  those  existing  at  the  date  when  the 
contract  for  services  was  made,  not  those 
existing  at  the  date  when  the  contract 
is  questioned. 

5  39.23  (a) -7  Treatment  of  excessive 
compensation.  The  income  tax  liability 
of  the  recipient  in  respect  of  an  amount 
ostensibly  paid  to  him  as  compensation, 
but  not  allowed  to  be  deducted  as  such 
by  the  payor,  will  depend  upon  the  cir¬ 
cumstances  of  each  case.  Thus,  in  the 
case  of  excessive  payments  by  corpora¬ 
tions,  if  such  payments  correspond  or 
bear  a  close  relationship  to  stock  hold¬ 
ings,  and  are  found  to  be  a  distribution 
of  earnings  or  profits,  the  excessive  pay¬ 
ments  will  be  treated  as  a  dividend.  If 
such  payments  constitute  payment  for 
property,  they  should  be  treated  by  the 
payor  as  a  capital  expenditure  and  by 
the  recipient  as  part  of  the  purchase 
price.  In  the  absence  of  evidence  to 
justify  other  treatment,  excessive  pay¬ 
ments  for  salaries  or  other  compensa¬ 
tion  for  personal  services  will  be  included 
in  gross  income  of  the  recipient  and  sub¬ 
jected  to  both  normal  tax  and  surtax. 

5  39.23  (a) -8  Bonuses  to  employees. 
Bonuses  to  employees  will  constitute  al¬ 
lowable  deductions  from  gross  income 
when  such  payments  are  made  in  good 
iaith  and  as  additional  compensation  for 
the  services  actually  rendered  by  the 
employees,  provided  such  payments, 
when  added  to  the  stipulated  salaries,  do 
not  exceed  a  reasonable  compensation 
for  the  services  rendered.  It  is  imma¬ 
terial  whether  such  bonuses  are  paid  in 
cash  or  in  kind  or  partly  in  cash  and 
partly  in  kind.  Donations  made  to  em¬ 
ployees  and  others,  which  do  not  have 
in  them  the  element  of  compensation  or 
are  in  excess  of  reasonable  compensation 
for  services,  are  not  deductible  from 
?ross  income. 

5  39.23  (a)-9  Pensions;  compensation 
for  injuries.  Amounts  paid  by  a  tax¬ 
payer  for  pensions  to  retired  employees 
or  to  their  families  or  others  dependent 
upon  them,  or  on  account  of  injuries  re¬ 
ceived  by  employees,  and  lump-sum 
amounts  paid  or  accrued  as  compensa¬ 
tion  for  injuries,  are  proper  deductions 
^  ordinary  and  necessary  expenses. 
Such  deductions  are  limited  to  the 
amount  not  compensated  for  by  insur¬ 
ance  or  otherwise.  When  the  amount 
of  the  salary  of  an  officer  or  employee 


is  paid  for  a  limited  period  after 
his  death  to  his  widow  or  heirs,  in  recog¬ 
nition  of  the  services  rendered  by  the 
individual,  such  payments  may  be  de¬ 
ducted.  As  to  deductions  for  payments 
to  employees’  pension  trusts,  see  section 
23  (p). 

§  39.23  (a)-lO  Rentals,  (a)  If  a 
leasehold  is  acquired  for  business  pur¬ 
poses  for  a  specified  sum,  the  purchaser 
may  take  as  a  deduction  in  his  return  an 
aliquot  part  of  such  sum  each  year,  based 
on  the  number  of  years  the  lease  has  to 
run.  Taxes  paid  by  a  tenant  to  or  for  a 
landlord  for  business  property  are  addi¬ 
tional  rent  and  constitute  a  deductible 
item  to  the  tenant  and  taxable  income  to 
the  landlord,  the  amount  of  the  tax  be¬ 
ing  deductible  by  the  latter, 

(b)  The  cost  borne  by  a  lessee  in 
erecting  buildings  or  making  permanent 
improvements  on  ground  of  which  he  is 
lessee  is  held  to  be  a  capital  investment 
and  not  deductible  as  a  business  expense. 
In  order  to  return  to  such  taxpayer  his 
investment  of  capital,  an  annual  deduc¬ 
tion  may  be  made  from  gross  income  of 
an  amount  equal  to  the  total  cost  of  such 
improvements  divided  by  the  number  of 
years  remaining  of  the  term  of  lease, 
and  such  deduction  shall  be  in  lieu  of  a 
deduction  for  depreciation.  If  the  re¬ 
mainder  of  the  term  of  lease  is  greater 
than  the  probable  life  of  the  buildings 
erected,  or  of  the  improvements  made, 
this  deduction  shall  take  the  form  of  an 
allowance  for  depreciation.  In  cases  in 
which  the  lease  contains  an  unexercised 
option  of  renewal,  the  matter  of  spread¬ 
ing  such  depreciation  or  amortization 
over  the  term  of  the  original  lease,  to¬ 
gether  with  the  renewal  period  or  pe¬ 
riods.  depends  upon  the  facts  in  the 
particular  case.  As  a  general  rule,  un¬ 
less  the  lease  has  been  renewed  or  the 
facts  show  with  reasonable  certainty 
that  the  lease  will  be  renewed,  the  cost 
or  other  basis  of  the  lease  or  the  cost  of 
improvements  shall  be  spread  only  over 
the  number  of  years  the  lease  has  to  run, 
without  taking  into  account  any  right  of 
renew’al. 

§  39.23  (a) -11  Expenses  of  farmers. 
A  farmer  who  operates  a  farm  for  profit 
is  entitled  to  deduct  from  gross  income 
as  necessary  expenses  all  amounts  ac¬ 
tually  expended  in  the  carrying  on  of 
the  business  of  farming.  The  cost  of 
ordinary  tools  of  short  life  or  small  cost, 
such  as  hand  tools,  including  shovels, 
rakes,  etc.,  may  be  deducted.  The  cost 
of  feeding  and  raising  livestock  may  be 
treated  as  an  expense  deduction,  in  so 
far  as  such  cost  represents  actual  out¬ 
lay,  but  not  including  the  value  of  farm 
produce  grown  upon  the  farm  or  the 
labor  of  the  taxpayer.  Where  a  farmer 
is  engaged  in  producing  crops  which 
take  more  than  a  year  from  the  time  of 
planting  to  the  process  of  gathering  and 
disposal,  expenses  deducted  may,  with 
the  consent  of  the  Commissioner  (see 
§  39.41-2),  be  determined  upon  the  crop 
basis,  and  such  deductions  must  be 
taken  in  the  year  in  which  the  gross  in¬ 
come  from  the  crop  has  been  realized. 
The  cost  of  farm  machinery,  equipment, 
and  farm  buildings  represents  a  capital 
Investment  and  is  not  an  allowable  de¬ 


duction  as  an  item  of  expense.  Amounts 
expended  in  the  development  of  farms, 
orchards,  and  ranches  prior  to  the  time 
when  the  productive  state  is  reached  may 
be  regarded  as  investments  of  capital. 
Amounts  expended  in  purchasing  w'ork, 
breeding,  or  dairy  animals  are  regarded 
as  investments  of  capital,  and  may  be 
depreciated  unless  such  animals  are  in¬ 
cluded  in  an  inventory  in  accordance 
with  §  39.22  (a)-7.  The  purchase  price 
of  an  automobile,  even  when  wholly 
used  in  carrying  on  farming  operations, 
is  not  deductible,  but  is  regarded  as  an 
investment  of  capital.  The  cost  of  gaso¬ 
line,  repairs,  and  upkeep  of  an  automo¬ 
bile  if  used  wholly  in  the  business  of 
farming  is  deductible  as  an  expense;  if 
used  partly  for  business  purposes  and 
partly  for  the  pleasure  or  convenience  of 
the  taxpayer  or  his  family,  such  cost  may 
be  apportioned  according  to  the  extent 
of  the  use  for  purposes  of  business  and 
pleasure  or  convenience,  and  only  the 
proportion  of  such  cost  justly  attrib¬ 
utable  to  business  purposes  is  deductible 
as  a  necessary  expense.  If  a  farm  is 
operated  for  recreation  or  pleasure  and 
not  on  a  commercial  basis,  and  if  the 
expenses  incurred  in  connection  with 
the  farm  are  in  excess  of  the  receipts 
therefrom,  the  entire  receipts  from  the 
sale  of  products  may  be  ignored  in  ren¬ 
dering  a  return  of  income,  and  the  ex¬ 
penses  incurred,  being  regarded  as  per¬ 
sonal  expenses,  will  not  constitute  al- 
low'able  deductions,  (See  also  §§  39.22 
(a)-7,  39.23  (e)-5.  and  39.23  (I)-IO.) 

§  39.23  (a. -12  Depositors’  guaranty 

fund.  Banking  corporations  which  pur¬ 
suant  to  the  law’s  of  the  States  in  which 
they  are  doing  business  are  required  to 
set  apart,  keep,  and  maintain  in  their 
banks  the  amount  levied  and  assessed 
against  them  by  the  State  authorities  as 
a  “Depositors’  guaranty  fund,”  may  de¬ 
duct  from  their  gross  income  the  amount 
so  set  apart  each  year  to  this  fund,  pro¬ 
vided  that  such  fund,  when  set  aside  and 
carried  to  the  credit  of  the  State  bank¬ 
ing  board  or  duly  authorized  State  offi¬ 
cer,  ceases  to  be  an  asset  of  the  bank 
and  may  be  withdrawn  in  whole  or  in 
part  up>on  demand  by  such  board  or 
State  officer  to  meet  the  needs  of  these 
officers  in  reimbursing  depositors  in  in¬ 
solvent  banks,  and  provided  further  that 
no  portion  of  the  amount  thus  set  aside 
and  credited  is  returnable  under  the 
laws  of  the  State  to  the  assets  of  the 
banking  corporation.  If.  however,  such 
amount  is  simply  set  up  on  the  books  of 
the  bank  as  a  reserve  to  meet  a  contin¬ 
gent  liability  and  remains  an  asset  of 
the  bank,  it  will  not  be  deductible  except 
as  it  is  actually  paid  out  as  required  by 
law  and  upon  demand  of  the  proper 
State  officers. 

§  39.23  (a) -13  Corporate  contribu¬ 
tions.  (a)  No  deduction  is  allowable 
under  section  23  (a)  for  a  contribution  or 
gift  by  a  corporation  if  any  part  thereof 
is  deductible  under  section  23  (q) .  Thus, 
for  example,  if  a  corporation  makes  a 
contribution  of  $5,000,  only  $4,000  of 
which  is  deductible  under  section  23  (q) 
(whether  because  of  the  5  percent  limi¬ 
tation  or  requirement  of  actual  payment. 
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or  both) .  no  deduction  is  allowable  under 
section  23  ^a)  for  the  remaining  $1,000. 

( b )  The  limitations  provided  in  section 
23  (a)  (1)  and  this  section  apply  only 
to  payments  which  are  in  fact  contribu¬ 
tions  or  gifts  to  organizations  described 
in  section  23  (q).  For  example,  pay¬ 
ments  by  a  street  railway  corporation  to 
a  local  hospital  (which  is  a  charitable 
organization  vithin  the  meaning  of  sec- 
t*on  23  (q))  in  consideration  of  a  bind¬ 
ing  obligation  on  the  part  of  the  hospital 
to  provide  haspital  services  and  facili¬ 
ties  ff'r  the  corporation’s  employees  are 
not  cntributions  or  gifts  within  the 
mean’ng  cf  section  23  (q)  and  may  be 
deductible  under  section  23  (a)  if  the 
requirements  of  that  section  are  other¬ 
wise  ravished.  Donations  to  organiza¬ 
tions  other  than  those  described  in  sec¬ 
tion  23  (q)  which  bear  a  direct  relation¬ 
ship  to  the  corporation’s  businers  and  are 
made  with  a  reasonable  expectation  of  a 
financial  return  (commensurate  with  the 
amount  of  the  donation  may  constitute 
allowable  deductions  as  business  ex¬ 
penses.  For  example,  a  street  railway 
corporation  may  donate  a  sum  of  money 
to  an  organization  (of  a  class  not  re¬ 
ferred  to  in  section  23  (q) )  intending  to 
hold  a  convention  in  the  city  in  which  it 
operates,  with  a  reasonable  expectation 
that  the  holding  of  such  convention  will 
augment  its  Income  through  a  greater 
number  of  people  using  its  cars. 

§  39.23  (a) -14  Expenditures  for  ad¬ 
vertising  or  promotion  of  good  loill.  A 
corporation  which  has,  for  the  purpose 
of  computing  its  excess  profits  credit, 
elected  under  section  451  (applicable  to 
the  excess  profits  tax  impost  by  sub- 
chapter  D  of  chapter  1)  to  charge  to 
capital  account  for  taxable  years  in  its 
base  period  expenditures  for  advertising 
or  the  promotion  of  good  will  which  may 
be  regarded  as  capital  investments  may 
not  deduct  similar  expenditures  for  the 
taxable  year.  Such  a  taxpayer  has  the 
burden  of  proving  that  expenditures  for 
advertising  or  the  promotion  of  good  will 
which  it  seeks  to  deduct  for  such  later 
taxable  years  may  not  be  regarded  as 
capital  investments  under  the  provisions 
of  the  regulations  prescribed  under  sec¬ 
tion  451.  For  rules  for  determining  what 
expenditures  for  advertising  or  the  pro¬ 
motion  of  good  will  may  be  regarded  as 
capital  investments,  and  for  information 
required  to  be  submitted  with  respect  to 
such  expenditures,  see  §  40  451-2  of  Reg¬ 
ulations  130  (Part  40  of  this  Chapter) 
(applicable  to  the  excess  profits  tax  im¬ 
posed  under  subchapter  D  of  chapter  1). 

§  39.23  (a)-15  Nontrade  or  nonbusi¬ 
ness  expenses.  (a)  Subject  to  the  quali¬ 
fications  and  limitations  in  chapter  1  and 
particularly  in  section  24,  an  expense 
may  be  deducted  under  section  23  (a) 
(2'  only  upon  the  condition  that: 

(1)  It  has  been  paid  or  incurred  by  the 
taxpayer  during  the  taxable  year  (i)  for 
the  production  or  collection  of  income 
which,  if  and  when  realized,  will  be  re¬ 
quired  to  be  included  in  income  for  Fed¬ 
eral  income  tax  purposes,  or  (II)  for  the 
management,  conservation,  or  main¬ 
tenance  of  property  held  for  the  produc¬ 
tion  of  such  income;  and 


(2)  It  is  an  ordinary  and  necessary 
expense  for  either  or  both  of  the  purposes 
stated  in  subparagraph  (1)  of  this  para¬ 
graph, 

(b)  The  term  “income”  for  the  purpose 
of  section  23  (a)  (2)  comprehends  not 
merely  income  of  the  taxable  year  but 
also  income  which  the  taxpayer  has  real¬ 
ized  in  a  prior  taxable  year  or  may  real¬ 
ize  in  subsequent  taxable  years;  and  is 
not  confined  to  recurring  income  but  ap¬ 
plies  as  well  to  gains  from  the  disposition 
of  property.  For  example,  if  defaulted 
bonds,  the  interest  from  which  if  received 
would  be  includible  in  income,  are  pur¬ 
chased  with  the  expectation  of  realizing 
capital  gain  on  their  resale,  even  though 
no  current  yield  thereon  is  anticipated, 
ordinary  and  necessary  expenses  there¬ 
after  incurred  in  connection  therewith 
are  deductible.  Similarly,  ordinary  and 
necessary  expenses  incurred  in  the  man¬ 
agement,  conservation,  or  maintenance 
of  a  building  devoted  to  rental  purposes 
are  deductible  notwithstanding  that 
there  is  actually  no  income  therefrom 
in  the  taxable  year,  and  regardless  of  the 
manner  in  which  or  the  purpose  for 
which  the  property  in  question  was  ac¬ 
quired.  Expenses  incurred  in  manag¬ 
ing,  conserving,  or  maintaining  property 
held  for  investment  may  be  deductible 
under  this  provision  even  though  the 
property  is  not  currently  productive  and 
there  is  no  likelihood  that  the  property 
will  be  sold  at  a  profit  or  will  otherwise  be 
productive  of  income  and  even  though 
the  property  is  held  merely  to  minimize 
a  loss  with  respect  thereto.  The  ex¬ 
penses.  however,  of  carrying  on  transac¬ 
tions,  which  do  not  constitute  a  trade  or 
biLsiness  of  the  taxpayer  and  are  not  car¬ 
ried  on  for  the  production  or  collection  of 
income  or  for  the  management,  conser¬ 
vation,  or  maintenance  of  property  held 
for  the  production  of  income,  but  which 
are  carried  on  primarily  as  a  sport, 
hobby,  or  recreation  are  not  allowable 
as  non  trade  or  non  business  expenses. 

(c)  Expenses,  to  be  deductible  under 
section  23  (a)  (2).  must  be  “ordinary 
and  nece.ssary,”  which  presupposes  that 
they  must  be  reasonable  in  amount  and 
must  bear  a  reasonable  and  proximate 
relation  to  the  production  or  collection 
of  taxable  income  or  to  the  management, 
conservation,  or  maintenance  of  prop¬ 
erty  held  for  the  production  of  income. 

(d)  Except  for  the  requirement  of  be¬ 
ing  incurred  in  connection  with  a  trade 
or  business,  a  deduction  under  this  sec¬ 
tion  is  subject  to  all  the  restrictions  and 
limitations  that  apply  in  the  case  of  the 
deduction  under  section  23  (a)  (1)  (A)  of 
an  expense  paid  or  incurred  in  carrying 
on  any  trade  or  busine.ss.  This  includes 
restrictions  and  limitations  contained  in 
section  24.  Section  24  (a)  (5)  disallows 
any  amount  otherwise  allowable  as  a  de¬ 
duction  (whether  under  section  23  (a) 
(2)  or  otherwise)  which  is  allocable  to 
one  or  more  classes  of  tax-exempt  in¬ 
come,  other  than  interest,  and,  in  addi¬ 
tion.  disallows  a  deduction  under  section 
23  (a)  (2)  for  amounts  otherwise  allow¬ 
able  under  that  section  which  are  alloca¬ 
ble  to  tax-exempt  Interest.  Thus,  any 
amount  allocable  to  the  production  or 
collection  of  one  or  more  classes  of  in¬ 


come  which  Is  not  Includible  in  gross  in¬ 
come  or  to  the  management,  conserva¬ 
tion,  or  maintenance  of  property  held 
for  the  production  of  such  income  is  not 
deductible  under  section  23  (a)  (2).  Nor 
does  section  23  (a)  (2)  allow  any  ex¬ 
penses  which  are  disallowed  by  any  of  the 
provisions  of  chapter  1. 

(e)  Capital  ‘expenditures,  and  ex¬ 
penses  of  carrying  on  transactions  which 
do  not  constitute  a  trade  or  business  of 
the  taxpayer  and  are  not  carried  on  for 
the  production  or  collection  of  income 
or  for  the  managem»»nt.  conservation,  or 
maintenance  of  property  held  for  the 
production  of  Income,  but  which  are  car¬ 
ried  on  primarily  as  a  sport,  hobby,  or 
recreation  are  not  allowable  as  nontrade 
or  nonbusiness  expenses.  The  que.stion 
whether  or  not  a  transaction  is  carried 
on  primarily  for  the  production  of  in¬ 
come  or  for  the  management,  conserva¬ 
tion.  or  maintenance  of  property  held  for 
the  production  or  collection  of  income, 
rather  than  primarily  as  a  sport,  hobby, 
or  recreation,  is  not  to  be  determined 
solely  from  the  intention  of  the  taxpayer 
but  rather  from  all  the  circumstances  of 
the  case,  including  the  record  of  prior 
gain  or  loss  of  the  taxpayer  in  the  ac¬ 
tivity.  the  relation  between  the  type  of 
activity  and  the  principal  occupation  of 
the  taxpayer,  and  the  uses  to  which  the 
property  or  what  it  produces  is  put  by 
the  taxpayer. 

(f )  Among  expenditures  not  allowable 
under  .section  23  (a)  (2)  are  the  follow¬ 
ing:  Commuter’s  expenses;  expenses  of 
taking  .special  courses  or  training;  ex¬ 
penses  for  improving  personal  appear¬ 
ance  ;  the  cost  of  rental  of  a  safe-deposit 
box  for  storing  jewelry  and  other  per¬ 
sonal  effects;  and  expenses  such  as  ex¬ 
penses  in  seeking  employment  or  in  plac¬ 
ing  oneself  in  a  position  to  begin  render¬ 
ing  personal  services  for  compensation, 
campaign  expenses  of  a  candidate  for 
public  office,  bar  examination  fees  and 
other  expenses  Incurred  in  securing  ad- 
mi'^slon  to  the  bar.  and  cerre'^ponding 
fees  and  expen.'^es  incurred  by  physi¬ 
cians,  dentists,  accountants,  and  other 
taxpayers  for  securing  the  right  to  prac¬ 
tice  their  re‘:pective  professions. 

(g)  Fees  for  services  of  investment 
counsel,  custodian  fees,  clerical  help, 
office  rent,  and  similar  expenses  paid  or 
incurred  by  a  taxpayer  in  connection 
with  investments  held  by  him  are  de¬ 
ductible  under  .section  23  (a)  (2)  only  if 
(1)  they  are  paid  or  incurred  by  the  tax¬ 
payer  for  the  production  or  collection 
of  income,  or  for  the  management,  con¬ 
servation,  or  maintenance  of  investments 
held  by  him  for  the  production  of  in¬ 
come:  and  (2)  they  are  ordinary  and 
necessary  under  all  the  circumstances, 
having  regard  to  the  type  of  investment 
and  to  the  relation  of  the  taxpayer  to 
such  investment. 

(h)  Ordinary  and  necessary  expenses 
paid  or  incurred  in  connection  with  the 
management,  conservation,  or  mainte¬ 
nance  of  property  held  for  use  as  a  resi¬ 
dence  by  the  taxpayer  are  not  deduct¬ 
ible.  However,  ordinal^  and  necess^ 
expenses  paid  or  incurred  in  connection 
with  the  management,  conservation,  or 
maintenance  of  property  held  by  the  tax¬ 
payer  as  rental  property  are  deductible 
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even  though  such  property  was  formerly 
held  by  the  taxpayer  for  use  as  a  home. 

(1)  Reasonable  amounts  paid  or  in¬ 
curred  by  the  fiduciary  of  an  estate  or 
tmst  on  account  of  administration  ex¬ 
penses.  including  fiduciaries’  fees  and  ex¬ 
penses  of  litigation,  which  are  ordinary 
and  necessary  in  connection  with  the 
performance  of  the  duties  of  administra¬ 
tion  are  deductible  under  this  section, 
notwithstanding  that  the  estate  or  trust 
is  not  engaged  in  a  trade  or  business,  ex¬ 
cept  to  the  extent  that  such  expenses  are 
allocable  to  the  production  or  collection 
of  tax-exempt  income.  But  see 
§39.162-1  for  disallowance  of  such  de¬ 
ductions  to  an  estate  where  such  items 
are  claimed  as  a  deduction  under  section 
812  (b)  in  computing  the  net  estate 
subject  to  the  estate  tax. 

(j)  Reasonable  amounts  paid  or  in¬ 
curred  for  the  services  of  a  guardian  or 
committee  for  a  ward  or  minor,  and 
other  expenses  of  guardians  and  com¬ 
mittees  which  are  ordinary  and  neces¬ 
sary,  in  connection  with  the  production 
or  collection  of  income  inuring  to  the 
ward  or  minor,  or  in  connection  with  the 
management,  conservation,  or  main¬ 
tenance  of  property,  held  for  the  pro¬ 
duction  of  income,  belonging  to  the  ward 
or  minor,  are  deductible. 

(k)  Expenditures  incurred  in  defend¬ 
ing  or  perfecting  title  to  property,  in  re¬ 
covering  property  (other  than  invest¬ 
ment  property  and  amounts  of  income 
which,  if  and  when  recovered,  must  be 
included  in  income),  or  in  developing  or 
improving  property,  constitute  a  part  of 
the  cost  of  the  property  and  are  not  de¬ 
ductible  expenses.  Attorneys’  fees  paid 
in  a  suit  to  quiet  title  to  lands  are  not 
deductible;  but  if  the  suit  is  also  to  col- 

Ilect  accrued  rents  thereon,  that  portion 
of  such  fees  is  deductible  which  is  prop¬ 
erly  allocable  to  the  services  rendered  in 
collecting  such  rents.  Expenditures  in¬ 
curred  in  protecting  or  asserting  one’s 
rights  to  property  of  a  decedent  as  heir 
or  legatee,  or  as  beneficiary  under  a 
testamentary  trust,  are  not  deductible. 
Expenses  paid  or  incurred  by  an  indi¬ 
vidual  in  the  determination  of  liability 
lor  taxes  upon  his  income  are  deductible. 
11  property  is  held  by  an  individual  for 
the  production  of  income,  amounts  ex¬ 
pended  in  determining  a  property  tax 
imposed  with  respect  to  such  property 
during  the  period  when  so  held  are  de¬ 
ductible.  Expenses  paid  or  incurred  by 
an  individual  in  determining  or  contest- 
itt?  any  liability  asserted  against  him 
do  not  become  deductible,  however,  by 
[^n  of  the  fact  that  property  held  by 
idm  for  the  production  of  income  may  be 
t®QUired  to  be  used  or  sold  for  the  pur¬ 
pose  of  satisfying  such  liability.  'Thus, 
expenses  paid  or  incurred  by  an  indi- 
ridual  in  the  determination  of  gift  tax 
liability,  except  to  the  extent  that  such 
^nses  are  allocable  to  interest  on  a  re¬ 
fund  of  gift  taxes,  are  not  deductible, 
even  though  property  held  by  him  for  the 
production  of  income  must  be  sold  to 
satisfy  an  assessment  for  such  tax  li- 
ahility  or  even  though,  in  the  event  of  a 
claim  for  refund,  the  amount  received 
^  be  held  by  him  for  the  production  of 
Income. 


(l)  The  deduction  of  an  item  other¬ 
wise  allowable  under  section  23  (a)  (2) 
will  not  be  disallowed  simply  because  the 
taxpayer  also  had  an  election  under 
chapter  1  to  treat  it  as  a  capital  ex¬ 
penditure,  rather  than  to  deduct  it  as 
an  expense.  (See  section  24  (a)  (7).) 
Where,  however,  the  item  may  properly 
be  treated  only  as  a  capital  expenditure 
or  where  it  was  properly  so  treated  under 
an  option  granted  in  chapter  1,  no  de¬ 
duction  is  allowable  under  this  section; 
and  this  is  true  regardless  of  whether 
any  basis  adjustment  is  allowed  under 
section  113. 

(m)  'The  provisions  of  section  23  (a) 
(2)  are  not  intended  in  any  way  to  dis¬ 
allow  expenses  which  would  otherwise 
be  allowable  under  section  23  (a)  (1)  or 
the  regulations  applicable  thereto,  or 
under  any  other  section  of  the  Internal 
Revenue  Code  or  the  regulations  appli¬ 
cable  thereto.  Double  deductions  are  not 
permitted.  Amounts  deducted  under  one 
provision  of  the  Code  cannot  again  be 
deducted  under  any  other  provision 
thereof. 

§  39.23  (b)  Statutory  provisions:  de¬ 
ductions  from  gross  income;  interest. 

Sec.  23.  Deductions  from  gross  income. 
In  computing  net  Income  there  shall  be  al¬ 
lowed  as  deductions;  •  •  • 

(b)  Interest.  All  Interest  paid  or  accrued 
within  the  taxable  year  on  indebtedness,  ex¬ 
cept  on  Indebtedness  incurred  or  continued 
to  purchase  or  carry  obligations  (other  than 
obligations  of  the  United  States  issued  after 
September  24,  1917,  and  originally  subscribed 
for  by  the  taxpayer)  the  Interest  upon  which 
is  wholly  exempt  from  the  taxes  imposed  by 
this  chapter. 

§  39.23  (b)-l  Interest,  (a)  Interest 
paid  or  accrued  within  the  year  on  in¬ 
debtedness  may  be  deducted  from  gross 
income,  except  that  interest  on  indebted¬ 
ness  incurred  or  continued  to  purchase 
or  carry  obligations,  such  as  municipal 
bonds,  Panama  Canal  loan  3  percent 
bonds,  or  (in  case  of  a  taxpayer  not  an 
original  subscriber)  obligations  of  the 
United  States  issued  after  September  24, 
1917,  the  interest  upon  which  is  wholly 
exempt  from  tax,  is  not  deductible.  In¬ 
terest  paid  or  accrued  within  the  year  on 
indebtedness  incurred  or  continued  to 
purchase  or  carry  (1)  obligations  of  the 
United  States  issued  after  September  24, 
1917,  the  interest  upon  which  is  not 
wholly  exempt  from  the  taxes  imposed 
by  chapter  1,  or  (2)  (in  the  ca.se  of  an 
original  subscriber)  obligations  of  the 
United  States  issued  after  September  24, 
1917,  the  interest  upon  which  is  wholly 
exempt  from  the  taxes  imposed  by  chap¬ 
ter  1,  is  deductible  in  accordance  with 
the  general  rule. 

(b)  Interest  paid  by  the  taxpayer  on 
a  mortgage  upon  real  estate  of  which 
he  is  the  legal  or  equitable  owner,  even 
though  the  taxpayer  is  not  directly  liable 
upon  the  bond  or  note  secured  by  such 
mortgage,  may  be  deducted  as  interest 
on  his  indebtedness.  Payments  of 
Maryland  or  Pennsylvania  ground  rents 
are  deductible  as  interest  if  the  ground 
rent  is  redeemable,  but  are  treated  as 
rent  if  the  ground  rent  is  irredeemable 
and  in  such  case  are  deductible  only  to 


the  extent  they  constitute  a  proper 
business  expense. 

(c)  Interest  calculated  for  cost-keep¬ 
ing  or  other  purposes  on  account  of  capi¬ 
tal  or  surplus  invested  in  the  business 
which  does  not  represent  a  charge 
arising  under  an  interest-bearing  obli¬ 
gation,  is  not  an  allowable  deduction 
from  gross  income.  Interest  paid  by  a 
corporation  on  scrip  dividends  is  an  al¬ 
lowable  deduction.  So-called  interest 
on  preferred  stock,  which  is  in  reality  a 
dividend  thereon,  cannot  be  deducted  in 
computing  net  income.  (See,  however, 
section  121.)  In  the  case  of  banks  and 
loan  or  trust  companies,  interest  paid 
within  the  year  on  deposits  such  as  in¬ 
terest  paid  on  moneys  received  for  in¬ 
vestment  and  secured  by  interest-bear¬ 
ing  certificates  of  indebtedness  issued  by 
such  bank  or  loan  or  trust  company  may 
be  deducted  from  gross  income.  As  to 
other  amounts  of  interest  not  deductible 
under  section  23  (b),  see  section  24  (c). 

§  39.23  (c)  Statutory  provisions;  de¬ 
ductions  from  gross  income;  taxes. 

Sec.  23.  Deductions  from  gross  income. 
In  computing  net  Income  there  shall  be 
allowed  as  deductions:  •  •  • 

(c)  Taxes  generally — (1)  Allowance  in 
general.  Taxes  paid  or  accrued  within  the 
taxable  year,  except — 

(A)  Federal  income  taxes; 

(B)  War-profits  and  excess-profits  taxes 
imposed  by  Title  II  of  the  Revenue  Act  of 
1917,  Title  ni  of  the  Revenue  Act  of  1918, 
Title  in  of  the  Revenue  Act  of  1921,  section 
216  of  the  National  Industrial  Recovery  Act, 
or  section  702  of  the  Revenue  Act  of  1934, 
or  Subchapter  E  of  Chapter  2,  or  by  any  such 
provisions  as  amended  or  supplemented; 

(C)  Income,  war-profits,  and  excess-profits 
taxes  Imposed  by  the  authority  of  any  for¬ 
eign  country  or  possession  of  the  United 
States,  If  the  taxpayer  chooses  to  take  to 
any  extent  the  benefits  of  section  131; 

(D)  Estate,  Inheritance,  legacy,  succession, 
and  gift  taxes; 

(E)  Taxes  assessed  against  local  benefits 
of  a  kind  tending  to  Increase  the  value  of 
the  property  assessed;  but  this  paragraph 
shall  not  exclude  the  allowance  as  a  deduc¬ 
tion  of  so  much  of  such  taxes  as  Is  properly 
allocable  to  maintenance  or  Interest  charges; 
and 

(P)  Federal  Import  duties,  and  Federal  ex¬ 
cise  and  stamp  taxes  (not  described  In  sub- 
paragraph  (A),  (B),  (D),  or  (E)),  but  this 
subsection  shall  not  prevent  such  duties  and 
taxes  from  being  deducted  under  subsec¬ 
tion  (a). 

(2)  (Repealed  by  sec.  105  (c)  (2),  Rev. 
Act  1942.1 

(3)  Gasoline  and  retail  sales  taxes.  In 
the  case  of  a  tax  imposed  by  any  State, 
Territory,  District,  or  possession  of  the 
United  States,  or  any  political  subdivision 
thereof,  upon  persons  engaged  In  selling  tan¬ 
gible  personal  property  at  retail,  or  upon 
persons  selling  gasoline  or  other  motor  ve¬ 
hicle  fuels  either  at  wholesale  or  retail, 
which  is  measured  by  the  gross  sales  price 
or  the  gross  receipts  from  the  sale  or  which 
Is  a  stated  sum  per  unit  of  such  property 
sold,  or  upon  persons  engaged  In  furnish¬ 
ing  services  at  retail,  which  Is  measured  by 
the  gross  receipts  for  furnishing  such  serv¬ 
ices,  If  the  amount  of  such  tax  Is  sepa¬ 
rately  stated,  then  to  the  extent  that  the 
amount  so  stated  Is  paid  by  the  consumer 
(otherwise  than  In  connection  with  the  con¬ 
sumer’s  trade  or  business)  to  his  vendor 
such  amount  shall  be  allowed  as  a  deduc¬ 
tion  In  computing  the  net  Income  of  such 
consumer  as  if  such  amount  constituted  a 


5824 


RULES  AND  REGULATIONS 


tax  imposed  upon  and  paid  by  such  con¬ 
sumer. 

[Sec.  23  (c)  as  amended  by  sec.  606  (b), 
Second  Rev.  Act  1940;  sec.  202  (a).  Rev.  Act 
1941;  secs.  105  (c)  (1)  (2).  122.  158  (b), 
Rev.  Act  1942;  sec.  Ill,  Rev.  Act  1943;  Pub. 
Law  29  (82d  Cong.) ) 

§  39.23  (c)-l  Taxes — (a)  In  general. 
Subject  to  the  exceptions  stated  in  this 
section  and  §§39.23  (0  -2  and  39.23 
(c)-3,  taxes  imposed  by  the  United 
States,  any  State  or  Territory,  or  polit¬ 
ical  subdivision  of  either,  possessions  of 
the  United  States,  or  foreign  countries, 
are  deductible  from  gross  income  for  the 
year  in  which  paid  or  accrued  (see  sec¬ 
tion  43).  Estate,  inheritance,  legacy, 
succession,  and  gift  taxes,  the  employ¬ 
ment  taxes  imposed  by  sections  1400, 
1500,  and  1510,  and  Federal  income 
taxes  (including  the  tax  withheld  at 
source  under  section  1622)  are  not  de¬ 
ductible  from  gross  income.  The  Fed¬ 
eral  war-profits  and  excess-profits  taxes 
imposed  by  Title  II  of  the  Revenue  Act 
of  1917.  Title  III  of  the  Revenue  Act  of 
1918,  Title  III  of  the  Revenue  Act  of 
1921,  section  216  of  the  National  Indus¬ 
trial  Recovery  Act,  section  702  of  the 
Revenue  Act  of  1934,  and  subchapter  E 
of  chapter  2  are  not  deductible  from 
gross  income.  Income,  war-profits,  and 
excess-profits  taxes  imposed  by  the 
authority  of  any  foreign  country  or 
possession  of  the  United  States  are  de¬ 
ductible  from  gross  income  in  cases 
where  the  taxpayer  does  not  choose  to 
take  to  any  extent  for  the  taxable  year 
the  benefits  of  section  131  (relating  to 
credit  for  taxes  of  foreign  countries  or 
possessions  of  the  United  States).  See 
the  last  sentence  of  section  131  (a). 
Postage  is  not  a  tax.  Amounts  paid  to 
States  or  Territories  under  secured  debts 
laws  in  order  to  render  securities  tax 
exempt  are  deductible.  Automobile  li¬ 
cense  fees  are  ordinarily  taxes.  In  gen¬ 
eral  taxes  are  deductible  only  by  the 
person  upon  whom  they  are  imposed. 
As  to  tax  paid  at  the  source  on  interest 
from  tax-free  covenant  bonds,  see  sec¬ 
tion  143  (a)  (3). 

(b)  State  and  local  sales  and  gasoline 
taxes.  (1)  Amounts  representing  sales 
or  gasoline  taxes  paid  by  a  consumer  of 
services  or  tangible  personal  property  are 
deductible  by  such  consumer  as  taxes, 
provided  they  are  not  paid  in  connection 
with  his  trade  or  business.  The  fact 
that,  under  the  law  imposing  it.  the  in¬ 
cidence  of  the  sales  or  gasoline  tax  does 
not  fall  on  the  consumer  is  immaterial. 
The  requirement  of  section  23  (c)  (3) 
that  the  amount  of  the  tax  must  be 
separately  stated  will  be  deemed  com¬ 
plied  with  where  it  clearly  appears  that, 
at  the  time  of  sale  to  the  consumer,  the 
tax  was  added  to  the  sales  price  and  col¬ 
lected  or  charged  as  a  separate  item.  It 
is  not  necessary,  for  the  purposes  of  this 
section,  that  the  consumer  be  furnished 
with  a  sales  slip,  bill,  invoice,  or  other 
statement  on  which  the  tax  is  separately 
stated.  Where  the  law  imposing  the 
sales  or  gasoline  tax  for  which  the  tax¬ 
payer  seeks  a  deduction  contains  a  pro¬ 
hibition  against  the  seller  absorbing  the 
tax.  or  a  provision  requiring  a  posted 
notice  stating  that  the  tax  will  be  added 


to  the  quoted  price,  or  a  requirement  that 
the  tax  be  separately  shown  in  adver¬ 
tisements  or  separately  stated  on  all  bills 
and  invoices,  it  is  presumed  that  the 
amount  of  the  sales  or  gasoline  tax  was 
separately  stated  at  the  time  paid  by 
the  consumer;  except  that  such  pre¬ 
sumption  shall  have  no  application  to  a 
gasoline  tax  imposed  upon  a  wholesaler 
unless  such  provisions  of  law  apply  with 
respect  to  both  the  sale  at  wholesale  and 
the  sale  at  retail. 

(2)  As  used  in  this  section  the  term 
“sales  tax"  means  a  tax  imposed  by  any 
State,  Territory,  District,  or  possession  of 
the  United  States,  or  any  political  sub¬ 
division  thereof  upon  persons  engaged  in 
selling  tangible  personal  property  at  re¬ 
tail,  which  is  measured  by  the  gross  sales 
price  or  the  gross  receipts  from  the  sale, 
or  which  is  a  stated  sum  per  unit  of  such 
property  sold.  The  term  also  includes  a 
tax  imposed  by  such  authorities  upon 
persons  engaged  in  furnishing  services  at 
retail,  which  is  measured  by  the  gross  re¬ 
ceipts  for  furnishing  such  services. 

(3)  The  term  “gasoline  tax”  means, 
for  the  purpose  of  this  section,  a  tax 
imposed  by  such  authorities  upon  persons 
selling  gasoline  or  other  motor  vehicle 
fuels  either  at  wholesale  or  retail,  which 
is  measured  by  the  gross  sales  price  or  the 
gross  receipts  from  the  sale,  or  which  is 
a  stated  sum  per  unit  of  the  gasoline  or 
fuel  sold. 

(4)  In  general,  the  term  “consumer” 
means  the  ultimate  user  or  purchaser; 
it  does  not  include  a  purchaser  who  ac¬ 
quires  the  property  for  resale,  such  as  a 
retailer. 

§  39.23  (c)-2  Federal  duties  and  ex¬ 
cise  taxes.  Federal  import  or  tariff 
duties,  business,  license,  privilege,  excise, 
and  stamp  taxes  (not  described  in  sub- 
paragraph  (A),  (B),  (D),  or  (E)  of  sec¬ 
tion  23  (c)  (1))  paid  or  accrued  within 
the  taxable  year  are  not  deductible  as 
taxes.  The  fact  that  any  such  tax  is  not 
deductible  as  a  tax  under  section  23  (c) 
does  not  prevent  (a)  a  deduction  there¬ 
for  under  section  23  (a)  provided  it 
represents  an  ordinary  and  necessary 
expense  paid  or  incurred  during  the  tax¬ 
able  year  by  a  corporation  or  an  indi¬ 
vidual  in  carrying  on  any  trade  or  busi- 
ne.ss,  or,  in  the  case  of  an  individual,  for 
the  production  or  collection  of  income, 
or  for  the  management,  conservation,  or 
maintenance  of  property  held  for  the 
production  of  income,  or  (b)  the  inclu¬ 
sion  of  such  tax  paid  or  incurred  during 
the  taxable  year  by  a  corporation  or  an 
Individual  as  a  part  of  the  cost  of  acquisi¬ 
tion  or  production  in  the  trade  or  busi¬ 
ness,  or,  in  the  case  of  an  individual,  as 
a  part  of  the  cost  of  property  held  for 
the  production  of  income  with  resp)ect  to 
which  such  tax  is  paid  or  incurred. 

§  39.23  (c)-3  Taxes  for  local  benefits. 
So-called  taxes,  more  properly  assess¬ 
ments,  paid  for  local  benefits,  such  as 
street,  sidewalk,  and  other  like  improve¬ 
ments.  imposed  because  of  and  measured 
by  some  benefit  inuring  directly  to  the 
property  against  which  the  assessment 
is  levied,  do  not  constitute  an  allowable 
deduction  from  gross  income.  A  tax  is 
considered  assessed  against  local  bene¬ 


fits  when  the  property  subject  to  the  tax 
is  limited  to  property  benefited.  Special 
assessments  are  not  deductible,  even 
though  an  incidental  benefit  may  inure 
to  the  public  welfare.  The  real  prop¬ 
erty  taxes  deductible  are  those  levied  for 
the  general  public  welfare  by  the  proper 
taxing  authorities  at  a  like  rate  against 
all  property  in  the  territory  over  which 
such  authorities  have  jurisdiction.  As¬ 
sessments  under  the  statutes  of  Cali¬ 
fornia  relating  to  irrigation  and  of  Iowa 
relating  to  drainage,  and  under  certain 
statutes  of  Tennessee  relating  to  levees, 
are  limited  to  property  benefited,  and  if 
the  assessments  are  so  limited,  the 
amounts  paid  thereunder  are  not  de¬ 
ductible  as  taxes.  The  above  statements 
are  subject  to  the  exception  that  in  so 
far  as  assessments  against  local  benefits 
are  made  for  the  purpose  of  mainte¬ 
nance  or  repair  or  for  the  purpose  of 
meeting  interest  charges  with  re'^pect  to 
such  benefits,  they  are  deductible.  In 
such  cases  the  burden  is  on  the  tax- 
payer  to  show  the  allocation  of  the 
amounts  assessed  to  the  different  pur- 
poses.  If  the  allocation  cannot  be  made, 
none  of  the  amounts  so  p  a  i  d  is 
deductible. 

§  39.23  (d)  Statutory  provisions:  de¬ 
ductions  from  gross  income:  taxes  of 
shareholder  paid  by  corporation. 

Sec.  23.  Deductions  from  gross  income.  In 
computing  net  income  there  shall  be  allowed 
as  deductions:  •  •  • 

(d)  Taxes  of  shareholder  paid  by  corpora¬ 
tion.  The  deduction  for  taxes  allowed  by 
subsection  (c)  shall  be  allowed  to  a  cor¬ 
poration  In  the  case  of  taxes  Imposed  upon  t 
shareholder  of  the  corporation  upon  bl* 
Interest  as  shareholder  which  are  paid  by 
the  corporation  without  reimbursement  from 
the  shareholder,  but  In  such  cases  no  de¬ 
duction  shall  be  allowed  the  shareholder  for 
the  amount  of  such  taxes. 

§  39.23  (d)-l  Tax  on  bank  or  other 
stock.  Banks  or  other  corporations  pay¬ 
ing  taxes  assessed  against  their  share¬ 
holders  on  account  of  their  ownership  of 
the  shares  of  stock  issued  by  such  cor¬ 
porations  without  reimbursement  from 
such  shareholders  may  deduct  the 
amount  of  taxes  so  paid.  The  Internal 
Revenue  Code  specifically  provides,  how¬ 
ever,  that  in  such  cases  the  shareholders 
may  not  deduct  the  amount  of  the  taxes. 
The  amount  so  paid  should  not  be  in¬ 
cluded  in  the  income  of  the  shareholder. 

§  39.23  (e)  Statutory  provisions:  de¬ 
ductions  from  gross  income:  losses  b!l 
individuals.  j 

Sec.  23.  Deductions  from  gross  income.  In  1 
computing  net  Income  there  shall  be  allowed 
as  deductions:  *  •  • 

(e)  Losses  by  individuals.  In  the  case  of 
an  individual,  losses  sustained  during  tbe 
taxable  year  and  not  compensated  for  by 
insurance  or  otherwise — 

(1)  If  incurred  In  trade  or  business:  or 

(2)  If  Incurred  in  any  transaction 

into  for  profit,  though  not  connected  wltn  | 
the  trade  or  business;  or 

(3)  Of  property  not  connected  with  tne 
trade  or  business.  If  the  loss  arises  from  nr^ 
storms,  shipwreck,  or  other  casualty, 
theft.  No  loss  shall  be  allowed  as  a  ' 
tlon  under  this  paragraph  If  at  the 

the  filing  of  the  return  such  loss  has  bw^  _ 
claimed  as  a  deduction  for  estate  tax  p 
poses  in  the  estate  tax  return. 


§  39.23  (cl-l 
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§  39.23  (e)-l  Losses  by  individuals. 

(a)  Losses  sustained  by  individual  citi¬ 
zens  or  residents  of  the  United  States 
and  not  compensated  for  by  insurance 
or  otherwise  are  fully  deductible  if  (1) 
incurred  in  the  taxpayer’s  trade  or  busi¬ 
ness,  or  (2)  incurred  in  any  transaction 
entered  into  for  profit,  or  (3)  arising 
from  fires,  storms,  shipwreck,  or  other 
casualty,  or  theft,  and  a  deduction  there¬ 
for  has  not  prior  to  the  filing  of  the 
return  been  claimed  for  estate  tax  pur¬ 
poses  in  the  estate  tax  return,  or  (4) 
if  not  prohibited  or  limited  by  any  of 
the  following  sections  of  the  Internal 
Revenue  Code:  Sections  23  (g)  and  117, 
relating  to  capital  losses;  section  23  (h"), 
relating  to  wagering  losses;  section  24 

(b) ,  relating  to  losses  from  sales  or  ex¬ 
changes  of  property  between  persons 
designated  therein;  section  112,  relating 
to  recognition  of  gain  or  loss  upon  sales 
or  exchanges  of  property;  section  118, 
relating  to  losses  on  wash  sales  of  stock 
or  securities;  section  251,  relating  to  in¬ 
come  from  sources  within  possessions  of 
the  United  States;  and  section  252,  re¬ 
lating  to  citizens  of  possessions  of  the 
United  States.  See  sections  211,  213,  and 
220  as  to  limitation  upon  losses  sustained 
by  nonresident  aliens. 

(b)  In  general  losses  for  which  an 
amount  may  be  deducted  from  gross  in¬ 
come  must  be  evidenced  by  closed  and 
completed  transactions,  fixed  by  identifi¬ 
able  events,  bona  fide  and  actually  sus¬ 
tained  during  the  taxable  period  for 
which  allowed.  Substance  and  not  mere 
form  will  govern  in  determining  deducti¬ 
ble  losses.  Full  consideration  must  be 
given  to  any  salvage  value  and  to  any 
insurance  or  other  compensation  re¬ 
ceived  in  determining  the  amount  of 
losses  actually  sustained.  See  section 
113  (b).  For  special  provisions  with  re¬ 
spect  to  war  losses,  see  section  127. 

(c)  A  loss  occasioned  by  damage  to  an 
automobile  maintained  for  pleasure, 
where  such  damage  results  from  the 
faulty  driving  of  the  taxpayer  or  other 
person  operating  the  automobile,  but  is 
not  due  to  the  willful  act  or  negligence 
of  the  taxpayer,  is  a  deductible  loss  in 
the  computation  of  net  income.  If  dam¬ 
age  to  a  taxpayer’s  automobile  results 
from  the  faulty  driving  of  the  operator 
of  an  automobile  with  which  the  auto¬ 
mobile  of  the  taxpayer  collides,  the  loss 
occasioned  to  the  taxpayer  by  such  dam¬ 
age  is  likewise  deductible. 

(d)  No  loss  is  realized  by  the  transfer 
of  property  by  gift  or  by  death.  But  see 
section  44  (d). 

fe)  A  loss  on  the  sale  of  residential 
property  purchased  or  constructed  by 
die  taxpayer  for  use  as  his  personal  resi- 
<lence  and  so  used  by  him  up  to  the  time 
of  the  sale  is  not  deductible.  If,  how- 
fi^er,  property  so  purchased  or  con¬ 
structed  is  prior  to  its  sale  rented  or 
otherwise  appropriated  to  income-pro- 
uucing  purposes  and  is  used  for  such 
purposes  up  to  the  time  of  its  sale,  a  loss 
'rom  the  sale  of  the  property,  computed 
ss  provided  in  section  111,  is,  subject  to 
die  limitations  provided  in  section  117, 
sn  allowable  deduction  in  an  amount  net 
to  exceed  the  excess  of  the  value  of  the 
property  at  the  time  it  was  appropriated 


to  income-producing  purposes  (with 
proper  adjustment  for  depreciation) 
over  the  amount  realized  from  the  sale. 

Example  (1).  Residential  property  was 
purchased  by  a  taxpayer  in  1940  for  use  as 
his  personal  residence  at  a  cost  of  $25,000,  of 
which  $15,000  was  allocable  to  the  building. 
The  property  was  so  used  by  the  taxpayer 
until  January  1,  1949.  From  that  date  to 
January  1,  1952,  when  the  property  was  sold, 
it  was  rented  by  the  taxpayer.  The  fair  mar¬ 
ket  value  of  the  property  at  the  time  it  was 
rented  on  January  1.  1949,  was  $22,000,  of 
which  $12,000  was  allocable  to  the  building. 
The  building  had  an  estimated  life  of  20 
years  on  January  1,  1949.  The  property  was 
sold  on  January  1,  1952,  for  $16,000.  The  loss 
from  the  sale  allowable  as  a  deduction,  ex¬ 
cept  as  limited  by  section  117,  is  $4,200,  com¬ 
puted  as  follows: 

Cost  of  property  in  1940 _ $25,  000 


Less  depreciation  allowed  (not  less 
than  amount  allowable)  in  re¬ 
spect  of  the  building  (deprecia¬ 
tion  for  3  years  at  5  percent  based 
on  $12,000,  value  of  building  when 
converted  to  business  use) _  1,800 


23, 200 

Selling  price  of  property _  16, 000 


Loss  computed  as  provided  in 
section  111 _  7,200 


Value  of  property  at  time  It  was 

rented  on  January  1,  1949 _  22.  000 

Less  proper  adjustment  for  deprecia¬ 
tion  _  1, 800 


20.  200 

Selling  price  of  property _  16.  000 


Portion  of  $7,200  loss  which  is  de¬ 
ductible  except  as  limited  by 
section  117 _  4,200 


Example  (2).  If,  under  the  circumstances 
set  forth  in  example  (1),  the  property  had 
been  purchased  at  a  cost  of  $20,000,  of  which 
$10,000  was  allocable  to  the  building,  but 
otherwise  the  facts  assumed  are  the  same, 
the  deductible  loss,  except  as  limited  by  sec¬ 
tion  117,  is  $2,500,  computed  as  follows: 


Cost  of  property  in  1940 _ $20,  000 

Less  depreciation  allowed  (not  less 
than  amount  allowable)  In  re¬ 
spect  of  the  building  (deprecia¬ 
tion  for  3  years  at  5  percent  based 
on  $10,000,  cost  of  building) _  1,500 


18.  500 

Selling  price  of  property _  16,  000 


Loss  computed  as  provided  in  sec¬ 
tion  111 _  2,500 

Deductible  loss,  except  as  limited  by 

section  117 _  2.500 


§  39.23  (e)-2  Voluntary  removal  of 
buildings.  Loss  due  to  the  voluntary  re¬ 
moval  or  demolition  of  old  buildings,  the 
scrapping  of  old  machinery,  equipment, 
etc.,  incident  to  renewals  and  replace¬ 
ments  is  deductible  from  gross  income. 
When  a  taxpayer  buys  real  estate  upon 
which  is  located  a  building,  which  he 
proceeds  to  raze  with  a  view  to  erecting 
thereon  another  building,  it  will  be  con¬ 
sidered  that  the  taxpayer  has  sustained 
no  deductible  loss  by  reason  of  the  de¬ 
molition  of  the  old  building,  and  no 
deductible  expense  on  account  of  the 
cost  of  such  removal,  the  value  of  the 
real  estate,  exclusive  of  old  improve¬ 
ments,  being  presumably  equal  to  the 
purchase  price  of  the  land  and  building 


plus  the  cost  of  removing  the  useless 
building. 

§  39.23  (e)-3  Loss  of  useful  value. 

(a)  When,  through  some  change  in 
business  conditions,  the  usefulness  in  the 
business  of  some  or  all  of  the  assets  is 
suddenly  terminated,  so  that  the  tax¬ 
payer  discontinues  the  business  or  dis¬ 
cards  such  assets  permanently  from  use 
in  such  business,  he  may  claim  as  a  loss 
for  the  year  in  which  he  takes  such  action 
the  difference  between  the  basis  (ad¬ 
justed  as  provided  in  section  113  (b)  and 
§§  39.113  (a)  (14)-1  and  39.113  (b)  (1)-1 
to  39.113  (b)  (4)-l,  inclusive)  and  the 
salvage  value  of  the  property.  This  ex¬ 
ception  to  the  rule  requiring  a  sale  or 
other  disposition  of  property  in  order  to 
establish  a  loss  requires  proof  of  some 
unforeseen  cause  by  reason  of  which  the 
property  has  been  prematurely  dis¬ 
carded,  as.  for  example,  where  an  in¬ 
crease  in  the  cost  or  change  in  the 
manufacture  of  any  product  makes  it 
necessary  to  abandon  such  manufacture, 
to  which  special  machinery  is  exclusively 
devoted,  or  where  new  legislation  di¬ 
rectly  or  indirectly  makes  the  continued 
profitable  use  of  the  property  impossible. 
’This  exception  does  not  extend  to  a  case 
where  the  useful  life  of  property  termi¬ 
nates  solely  as  a  result  of  those  gradual 
processes  foi*  which  depreciation  allow¬ 
ances  are  authorized.  It  does  not  apply 
to  inventories.  The  exception  applies 
to  buildings  only  when  they  are  perma¬ 
nently  abandoned  or  permanently  de¬ 
voted  to  a  radically  different  use,  and  to 
machinery  only  when  Its  use  as  such  is 
permanently  abandoned.  Any  loss  to  be 
deductible  under  this  exception  must  be 
fully  explained  in  the  return  of  income. 
The  limitations  provided  in  section  117 
with  respect  to  the  sale  or  exchange  of 
capital  assets  have  no  application  to 
losses  due  to  the  discarding  of  capital 
assets. 

(b)  If  the  depreciable  assets  of  a  tax¬ 
payer  consist  of  more  than  one  item  and 
depreciation,  whether  in  respect  of  items 
or  groups  of  items,  is  based  upon  the 
average  lives  of  such  assets,  losses 
claimed  on  the  normal  retirement  of 
such  assets  are  not  allowable,  inasmuch 
as  the  use  of  an  average  rate  contem¬ 
plates  a  normal  retirement  of  assets  both 
before  and  after  the  average  life  has  been 
reached  and  there  is,  therefore,  no  pos¬ 
sibility  of  ascertaining  any  actual  loss 
under  such  circumstances  until  all  as¬ 
sets  contained  in  the  group  have  been 
retired.  In  order  to  account  properly 
for  such  retirement  the  entire  cost  or 
other  basis  of  assets  retired,  adjusted 
for  salvage,  will  be  charged  to  the  de¬ 
preciation  reserve  account,  which  will 
enable  the  full  cost  or  other  basis  of  the 
property  to  be  recovered. 

(c)  In  cases  in  which  depreciable  prop¬ 
erty  is  disposed  of  due  to  causes  other 
than  exhaustion,  wear  and  tear,  and  nor¬ 
mal  obsolescence,  such  as  casualty,  ob¬ 
solescence  other  than  normal,  or  sale,  a 
deduction  for  the  difference  between  the 
basis  of  the  property  (adjusted  as  pro¬ 
vided  in  section  113  (b)  and  §§  39.113  (a) 
(14)-1  and  39.113  (b)  (1)-1  to  39.113 

(b)  (4)-l,  inclusive)  and  its  salvage 
value  and/or  amount  realized  upon  its 
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disposition  may  be  allowed  subject  to  the 
limitations  provided  in  the  Internal  Rev¬ 
enue  Code  upon  deductions  for  losses,  but 
only  if  it  is  clearly  evident  that  such  dis¬ 
position  was  not  contemplated  in  the 
rate  of  depreciation. 

(d)  In  the  case  of  classified  accounts, 
if  it  is  the  consistent  practice  of  the 
taxpayer  to  base  the  rate  of  depreciation 
on  the  expected  life  of  the  longest  lived 
asset  contained  in  the  account,  or  in  the 
case  of  single  item  accounts  if  the  rate 
of  depreciation  is  based  on  the  maxi¬ 
mum  expected  life  of  the  asset,  a  deduc¬ 
tion  for  the  basis  of  the  asset  (adjusted 
as  provided  in  section  113  (b)  and 
§§39.113  (a)  (14)-1  and  39.113  (b) 

(1)-1  to  39.113  (b)  (4)-l,  inclusive)  less 
its  salvage  value  is  allowable  upon  its 
retirement. 

§  39.23  (e)-4  Shrinkage  in  value  of 
stocks.  A  person  possessing  stock  of  a 
corporation  cannot  deduct  from  gross 
income  any  amount  claimed  as  a  loss 
merely  on  account  of  shrinkage  in  value 
of  such  stock  through  fluctuation  of  the 
market  or  otherwise.  The  loss  allowable 
in  such  cases  is  that  actually  suffered 
when  the  stock  is  disposed  of.  If  stock 
of  a  corporation  becomes  worthless,  its 
cost  or  other  basis  as  determined  and 
adjusted  imder  section  113  is  deductible 
by  the  owner  for  the  taxable  year 
in  which  the  stock  became  worthless, 
provided  a  satisfactory  showing  is  made 
of  its  w’orthlessness.  Federal  or  State 
authorities  incident  to  the  regulation 
of  banks  and  certain  other  corporations 
may  require  that  stock  be  charged 
off  as  worthless  or  written  down  to  a 
nominal  value.  If,  in  any  such  case,  the 
basis  of  the  requirement  is  the  worth¬ 
lessness  of  the  stock,  such  charging 
off  or  writing  down  will,  for  income 
tax  purposes,  be  considered  prima  facie 
evidence  of  worthlessness;  but  if  the 
charging  off  or  writing  down  is  due  to 
market  fluctuations,  or  if  no  reasonable 
attempt  has  been  made  to  determine 
worthlessness,  no  deduction  for  income 
tax  purposes  of  the  amount  so  charged 
off  or  written  down  can  be  allowed. 
For  dealers  in  securities,  see  §  39.22  (c)-5. 
For  limitations  on  deductions  for  losses 
from  sales  or  exchanges  of  capital  assets 
generally,  including  stocks  and  bonds, 
see  section  117. 

§  39.23  (e)-5  Losses  of  farmers.  Losses 
Incurred  in  the  operation  of  farms  as 
business  enterprises  are  deductible  from 
gross  income.  If  farm  products  are  held 
for  favorable  markets,  no  deduction  on 
account  of  shrinkage  in  weight  or  phys¬ 
ical  value  or  by  reason  of  deterioration 
in  storage  shall  be  allowed,  except  as 
such  shrinkage  may  be  reflected  in  an 
Inventory  if  used  to  determine  profits. 
The  total  loss  by  frost,  storm,  flood,  or 
fire  of  a  prospective  crop  is  not  a  deduct¬ 
ible  loss  in  computing  net  income.  A 
farmer  engaged  in  raising  and  selling 
stock,  such  as  cattle,  sheep,  horses,  etc., 
is  not  entitled  to  claim  as  a  loss  the  value 
of  animals  that  perish  from  among  those 
animals  that  were  raised  on  the  farm, 
except  as  such  loss  is  reflected  in  an  in¬ 
ventory  if  used.  If  livestock  has  been 
purchased  for  any  purpose,  and  after¬ 


wards  dies  from  disease,  exposure,  or 
injury,  or  is  killed  by  order  of  the  au¬ 
thorities  of  a  State  or  the  United 
States,  the  actual  purchase  price  of 
such  livestock,  less  any  depreciation 
allowable  as  a  deduction  in  respect 
of  such  perished  livestock,  may  be  de¬ 
ducted  as  a  loss  if  the  loss  is  not  com¬ 
pensated  for  by  insurance  or  otherwise. 
The  actual  cost  of  other  property  (with 
proper  adjustment  for  depreciation) 
which  is  destroyed  by  order  of  the  au¬ 
thorities  of  a  State  or  of  the  United 
States,  may  in  like  manner  be  claimed 
as  a  loss.  If  reimbursement  is  made  by 
a  State  or  the  United  States  in  whole 
or  in  part  on  account  of  stock  killed 
or  other  property  destroyed  in  respect 
of  which  a  loss  was  claimed  for  a  prior 
year,  the  amount  received  shall  be  re¬ 
ported  as  income  for  the  year  in  which 
reimbursement  is  made.  The  cost  of  any 
feed,  pasture,  or  care  which  has  been 
deducted  as  an  expense  of  operation 
shall  not  be  included  as  part  of  the  cost 
of  the  stock  for  the  purpose  of  ascertain¬ 
ing  the  amount  of  a  deductible  loss.  If 
gross  income  is  ascertained  by  inven¬ 
tories,  no  deduction  can  be  made  for  live¬ 
stock  or  products  lost  during  the  year, 
whether  purchased  for  resale  or  produced 
on  the  farm,  as  such  losses  will  be  re¬ 
flected  in  the  inventory  by  reducing  the 
amount  of  livestock  or  products  on  hand 
at  the  close  of  the  year.  If  an  individual 
owns  and  operates  a  farm,  in  addition 
to  being  engaged  in  another  trade,  busi¬ 
ness,  or  calling,  and  sustains  a  loss  from 
such  operation  of  the  farm,  then  the 
amount  of  loss  sustained  may  be  de¬ 
ducted  from  gross  income  received 
from  all  sources,  provided  the  farm  Ls 
not  operated  for  recreation  or  pleasure. 
As  to  losses  claimed  as  deductions  for 
estate  tax  purposes,  see  §  39.23  (e)-l. 
See  also  §§  39.22  (a)-7,  39.23  (a)-ll,  and 
39.23  (I)-IO. 

§  39.23  (f)  Statutory  provisions;  de¬ 
ductions  from  gross  income;  losses  by 
corporations. 

Sec.  23.  Deductions  from  gross  income.  In 
computing  net  income  there  shall  be  al¬ 
lowed  as  deductions:  •  •  • 

(f)  Losses  by  corporations.  In  the  case  of 
a  corporation,  losses  sustained  during  the 
taxable  year  and  not  compensated  for  by 
Insurance  or  otherwise. 

§  39.23  (f)-l  Losses  by  corporations. 
Losses  sustained  by  domestic  corpora¬ 
tions  during  the  taxable  year  and  not 
compen.sated  for  by  insurance  or  other- 
w'ise  are  deductible  in  so  far  as  not  pro¬ 
hibited  or  limited  by  sections  23  (g) ,  23 
(h),  24  (b),  112,  117,  118,  and  251.  The 
provisions  of  §§  39.23  (e)-l  to  39.23  (e)-5, 
inclusive,  and  §39.23  (i)-l  are  in  general 
applicable  to  corporations  as  well  as  in¬ 
dividuals.  See  section  232  as  to  deduc¬ 
tions  by  foreign  corporations.  For 
special  provisions  with  respiect  to  war 
losses,  see  section  127. 

§  39.23  (g)  Statutory  provisions;  de¬ 
ductions  from  gross  income;  capital 
losses. 

Sec.  23.  Deductions  from  gross  income.  In 
computing  net  income  there  shall  be  allowed 
as  deductions:  •  •  • 


(g)  Capital  losses — (1)  Limitation.  Losses 
from  sales  or  exchanges  of  capital  assets  shall 
be  allowed  only  to  the  extent  provided  in 
section  117. 

(2)  Securities  becoming  uxtrthless.  If  any 
securities  (as  defined  in  paragraph  (3)  of 
this  subsection)  become  worthless  during 
the  taxable  year  and  are  capital  assets,  the 
loss  resulting  therefrom  shall,  for  the  pur¬ 
poses  of  this  chapter,  be  considered  as  a  loss 
from  the  sale  or  exchange,  on  the  last  day 
of  such  taxable  year,  of  capital  assets. 

(3)  Definition  of  securities.  As  used  In 
this  paragraph  (2)  of  [this]  subsection  the 
term  “securities”  means  (A)  shares  of  stock 
in  a  corporation,  and  (B)  rights  to  subscribe 
for  or  to  receive  such  shares. 

(4)  Stock  in  affiliated  corporation.  For 
the  purposes  of  paragraph  (2)  stock  in  a 
corporation  alllllated  with  the  taxpayer  shall 
not  be  deemed  a  capital  asset.  For  the  pur¬ 
poses  of  this  paragraph  a  corporation  shall 
be  deemed  to  be  affiliated  with  the  taxpayer 
only  if: 

(A)  At  least  95  per  centum  of  each  class 
of  its  stock  is  owned  directly  by  the  tax¬ 
payer;  and 

(B)  More  than  90  per  centum  of  the  ag¬ 
gregate  of  its  gross  incomes  for  all  taxable 
years  has  been  from  sources  other  than  royal¬ 
ties.  rents  (except  rents  derived  from  rental 
of  properties  to  employees  of  the  company 
'in  the  ordinary  course  of  its  operating  busi¬ 
ness),  dividends,  interest  (except  interest 
received  on  deferred  purchase  price  of  oper¬ 
ating  assets  sold),  annuities,  or  gains  from 
sales  or  exchanges  of  stocks  and  securities; 
and 

(C)  The  taxpayer  is  a  domestic  corpora¬ 
tion. 

[Sec.  23  (g)  as  amended  by  sec.  123  (a),  Rev. 
Act  1942;  sec.  112  (a).  Rev.  Act  1943] 

§  39.23  (g)-l  Capital  losses,  (a) 
Section  23  (g)  provides  that  deductions 
allowed  to  individuals  under  section  23 
Xe)  and  to  corporations  under  section  23 
(f )  for  losses  sustained  on  the  sale  or  ex¬ 
change  of  a  capital  asset  shall  be  limited 
to  the  extent  provided  in  section  117. 
Losses  sustained  by  virtue  of  securities 
becoming  w'orthless  during  the  taxable 
year  are,  under  section  23  (g) ,  made  sub¬ 
ject  to  the  limitations  provided  in  section 
117  with  respect  to  sales  or  exchanges, 
provided  the  securities  are  “capital  as¬ 
sets”  as  that  term  is  defined  in  section 
117  (a)  (1).  For  purposes  of  computing 
the  net  income  of  any  taxpayer,  such 
losses  are  to  be  considered  as  being  sus¬ 
tained  from  the  sale  or  exchange  of  the 
securities  on  the  last  day  of  the  taxable 
year,  irrespective  of  when  during  the 
taxable  year  such  securities  actually  be¬ 
came  worthless.  Section  23  (g)  does  not 
apply  to  securities  which  are  deemed  de¬ 
stroyed  or  seized  under  section  127,  re¬ 
lating  to  war  losses. 

(b)  As  used  in  section  23  (g)  and  this 
section,  the  term  “securities”  me^ 
shares  of  stock  in  a  domestic  or  foreign 
corporation  and  rights  to  subscribe  for 
or  to  receive  such  shares. 

§  39.23  (g)-2  Loss  on  stock  of  affili¬ 
ate.  (a)  If  a  taxpayer  is  a  domestic  cor¬ 
poration  and  is  aflBliated,  within  the 
definition  in  section  23  (g)  (4),  with  an¬ 
other  corporation,  the  stock  in  such 
affiliated  corporation  owned  by  the  tax¬ 
payer  is  not  considei’ed  to  be  a  “capital 
asset”  of  the  taxpayer  for  the  purpo« 
of  determining  the  loss  from  the  worth¬ 
lessness  of  such  stock  within  the 
sions  of  section  23  (g)  C2)  and  §39.33 
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(g)-l.  For  the  purposes  of  section  23 
(g)  (2),  section  23  (g)  (4),  §  39.23  (g)-l. 
and  this  section,  a  corporation  shall  be 
deemed  to  be  aflBliated  with  the  taxpayer 
only  if  all  the  following  factors  are  pre¬ 
sent: 

(1)  The  taxpayer  owns  directly  at 
least  95  percent  of  each  class  of  the  stock 
of  such  corporation, 

(2)  More  than  99  percent  of  the  ag¬ 
gregate  of  the  gross  incomes  of  such  cor¬ 
poration  for  all  the  taxable  years  dur¬ 
ing  which  it  has  been  in  existence  has 
been  from  sources  other  than  royalties, 
rents  (except  rents  derived  from  rental 
of  properties  to  employees  of  the  com¬ 
pany  in  the  ordinary  course  of  its 
operating  busine'-s>.  dividends,  interest 
(except  interest  received  on  deferred 
purchase  price  of  operating  assets  sold ) , 
annuities,  or  gams  from  sales  or  ex¬ 
changes  of  stocks  and  securities,  and 

(3)  The  taxpayer  is  a  domestic  cor¬ 
poration. 

(b)  The  aprl’C5i*i''n  of  pnra"r«’^h  ('») 
of  this  section  may  be  illustrated  by  the 
following  example : 

Example.  Corporation  P.  a  dcmsstic 
manufacturing  cor’^'^ntlon  which  mahes  its 
Income  tax  returns  on  the  calendar  year 
basis,  owns  100  p-rc?rt^  of  each  class  of  the 
stock  of  Corporation  S,  and.  In  addition.  4 
percent  of  the  common  stock  (the  only  class 
(rf  stock)  of  Corroratlon  R  which  It  ac¬ 
quired  In  1944.  Corporation  S,  a  domestic 
manufacturing  corporation  which  makes  its 
Income  tax  returns  on  the  calendar  year 
basis,  owns  96  percent  of  the  common  stock 
of  Corporation  R  which  It  acquired  In  1C42. 
It  Is  established  that  the  stock  of  Corpora¬ 
tion  R  which  has  from  Its  Inception  derived 
sU  Its  gross  Income  from  manufacturing 
operations,  became  worthless  during  1952. 
Since  Corporation  P  does  not  own  directly 
It  least  95  percent  of  the  stock  of  Corpora¬ 
tion  R,  and  therefore  for  the  purposes  of 
lection  23  (g)  (4)  and  this  section  is  not 
ifflliated  with  Corporation  R,  the  stock  of 
luch  corporation  Is  a  capital  asset.  Any 
loae  upon  such  stock,  under  section  23  (g) 

(2),  will  be  considered  to  be  a  loss  from  the 
nle  or  exchange  of  a  capital  asset.  Since 
lUch  stock  was  held  for  more  than  six 
months,  such  loss  shall  be  considered  a  long- 
i*nn  capital  loss  under  section  117.  (See 
*1*0  section  117  (d).)  Since  Corporation  R 
k  deemed  to  be  affiliated  with  Corporation 
8 for  the  purposes  of  section  23  (g)  (4)  and 
toll  section,  the  stock  of  Corporation  R  Is 
lot  a  "capital  asset”  In  the  hands  of  Cor¬ 
poration  S  for  the  purposes  of  section  23  (g) 
<2)  and  5  39.23  (g)-l.  Consequently,  In 
wmputing  the  net  Income  of  Corporation  S 
(or  1952  any  loss  upon  such  stock,  under 
kctlon  23  (f),  will  be  deducted  as  an  ordl- 
Mry  loss  and  will  not  be  circumscribed  by 
toe  provisions  of  section  23  (g)  or  section 
117. 

(c)  With  respect  to  losses  on  bonds 
Wd  similar  securities,  as  defined  in  sec- 
23  (k)  (5),  of  a  corporation  aflaii- 
*to(l  with  the  taxpayer,  as  provided  in 
such  section,  see  §  39.23  (k)-4. 

539.23  (h)  Statutory  provisions;  de- 
^^tions  from  gross  income;  wagering 
tosses. 

S*c.  23.  Deductions  from  gross  income.  In 
tooiputlng  net  Income  there  shall  be  allowed 
•*  deductions:  •  •  • 

(h)  Wagering  losses.  Losses  from  wager- 
transactions  shall  be  allowed  only  to  the 
“tout  of  the  gains  from  such  transactions. 
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§  39.23  (h)-l  Wagering  losses.  De¬ 
ductions  for  losses  from  wagering  trans¬ 
actions  are  allowed  only  to  the  extent  of 
gains  from  such  transactions.  In  the 
case  of  a  husband  and  wife  making  a 
joint  return,  the  combined  losses  of  the 
spouses  as  a  result  of  wagering  trans¬ 
actions  shall  be  allowed  to  the  extent  of 
the  combined  gains  of  the  spouses  from 
such  transactions. 

§  33.23  (i)  Statutory  provisions;  de~ 
ductions  from  gross  income;  basis  for  de¬ 
termining  loss. 

Sec.  23.  Deductiens  from  gross  income.  In 
comniitl”3  nst  Income  there  shall  be  allowed 
as  deductions:  •  •  • 

(I)  Bajis  for  dci.rmining  loss.  Tlie  basis 
fer  determining  the  amount  of  deduction 
for  losses  sustained,  to  be  allowed  under  sub¬ 
section  (c>  or  (f),  and  for  bad  debts,  to  be 
allowed  vnH-^r  sub'^-'ctlon  (k).  shall  be  the 
adjusted  basis  provided  in  section  113  (b)  for 
determining  the  l"s  from  the  sale  or  other 
disposition  of  property. 

§  39 ‘'3  H)_i  Basis  for  determining 
loss.  ')  he  basis  lor  determining  the 
ainoui.i  vi  the  ('"iuction  for  losses  al¬ 
lowed  to  individuals  under  section  ?3  (e) 
and  to  co»-’^orations  under  section  23  if), 
or  of  tiic  ..wxount  :f  tiie  deduction  for  bad 
debts  r’*  cd  to  both  individuals  and 
cerporod^’^’"'''  under  section  23  <k),  is  the 
same  as  is  provided  in  section  113  for 
dcteiih.  ..j  the  loss  from  the  sale  or 

other  d' . ition  of  property.  Proper 

adjustmoot  must  be  made  in  each  case 
for  any  expend- lure,  receipt,  los.s,  or 
oth:r  it.  .1 .  roper’y  chargeable  to  capital 
account,  r  for  depreciation,  obsoles¬ 
cence.  amortization,  or  depletion. 

5  39  23  (i)-(k)  Statutory  provisions: 
deductions  from  gross  income;  cross  ref¬ 
erence;  I  zl  debts. 

Sec.  13  '^?ducii'"is  from  gross  ino'^c. 
In  comn’’*^'ng  net  income  there  shall  be  al¬ 
lowed  us  u. ductions:  •  •  • 

(J)  Lc  ^  on  wash  sales  of  stock  or  securi¬ 
ties.  For  disallowance  of  loss  deduction  in 
the  case  c.  ..dies  of  stock  or  securities  where 
within  th.'-’v  days  before  or  after  the  date  of 
the  sale  the  taxpayer  has  acquired  substan¬ 
tially  Identical  property,  see  section  118. 

(k)  Bed  debts-  (1)  General  rule.  Debts 
which  become  worthless  within  the  taxable 
year;  or  (in  the  discretion  of  the  Commis¬ 
sioner)  a  re.a-ionable  addition  to  a  reserve  for 
bad  debts;  and  when  satisfied  that  a  debt  is 
recoverable  only  In  part,  the  Commissioner 
may  allow  such  debt,  in  an  amount  not  in 
excess  of  the  part  charged  off  within  the  tax¬ 
able  year  •’s  a  deduction.  This  paragraph 
shall  not  apply  In  the  case  of  a  taxpayer, 
other  thaii  a  bank,  as  defined  In  section  104, 
with  respe-’t  to  a  debt  evidenced  by  a  sectu’lty 
as  defined  in  paragraph  (3)  of  this  subsec¬ 
tion.  Thl  paragraph  shall  not  apply  In  the 
case  of  a  t'^xnayer,  other  than  a  corporation, 
with  respect  to  a  non-business  debt,  as  de¬ 
fined  In  p'ragraph  (4)  of  this  subsection. 
In  the  case  of  a  mutual  savings  bank  not 
having  capital  stock  represented  by  shares,  a 
domestic  hu’Hlng  and  loan  association,  and 
a  cooperative  bank  without  capital  stock  or¬ 
ganized  and  operated  for  mutual  purposes 
and,  without  profit,  the  reasonable  addition 
to  a*  reserve  for  bad  debts  shall  be  determined 
with  due  regard  to  the  amount  of  the  tax¬ 
payer’s  surplus  or  bad  debt  reserves  existing 
at  the  close  of  December  31.  1951.  In  the 
case  of  a  taxpayer  described  in  the  preceding 
sentence,  the  reasonable  addition  to  a  re¬ 
serve  for  bad  debts  for  any  taxable  year  shall 
In  no  case  be  less  than  the  amoiint  deter¬ 


mined  by  the  taxpayer  as  tne  reasonable  ad¬ 
dition  for  such  year;  except  that  the  amount 
determined  by  the  taxpayer  under  this  sen¬ 
tence  shall  not  be  greater  than  the  lesser  of 

(A)  the  amount  of  Its  net  Income  for  the 
taxable  year,  computed  without  regard  to 
this  subsection,  or  (B)  the  amount  by  which 
12  per  centum  of  the  total  deposits  or  with¬ 
drawable  accounts  of  its  dep>ositors  at  the 
close  of  such  year  exceeds  the  sum  of  Its  sur¬ 
plus,  undivided  profits,  and  reserves  at  the 
beginning  of  the  taxable  year. 

(2)  Securities  becoming  worthless.  If 
any  securities  (as  defined  In  paragraph  (3) 
of  this  subsection)  become  worthless  within 
the  taxable  year  and  are  capital  assets,  the 
loss  resulting  therefrom  shall,  in  the  case  of 
a  taxpayer  other  than  a  bank,  as  defined  In 
section  104,  for  the  purposes  of  this  chapter, 
be  considered  as  a  loss  from  the  sale  or  ex¬ 
change,  on  the  last  day  of  such  taxable  year, 
of  canltal  assets. 

(3)  Definition  of  securities.  As  used  In 
paragranhs  (1),  (2),  and  (4)  of  this  subsec¬ 
tion  the  term  “securities”  means  bonds,  de¬ 
bentures,  notes,  or  certificates,  or  other  evi¬ 
dences  of  Indebtedness,  Issued  by  any 
corporation  ( Including  those  Issued  by  a 
government  or  political  subdivision  thereof), 
with  interest  coupons  or  in  registered  form. 

(4)  Non-business  debts.  In  the  case  of  a 
taxpayer,  other  than  a  corporation  If  a  non¬ 
business  debt  becomes  worthless  within  the 
taxable  year,  the  loss  resulting  therefrom 
shall  be  considered  a  loss  from  the  sale  or 
exchange,  during  the  taxable  year,  of  a  capi¬ 
tal  asset  held  for  not  more  than  6  months. 
The  term  “non-business  debt”  means  a  debt 
other  than  a  debt  evidenced  by  a  security 
as  defined  In  paragraph  (3)  and  other  than  a 
debt  the  loss  from  the  worthlessness  of  which 
Is  Incurred  In  the  taxpayer’s  trade  or 
business. 

(5)  Securities  of  affiliated  corporations. 
Bonds,  debentures,  notes  or  certificates  or 
other  evidences  at  Indebtedness  Issued  with 
interest  coupons  or  In  registered  form  by  any 
corporation  affiliated  with  the  taxpayer  shall 
not  be  deemed  capital  assets  for  the  pur¬ 
poses  of  paragraph  (2)  and  paragraph  (1) 
shall  apply  with  respect  to  such  debt  except 
that  no  such  deduction  shall  be  allowed 
under  such  paragraph  with  respect  to  any 
such  debt  which  Is  recoverable  only  In  part. 
For  the  purposes  of  this  paragraph  a  cor¬ 
poration  shall  be  deemed  to  be  affiliated  with 
the  taxpayer  only  If: 

(A)  At  least  95  per  centum  of  each  class 
of  Its  stock  Is  owned  directly  by  the  taxpayer; 
and 

(B)  More  than  90  per  centum  of  the  ag¬ 
gregate  of  its  gross  Income  for  all  taxable 
years  has  been  from  sources  other  than 
royalties,  rents  (except  rents  derived  from 
rental  of  properties  to  employees  of  the 
company  In  the  ordinary  course  of  Its  op¬ 
erating  hiiB«r>-3^),  dividends.  Interest  (except 
Interest  recelvtd  on  deferred  purchase  price 
of  operating  assets  sold),  annuities,  or  gains 
from  sales  or  exchanges  of  stocks  and  secure* 
ties;  and 

(C)  The  taxpayer  Is  a  domestic  corpora¬ 
tion. 

(6)  Exception.  This  subsection  shall  not 
apply  In  the  case  of  a  taxpayer,  other  than  a 
bank,  as  defined  In  section  104,  with  respect 
to  debts  owed  by  (A)  any  political  party, 

(B)  any  national,  state,  or  local  committee 
of  any  political  party,  or  (C)  any  committee, 
association,  or  organization  which  accepts 
contributions  or  makes  expenditures  for  the 
purpose  of  Infiuenclng  or  attempting  to  In- 
fiuence  the  election  of  Presidential  or  Vice 
Presidential  electors  or  of  any  individual 
whose  name  Is  presented  for  election  to  any 
Federal,  State,  or  local  elective  public  of¬ 
fice,  whether  or  not  such  Individual  la  elected. 
For  the, purpose  of  this  paragraph,  the  terms 
“contributions”  and  “expenditure”  shall 
have  the  meanings  prescribed  for  such  terms 
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In  section  591  of  title  18  of  the  United  State* 
Code. 

(Sec  23  (k)  as  amended  by  sec.  124  (a),  Rev. 
Act  1942;  secs.  112  (b),  113,  Rev.  Act  1943; 
sec.  313  (e).  Rev.  Act  1951;  Pub.  Law  471 
(82d  Cong.)] 

1  39.23  (k)-l  Bad  debts.  <a)  Bad 
debts  may  be  treated  in  either  of  two 
ways — 

(1)  By  a  deduction  from  income  in 
respect  of  debts  which  become  worthless 
in  whole  or  in  part,  or 

(2)  By  a  deduction  from  income  of  an 
addition  to  a  reserve  for  bad  debts. 

<b)  Taxpayers  were  given  a  similar 
option  for  1921  to  select  either  of  the 
methods  mentioned  for  treating  such 
debts.  (See  article  151,  Regulations  62.) 
While  ascertainment  of  worthlessness 
and  charge-off  during  the  taxable  year 
(which  were  prerequisite  to  deduction  of 
a  bad  debt  under  the  law  at  that  time) 
are  no  longer  required  for  the  allowance 
of  a  debt  which  becomes  wholly  worth¬ 
less.  the  method  used  in  the  return  for 
1921  must  be  used  in  returns  for  all  sub¬ 
sequent  years  unless  permission  is 
granted  by  the  Commissioner  to  change 
to  the  other  method.  A  taxpayer  filing 
a  first  return  of  income  may  select  either 
of  the  tw'O  methods  subject  to  approval 
by  the  Commissioner  upon  examination 
of  the  return.  If  the  method  selected 
is  approved,  it  must  be  followed  in  re¬ 
turns  for  subsequent  years,  except  as 
permission  may  be  granted  by  the  Com¬ 
missioner  to  change  to  another  method. 
Application  for  permission  to  change  the 
method  of  treating  bad  debts  shall  be 
made  at  least  30  days  prior  to  the  close 
of  the  taxable  year  for  which  the  change 
is  to  be  effective.  (See  also  §  39.23 
(k)-5.) 

(c)  If,  from  all  the  surrounding  and 
attending  circumstances,  the  Commis¬ 
sioner  is  satisfied  that  a  debt  is  partially 
worthless,  the  amount  which  has  be¬ 
come  worthless,  to  the  extent  charged 
off  during  the  taxable  year,  shall  be  al¬ 
lowed  as  a  deduction  in  computing  net 
income.  If  a  taxpayer  claims  a  deduc¬ 
tion  for  a  part  of  a  debt  for  the  taxable 
year  within  which  such  part  of  the  debt 
Is  charged  off  and  such  deduction  is  dis- 
allow’ed  for  such  year  and  the  debt  be¬ 
comes  partially  worthless  subsequent  to 
such  year,  a  deduction  may  be  allowed 
for  a  subsequent  taxable  year,  not  in 
excess  of  the  amount  charged  off  in  the 
prior  year  plus  any  amount  charged  off 
in  the  subsequent  year,  the  charge-off 
in  the  prior  year,  if  consistently  main¬ 
tained  as  such,  being  sufficient  to  that 
extent  to  meet  the  charge-off  require¬ 
ment.  Before  a  taxpayer  may  deduct  a 
debt  in  part,  he  must  able  to  demon¬ 
strate  to  the  satisfaction  of  the  Com¬ 
missioner  the  amount  thereof  which  Is 
uncollectible  and  the  part  thereof  which 
was  charged  off.  If  a  debt  becomes 
wholly  worthless  during  the  taxable  year, 
the  amount  thereof  which  has  not  been 
allowed  as  a  deduction  for  any  prior 
taxable  year  shall  be  allowed  as  a  deduc¬ 
tion  for  the  taxable  year.  There  should 
accompany  the  return  a  statement  of 
facts  substantiating  any  deduction 
claimed  for  bad  debts.  Any  amount  sub¬ 
sequently  received  on  account  of  a  bad 


debt  or  on  account  of  a  part  of  such  debt 
previously  allowed  as  a  deduction  for  in¬ 
come  tax  purposes  must  be  included  in 
gross  income  for  the  taxable  year  in 
which  received,  except  to  the  extent  ex- 
cludible  from  gross  income  under  the 
provisions  of  section  22  (b)  (12).  In 
determining  whether  a  debt  is  worthless 
in  whole  or  in  part  the  Commissioner 
will  consider  all  pertinent  evidence,  in¬ 
cluding  the  value  of  the  collateral,  if  any, 
securing  the  debt  and  the  financial  con¬ 
dition  of  the  debtor.  Partial  deductions 
will  be  allowed  with  respect  to  specific 
debts  only. 

(d)  Where  the  surrounding  circum¬ 
stances  indicate  that  a  debt  is  worthless 
and  uncollectible  and  that  legal  action  to 
enforce  payment  would  in  all  probability 
not  result  in  the  satisfaction  of  execution 
on  a  judgment,  a  showing  of  these  facts 
will  be  sufficient  evidence  of  the  worth¬ 
lessness  of  the  debt  for  the  purpose  of 
deduction.  Bankruptcy  Is  generally  an 
indication  of  the  worthlessness  of  at  least 
a  part  of  an  unsecured  and  unpreferred 
debt.  In  bankruptcy  cases  a  debt  may 
become  worthless  before  settlement  in 
some  instances,  and  in  others  only  when 
a  settlement  in  bankruptcy  shall  have 
been  had.  In  either  case  the  mere  fact 
that  bankruptcy  proceedings  instituted 
against  the  debtor  are  terminated  in  a 
later  year,  confirming  the  conclusion 
that  the  debt  is  worthless.will  not  au¬ 
thorize  shifting  the  deductions  to  such 
later  year.  If  a  taxpayer  computes  his 
income  upon  the  basis  of  valuing  his 
notes  or  accounts  receivable  at  their  fair 
market  value  when  received,  which  may 
be  less  than  their  face  value,  the  amount 
deductible  for  bad  debts  in  any  case  is 
limited  to  such  original  valuation. 

(e)  Where  banks  or  other  corpora¬ 
tions  w'hich  are  subject  to  supervision  by 
Federal  authorities  (or  by  State  author¬ 
ities  maintaining  substantially  equiva¬ 
lent  standards)  in  obedience  to  the 
specific  orders  of  such  supervisory  of¬ 
ficers  charge  off  debts  in  whole  or  in 
part,  such  debts  shall,  to  the  extent 
charged  off  during  the  taxable  year,  be 
conclusively  presumed,  for  income  tax 
purposes,  to  have  become  worthless  or 
worthless  only  in  part  during  the  taxable 
year,  as  the  case  may  be.  But  no  such 
debt  shall  be  so  conclusively  presumed 
to  be  worthless  or  worthless  only  in  part, 
as  the  case  may  be,  if  the  amount  so 
charged  off  is  not  claimed  as  a  deduction 
by  the  taxpayer  at  the  time  of  filing  the 
return  for  the  taxable  year  in  which  such 
charge-off  takes  place.  If  a  taxpayer 
does  not  claim  a  deduction  in  its  return 
for  such  a  totally  or  partially  worthless 
debt  for  the  year  in  which  such  charge- 
off  takes  place,  but  claims  such  deduction 
for  a  later  year,  then  such  charge-off  in 
the  prior  year  will  be  deemed  to  have 
been  involuntary  and  the  deduction  shall 
be  allowed  for  the  year  for  which 
claimed,  if  the  taxpayer  produces  suf¬ 
ficient  evidence  to  show  ( 1 )  that  the  debt 
became  wholly  worthless  in  such  later 
year  or  became  recoverable  only  in  part 
subsequent  to  the  year  of  such  Involun¬ 
tary  charge-off,  as  the  case  may  be,  and 
(2)  that,  to  the  extent  that  the  deduc¬ 
tion  claimed  in  the  later  year  for  a  debt 


partially  worthless  was  not  involuntarily 
charged  off  in  prior  years,  it  was  charged 
off  in  the  later  year. 

(f)  The  provisions  of  paragraphs  (a) 
to  (d),  inclusive,  of  this  section  apply 
generally  to  all  taxpayers.  However, 
they  do  not  apply  in  the  case  of  a  tax¬ 
payer,  other  than  a  corporation,  with 
respect  to  a  nonbusiness  debt  as  defined 
in  section  23  (k)  (4).  Nor  shall  any 
deduction  be  allowed  on  account  of  the 
worthlessness  of  any  debt  of  the  type 
enumerated  in  section  23  (k)  (5)  which 
Is  recoverable  only  in  part.  In  the  case 
of  taxpayers  other  than  banks  as  de¬ 
fined  in  section  104,  the  term  “debts"  as 
used  in  paragraphs  (a)  to  (d),  inclusive, 
of  this  section  means  obligations  to  pay 
fixed  or  determinable  sums  of  money 
which  are  not  evidenced  by  securities  as 
defined  in  §  39.23  (k)-4. 

§  39.23  (k)-2  Examples  of  had  debts. 
Worthless  debts  arising  from  unpaid 
wages,  salaries,  rents,  and  similar  items 
of  taxable  income  will  not  be  allowed  as  a 
deduction  unless  the  income  such  items 
represent  has  been  included  in  the  return 
of  income  for  the  year  for  which  the 
deduction  as  a  bad  debt  is  sought  to  be 
made  or  for  a  previous  year.  Only  the 
difference  between  the  amount  received 
in  distribution  of  the  assets  of  a  bank¬ 
rupt  and  the  amount  of  the  claim  may  be 
deducted  as  a  bad  debt.  The  difference 
between  the  amount  received  by  a  cred¬ 
itor  of  a  decedent  in  distribution  of  the 
assets  of  the  decedent’s  estate  and  the 
amount  of  his  claim  may  be  considered  a 
worthless  debt.  A  purchaser  of  accounts 
receivable  which  become  worthless  is 
entitled  to  deduct  them,  the  amount  of 
deduction  to  be  based  upon  the  price  he 
paid  for  them  and  not  upon  their  face 
value. 

§  39.23  (k)-3  Uncollectible  deficiency 
upon  sale  of  mortgaged  or  pledged 
property,  (a)  If  mortgaged  or  pledged 
property  is  law'fully  sold  (whether  to  the 
creator  or  another  purchaser)  for  less 
than  the  amount  of  the  debt,  and  the 
portion  of  the  indebtedness  remaining 
unsatisfied  after  such  sale  is  wholly  or 
partially  uncollectible,  the  mortgagee  or 
pledgee  may  deduct  such  amount  (to  the 
extent  that  it  constitutes  capital  or  rep¬ 
resents  an  item  the  income  from  which 
has  been  returned  by  him)  as  a  bad  debt 
for  the  taxable  year  in  which  it  has  be¬ 
come  wholly  worthless  or  is  charged  off 
as  partially  worthless.  In  addition,  If 
the  creditor  buys  in  the  mortgaged  or 
pledged  property,  loss  or  gain  is  realized 
mea.sured  by  the  difference  between  the 
amount  of  those  obligations  of  the 
debtor  which  are  applied  to  the  pW‘ 
chase  or  bid  price  of  the  property  (to  the 
extent  that  such  obligations  constitute 
capital  or  represent  an  item  the  income 
from  which  has  been  returned  by  him' 
and  the  fair  market  value  of  the  pro^ 
erty.  The  fair  market  value  of  we 
property  shall  be  presumed  to  be  the 
amount  for  which  it  is  bid  in  by  the  tax¬ 
payer  in  the  absence  of  clear  ^nd  con¬ 
vincing  proof  to  the  contrary.  If  ^ 
creditor  subsequently  sells  the 
.so  acquired,  the  basis  for  determiniw 
gain  or  loss  is  the  fair  market  valu®  ° 
the  property  at  the  date  of  acquisitio 
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(b)  Accrued  interest  may  be  included 
as  part  of  the  deduction  only  if  it  has 
previously  been  returned  as  income. 

§  39.23  (k)-4  Worthless  bonds  and 

similar  obligations,  (a)  Except  as  other¬ 
wise  provided  in  section  23  (k)  (5),  no 
deduction  is  allowable  under  section  23 
ft)  (1)  to  any  taxpayer  (other  than  a 
bank  as  defined  in  section  104)  with  re¬ 
spect  to  a  debt  evidenced  by  a  security 
which  has  become  worthless  in  whole  or 
In  part.  If  a  security  is  a  capital  asset 
and  becomes  worthless  during  the  tax¬ 
able  year,  a  deduction  for  the  loss  result¬ 
ing  therefrom  is  allowable  under  section 
23  (k)  (2)  to  a  taxpayer  other  than  a 
bank.  Such  a  loss,  however,  is  made  sub¬ 
ject  to  the  limitations  provided  in  section 
117  with  resp>ect  to  sales  or  exchanges. 
For  the  purposes  of  computing  the  net  in¬ 
come  of  any  taxpayer,  other  than  a  bank 
as  defined  in  section  104,  such  a  loss  is  to 
be  considered  as  being  sustained  from  the 
sale  or  exchange  of  the  security  on  the 
last  day  of  the  taxable  year,  irrespective 
of  when  during  the  taxable  year  such 
security  actually  became  worthless.  Ex¬ 
cept  in  the  case  of  a  bank  as  defined  in 
section  104,  no  deduction  is  allowable 
under  section  23  (k)  with  respect  to  a 
debt  evidenced  by  a  security,  as  defined 
in  section  23  (k)  (3).  which  is  recover¬ 
able  only  in  part,  lection  23  (k)  (2) 
does  not  apply  to  securities  which  are 
deemed  destroyed  or  seized  under  section 
127,  relating  to  w’ar  losses. 

(b)  As  used  in  section  23  (k)  (2),  the 
term  “security”  means  a  bond,  deben¬ 
ture,  note,  or  certificate,  or  other  evi¬ 
dence  of  indebtedness  to  pay  a  fixed  or 

1  determinable  sum  of  money,  which  has 
been  issued  at  any  time  by  a  domestic  or 
foreign  corporation  (including  that  is¬ 
sued  by  any  government  or  political  sub¬ 
division  thereof),  either  in  registered 
form  or  accompanied  by  interest 
coupons, 

(c)  A  bond  issued  by  an  individual,  if 
it  has  become  worthless,  may  be  treated 
8sa  bad  debt.  A  bond  (whether  or  not  a 
security)  of  an  insolvent  corporation 
secured  only  by  a  mortgage  from  which 
on  foreclosure  nothing  is  realized  for  the 
bondholders  is  regarded  as  ’having  be¬ 
come  worthless  not  later  than  the  year  of 
the  foreclosure  sale,  and  no  deduction  is 
allowable  in  computing  a  bondholder’s 
income  for  a  subsequent  year. 

fd)  A  taxpayer  (other  than  a  dealer  in 
bonds  or  other  similar  obligations)  pos¬ 
sessing  debts  evidenced  by  bonds  or  other 
similar  obligations  cannot  deduct  from 
fmss  income  any  amount  merely  on  ac- 
wunt  of  market  fluctuation.  If,  how- 
es'cr,  due.  for  instance,  to  the  financial 
condition  of  the  debtor,  or  conditions 
other  than  market  fluctuation,  the  tax- 
bsyer  will  recover  upon  maturity  none  or 
%  a  part  of  the  debt  evidenced  by  the 
mnds  or  other  similar  obligations  (w'hich 
^ds  or  other  obligations  are  not  securi- 
^  as  defined  in  this  section)  and  he  so 
oemonstrates  to  the  satisfaction  of  the 
”®bmissioner,  and  if  he  has  made  a 
^Per  charge-off  with  respect  to  the 
*bt  partially  uncollectible,  he  may  de- 
0|Kt  in  computing  net  income  the  uncol- 
^tible  part  of  the  debt  evidenced  by  the 
"Obds  or  other  similar  obligations.  A 


bank  as  defined  in  section  104  may  de¬ 
duct  such  uncollectible  part  of  the  debt 
even  though  the  evidence  of  the  debt  is  a 
security  as  defined  in  this  section. 

(e)  Under  section  23  (k)  (5),  bonds, 
debentures,  notes  or  certificates,  or  other 
evidences  of  indebtedness  to  pay  a  fixed 
or  determinable  sum  of  money,  issued 
with  interest  coupons  or  in  registered 
form  by  any  corporation  affiliated  with 
the  taxpayer,  shall  not  be  deemed  capi¬ 
tal  assets  of  the  taxpayer  for  the  pur¬ 
poses  of  section  23  (k)  (2)  or  as  a  debt 
(evidenced  by  a  security)  for  the  pur¬ 
poses  of  this  section;  and  the  provisions 
of  section  23  (k)  (1)  and  of  paragraphs 
(a)  to  (d),  inclusive,  of  §  39.23  (k)-l 
shall  apply  with  respect  to  such  debts 
except  that  no  deduction  shall  be  allowed 
to  the  taxpayer  with  respect  to  any  such 
debt  which  is  recoverable  only  in  part. 
For  the  purposes  of  this  section,  a  corpo¬ 
ration  is  deemed  to  be  affiliated  with  the 
taxpayer  only  if  the  taxpayer  owns  at 
least  95  percent  of  each  class  of  the  stock 
of  such  corporation,  if  more  than  90 
percent  of  the  aggregate  of  the  gross 
incomes  of  such  corporation  for  all  tax¬ 
able  years  has  been  from  sources  other 
than  royalties,  rents  (except  rents  de¬ 
rived  from  rental  of  properties  to  em¬ 
ployees  of  the  company  in  the  ordinary 
course  of  its  operating  business),  divi¬ 
dends,  interest  (except  interest  received 
on  deferred  purchase  price  of  operating 
assets  sold),  annuities,  or  gains  from  the 
sales  or  exchanges  of  stocks  and  securi¬ 
ties,  and  if  the  taxpayer  is  a  domestic 
corporation. 

§  39.23  (k)-5  Reserve  for  bad  debts — 
(a)  Taxpayer  other  than  mutual  sav¬ 
ings  banks,  building  and  loan  associa¬ 
tions,  and  cooperative  banks.  (1)  Tax¬ 
payers  who  have  established  the  reserve 
method  of  treating  bad  debts  and  main¬ 
tained  proper  reserve  accounts  for  bad 
debts,  or  who,  in  accordance  with  §  39.23 
(k)-l,  adopt  the  reserve  method  of 
treating  bad  debts,  may  deduct  from 
gross  income  a  reasonable  addition  to  a 
reserve  for  bad  debts  in  lieu  of  a  deduc¬ 
tion  for  specific  bad  debt  items. 

(2)  What  constitutes  a  reasonable 
addition  to  a  reserve  for  bad  debts  must 
be  determined  in  the  light  of  the  facts, 
and  will  vary  as  between  classes  of  busi¬ 
ness  and  with  conditions  of  business 
prosperity.  It  will  depend  primarily 
upon  the  total  amount  of  debts  outstand¬ 
ing  as  of  the  close  of  the  taxable  year, 
those  arising  currently  as  well  as  those 
arising  in  prior  taxable  years,  and  the 
total  amount  of  the  existing  reserve.  In 
case  subsequent  realizations  upon  out¬ 
standing  debts  prove  to  be  more  or  less 
than  estimated  at  the  time  of  the  crea¬ 
tion  of  the  existing  reserve,  the  amount 
of  the  excess  or  inadequacy  in  the  exist¬ 
ing  reserve  should  be  reflected  in  the  de¬ 
termination  of  the  reasonable  addition 
necessary  in  the  taxable  year.  A  tax¬ 
payer  using  the  reserve  method  should 
make  a  statement  in  his  return  showing 
the  volume  of  his  charge  sales  (or  other 
business  transactions)  for  the  year  and 
the  percentage  of  the  reserve  to  such 
amount,  the  total  amount  of  notes  and 
accounts  receivable  at  the  beginning  and 
close  of  the  taxable  year,  and  the 


amount  of  the  debts  which  have  become 
wholly  or  partially  w’orthless  and  have 
been  charged  against  the  reserve  ac¬ 
count. 

(b)  Mutual  savings  banks,  building 
and  loan  associations,  and  cooperative 
banks — (1)  In  general.  A  mutual  sav¬ 
ings  bank  not  having  capital  stock  rep¬ 
resented  by  shares,  a  domestic  building 
and  loan  association,  and  a  cooperative 
bank  without  capital  stock  organized 
and  operated  for  mutual  purposes  and 
without  profit  may,  as  an  alternative  to 
a  deduction  from  gross  income  for  spe¬ 
cific  debts  which  become  worthless  in 
whole  or  in  part,  deduct  amounts  cred¬ 
ited  to  a  reserve  for  bad  debts  in  the 
manner  and  under  the  circumstances 
prescribed  in  this  section.  In  the  case 
of  such  an  institution  the  selection  of 
either  of  the  alternative  methods  for 
treating  bad  debts  may  be  made  by  the 
taxpayer  in  the  return  for  its  first  tax¬ 
able  year  beginning  after  December  31, 
1951.  The  method  selected  shall  be  sub¬ 
ject  to  the  approval  of  the  Commissioner 
upon  examination  of  the  return.  Any 
change  in  the  method  so  selected  and 
approved  may  be  made  only  if  permis¬ 
sion  is  granted  as  provided  in  §  39.23 
(k)-l  (b). 

(2)  Definitions.  When  used  in  this 
paragraph — 

(i)  The  term  “institution”  means 
either  a  mutual  savings  bank  not  having 
capital  stock  represented  by  shares,  a 
domestic  building  and  loan  association 
as  defined  in  section  3797  (a)  (19),  or  a 
cooperative  bank  without  capital  stock 
organized  and  operated  for  mutual  pur¬ 
poses  and  w’ithout  profit. 

(ii)  “Surplus,  undivided  profits,  and 
reserves”  means  the  amount  by  which 
the  total  assets  of  an  institution  exceed 
the  amount  of  the  total  liabilities  of  such 
an  institution.  For  this  purpose  the 
term  “total  assets”  means  the  sum  of 
money,  plus  the  aggregate  of  the  ad¬ 
justed  basis  of  the  property  other  than 
money  held  by  an  institution.  Such  ad¬ 
justed  basis  for  any  asset  is  its  adjusted 
basis  for  determining  gain  upon  sale  or 
exchange  for  Federal  income  tax  pur¬ 
poses.  (See.  in  general,  section  113  and 
the  regulations  prescribed  thereunder. 
For  special  rules  with  respect  to  adjust¬ 
ments  to  basis  for  prior  taxable  years 
during  which  the  institution  was  exempt 
from  tax,  see  §  39.113  (b)  (l)-4.)  'The 
determination  of  the  total  assets  of  any 
taxpayer  shall  conform  to  the  method  of 
accounting  employed  by  such  taxpayer 
in  determining  net  income  and  to  the 
rules  applicable  in  determining  its  earn¬ 
ings  and  profits.  The  term  “total  lia¬ 
bilities”  means  all  liabilities  of  the  tax¬ 
payer,  which  are  fixed  and  determined, 
absolute  and  not  contingent,  and  in¬ 
cludes  those  items  which  constitute 
liabilities  in  the  sense  of  debts  or  obliga¬ 
tions.  The  total  deposits  or  withdraw¬ 
able  accounts,  as  defined  in  subdivision 
(iv)  of  this  subparagraph,  shall  be  con¬ 
sidered  a  liability.  In  the  case  of  a 
building  and  loan  association  having 
permanent  nonwithdrawable  capital 
stock  represented  by  shares,  the  paid-in 
amount  of  such  stock  shall  also  be  con¬ 
sidered  a  liability.  Reserves  for  con- 
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tlngencies  and  other  reserves,  however, 
which  are  mere  appropriations  of  sur¬ 
plus  are  not  liabilities. 

(iii)  The  term  "surplus  or  bad  debt 
reserves  existing  at  the  close  of  Decem¬ 
ber  31,  1951”  means  the  amount  of  sur¬ 
plus,  undivided  profits,  and  reserves 
accumulated  by  the  institution  prior  to 
January  1,  1952,  and  in  existence  at  the 
close  of  December  31,  1951. 

(iv)  The  term  "total  deposits  or  with¬ 
drawable  accounts”  means  the  aggre¬ 
gate  of  (a)  amounts  placed  with  an  in¬ 
stitution  for  deposit  or  investment  and 
(b)  earnings  outstanding  on  the  books 
of  account  of  the  institution  at  the  close 
of  the  taxable  year  which  have  been 
credited  as  dividends  upon  such  ac¬ 
counts  prior  to  the  close  of  the  taxable 
year,  except  that  in  the  case  of  a  build¬ 
ing  and  loan  association,  such  term  does 
not  include  permanent  nonwithdrawable 
capital  stock  represented  by  shares,  or 
earnings  credited  thereon. 

(3)  Institutions  with  surplus,  reserves, 
and  undivided  profits  in  an  amount  less 
than  12  percent  of  total  deposits  or  with¬ 
drawable  accounts.  Where  12  percent 
of  the  total  deposits  or  withdrawable  ac¬ 
counts  of  an  institution  at  the  close  of 
the  taxable  year  exceeds  the  sum  of  its 
surplus,  undivided  profits,  and  reserves 
at  the  bginning  of  the  taxable  year,  there 
Is  allowable  as  a  deduction  from  gross 
income  as  an  addition  to  a  reserve  for 
bad  debts  any  amount  determined  by  the 
taxpayer  not  exceeding  the  lesser  of : 

(i)  The  amount  of  the  net  income  of 
such  institution  for  the  taxable  year 
computed  without  regard  to  section  23 
(k)  (1)  or, 

(ii)  The  amount  by  which  12  percent 
of  the  total  deposits  or  withdrawable  ac¬ 
counts  at  the  close  of  the  taxable  year 
exceeds  the  sum  of  the  institution’s  sur¬ 
plus,  undivided  profits,  and  reserves  at 
the  beginning  of  the  taxable  year. 

Bad  debt  losses  sustained  during  the  tax¬ 
able  year  shall  be  charged  against  the 
bad  debt  reserve.  Recoveries  of  debts 
charged  against  the  bad  debt  reserve 
during  a  prior  taxable  year  in  which  the 
institution  was  subject  to  tax  under  this 
chapter  shall  be  credited  to  the  bad  debt 
reserve.  The  establishment  of  such  re¬ 
serve  and  all  adjustments  made  thereto 
must  be  reflected  on  the  regular  books 
of  account  of  the  institution  at  the  close 
of  the  taxable  year,  or  as  soon  as  prac¬ 
ticable  thereafter.  For  the  purpose  of 
this  paragraph  minimum  amounts 
credited  in  compliance  with  Federal  or 
State  statutes,  regulations,  or  super¬ 
visory  orders,  to  reserve  or  similar  ac¬ 
counts.  or  additional  amounts  credited 
to  such  reserve  or  similar  accounts  and 
permissive  under  such  statutes,  regula¬ 
tions.  or  orders,  against  which  charges 
may  be  made  for  the  purpose  of  ab¬ 
sorbing  losses  sustained  by  an  Institution 
will  be  deemed  to  have  been  credited 
to  the  bad  debt  reserve  authorized  under 
this  paragraph. 

Example  (1).  On  January  1,  1952.  and  on 
December  31,  1952,  Institution  A,  which 
keeps  its  books  on  the  basis  ol  the  calendar 
year,  has  total  deposits  or  withdrawable  ac¬ 
counts  of  $10,(X)0,000,  all  of  which  amount 
is  insured  by  an  agency  of  the  Federal  gov¬ 


ernment.  The  surplus,  reserves,  and  un¬ 
divided  profits  of  Institution  A  at  the  open¬ 
ing  ot  business  on  January  1,  1952,  total 
$800,000.  A  regulation  of  a  Federal  agency 
requires  that  at  the  close  of  the  taxable  year 
an  amount  equal  to  0.3  percent  of  the  value 
of  the  insured  accounts  at  the  beginning  of 
the  year  be  credited  by  Institution  A  to  a 
Federal  Insurance  reserve  for  the  sole  pur¬ 
pose  of  absorbing  losses.  A  statute  of  the 
State  having  jurisdiction  over  Institution  A 
requires  that  not  less  than  5  percent  of  the 
net  profits  of  Institution  A.  computed  before 
provisions  for  dividends,  be  credited  at  the 
close  of  the  year  to  a  "reserve  fund”  for  the 
purpose  of  absorbing  losses.  The  credit  to 
such  reserve  fund  of  additional  amounts  in 
excess  of  5  percent  of  net  profits  is  permissive 
under  such  statute,  provided  that  the  total 
amounts  credited  do  not  exceed  25  percent 
of  net  profits.  It  is  assumed  for  the  purpose 
of  determining  the  amount  to  be  credited  to 
the  State  reserve  fund  that  "not  less  than 
6  percent  of  the  net  profits”  of  Institution  A. 
computed  under  State  law  before  provisions 
for  dividends  for  the  taxable  year  1952 
amounts  to  $17,500. 

Prior  to  the  taxable  year  Institution  A  did 
not  maintain  a  reserve  for  bad  debts.  Dur¬ 
ing  1952  Institution  A  sustained  bad  debt 
losses  of  $5,000.  The  net  income  of  Insti¬ 
tution  A  for  the  taxable  year  1952,  computed 
under  chapter  1  after  taking  into  account  all 
applicable  deductions  (including  the  deduc¬ 
tion  for  dividends  provided  in  section  23  (r) 
( 1 ) )  except  the  deduction  provided  in  section 
23  (k)  (1)  is  $200,000. 

The  books  of  account  of  Institution  A 
show  credits  for  the  taxable  year  1952  to  the 
following  reserves: 


Federal  Insurance  reserve _ $"10, 000 

State  reserve  fund _  25.  (KX) 

Bad  debt  reserve _  45,  000 

Miscellaneous  reserves _  15,  000 


There  is  allowable  as  a  deduction  under  sec¬ 
tion  23  (k)  (1)  $100,000  ($15,000  credited  to 
the  bad  debt  reserve,  $30,000  credited  to  the 
Federal  Insurance  reserve,  and  $25,000  repre¬ 
senting  a  permissive  amount  less  than  25 
percent  of  net  profits  under  the  State  statute, 
credited  to  the  State  reserve  fund). 

Assuming  that  Federal  Income  taxes  for 
1952  amount  to  $46,500  on  the  net  income  of 
$100,000,  the  amount  credited  to  the  surplus 
account  for  1952  will  be  $38,500,  that  is, 
$53,500  ($100,000  minus  $46,500)  less  the 
$15,000  credited  to  miscellaneous  reserves  for 
which  no  bad  debt  deduction  is  allowable. 
Consequ.mtly.  the  surplus,  undivided  profits, 
and  reserves  of  Institution  A,  amounting  to 
$800,0(X)  at  the  close  of  December  31,  1951,  as 
Increased  by  amounts  credited  to  these  ac¬ 
counts  for  1952  will  total  $948,500  at  the 
close  of  December  31,  1952,  computed  as 


follows: 

Surplus,  reserves,  and  undivided 

profits  at  close  of  Dec.  31,  1951 _ $800,  000 

/mount  credited  to  miscellaneous 

reserve  accounts  for  1952 _  15. 000 

Amount  credited  to  State  reserve 

fund  for  1952 .  25,000 

Amount  credited  to  Federal  insur¬ 
ance  reserve  for  1952 _  30,  000 

Amount  credited  to  surplus  for 

1952 . . .  38,  500 

Bad  debt  reserve  at  close  of  Dec. 

31.  1951 . 0 

Amount  credited  to  reserve 

for  bad  debts  for  1952. $45, 000 
Less:  Bad  debt  losses  sus¬ 
tained  during  1952 _  5,  000 

Bad  debt  reserve  at  close  of  Dec. 

31.  1952 . 40,000 


Surplus,  undivided  profits  and  re¬ 
serves  existing  at  close  of  Dec. 

31,  1952 .  948.500 


Example  (2).  The  net  Income  of  Instl- 
tution  B  for  the  taxable  year  1952,  computed 
under  chapter  1  after  all  deductions  includ¬ 
ing  the  deduction  for  dividends,  but  before 
the  deduction  provided  in  section  23  (k)  (l), 
is  deternnined  to  be  $250,000.  Such  $250,0()0 
is  credited  by  Institution  B  to  the  bad  debt 
reserve  as  provided  in  secton  23  (k)  (1)  and 
S  39.23  (k)-5  (b)  (3).  The  amount  by  which 
12  percent  of  the  total  deposits  or  withdraw, 
able  accounts  of  Institution  B  at  the  close  of 
the  taxable  year  exceeds  the  sum  of  such 
institution’s  surplus,  undivided  profits  and 
reserves  at  the  beginning  of  the  taxable  year 
is  $500,000. 

During  1954,  upon  examination  of  the  re¬ 
turn  of  Income  filed  by  Institution  B  for 
1952,  it  is  determined  tliat  the  net  income 
of  such  institution,  properly  computed,  with- 
out  regard  to  section  23  (k)  (1)  is  $275,000. 
Assuming  that  Institution  B  credits  the 
additional*  $25,000  to  its  bad  debt  reserve, 
there  is  allowable  as  a  deduction  from  gross 
Income  for  such  institution  for  the  taxable 
year  1952,  $275,000. 

(4)  Institutions  with  surplus,  reserves, 
and  undivided  profits  equal  to  or  in  ex¬ 
cess  of  12  percent  of  deposits  or  with¬ 
drawable  accounts.  Where  12  percent  of 
the  total  deposits  or  withdratvable  ac¬ 
counts  of  an  institution  at  the  clo.se  of 
the  ta.xable  year  is  equal  to  or  less  than 
the  sum  of  such  institution’s  surplus,  un¬ 
divided  profits  and  reserves  at  the  begin¬ 
ning  of  the  taxable  year,  there  may  be 
allowable  as  a  deduction  from  gross  in¬ 
come  a  reasonable  addition  to  the  reserve 
for  bad  debts  determined  under  the  gen¬ 
eral  provisions  of  paragraph  (a)  of  this 
section.  In  making  such  determination 
there  w’ill  be  taken  into  account  (i)  sur¬ 
plus,  or  bad  debt  reserves  existing  at  the 
close  of  December  31,  1951,  and  (ii) 
changes  in  the  surplus,  undivided  profits, 
and  reserves  of  the  institution  from  De¬ 
cember  31,  1951,  until  the  beginning  of 
the  taxable  year.  Deductions  for  addi¬ 
tions  to  the  reserve  for  bad  debts,  in 
addition  to  the  deductions  allowed,  if 
any,  under  subparagraph  (3)  of  this  par¬ 
agraph.  will  be  authorized  in  those  cases 
where  the  institution  proves  to  the  satis¬ 
faction  of  the  Commi«JSioner  that  the 
bad  debt  experience  of  the  institution 
warrants  the  maintenance  of  a  bad  debt 
reserve  in  excess  of  that  provided  in  sub- 
paragraph  (3)  of  this  paragraph. 

§  39  23  (k)-6  Nonbusiness  bad  debts. 
(a)  In  the  case  of  a  taxpayer,  other 
than  a  corporation,  if  a  nonbusiness 
bad  debt  becomes  entirely  worthless 
within  the  taxable  year,  the  loss  resulting 
therefrom  shall  be  treated  as  a  loss  from 
the  sale  or  exchange  of  a  capital  asset 
held  for  not  more  than  six  months. 
Such  a  loss  is  subject  to  the  limitations 
provided  in  section  117  with  respect  to 
gains  and  losses  from  the  sale  and  ex¬ 
change  of  capital  assets.  A  loss  with 
respect  to  such  a  debt  will  be  treated  as 
sustained  only  if  and  when  the  debt  has 
become  totally  worthless,  and  no  deduc¬ 
tion  shall  be  allowed  for  a  nonbusiness 
debt  which  is  recoverable  in  part  during 
the  taxable  year.  Nor  are  the  provisions 
of  this  section  applicable  In  the  case  oi 
a  loss  resulting  from  a  security  as  deflneo 
in  section  23  (k)  (3).  A  nonbusiness 
debt  is  a  debt,  other  than  a  debt  the  loss 
from  the  worthlessness  of  which  is 
curred  in  the  taxpayer’s  trade  or  business 
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i  and  other  than  a  debt  evidenced  by  a 
I  security  as  that  term  is  defined  in  sec¬ 
tion  23  (k)  (3).  The  question  whether 
a  debt  is  one  the  loss  from  the  worthless¬ 
ness  of  which  is  incurred  in  the  tax¬ 
payer’s  trade  or  business  is  a  question  of 
fact  in  each  particular  case.  The  de¬ 
termination  of  this  question  is  substan¬ 
tially  the  same  as  that  which  is  made 
for  the  purpose  of  ascertaining  whether 
a  loss  from  the  type  of  transaction  cov¬ 
ered  by  section  23  (e)  is  “incurred  in 
trade  or  business”  under  section  23  (e) 
(1). 

(b)  The  character  of  the  debt  for 
this  purpose  is  not  controlled  by  the  cir¬ 
cumstances  attending  its  creation  or  its 

;  subsequent  acquisition  by  the  taxpayer 
or  by  the  use  to  which  the  borrowed  funds 
are  put  by  the  recipient,  but  is  to  be  de- 
'  termined  rather  by  the  relation  which 
the  loss  resulting  from  the  debt’s  becom¬ 
ing  worthless  bears  to  the  trade  or  busi- 
i  ness  of  the  taxpayer.  If  that  relation  is 
a  proximate  one  in  the  conduct  of  the 
i  trade  or  business  in  which  the  taxpayer 
is  engaged  at  the  time  the  debt  becomes 
worthless,  the  debt  is  not  a  nonbusiness 
debt  for  the  purposes  of  this  section. 

(c)  To  illustrate:  A,  an  individual  en- 
'  gaged  in  the  grocery  business  and  who 

makes  his  income  tax  returns  on  the 
!  calendar  year  basis,  extends  credit  on 
an  open  account  to  B  in  1951. 

,  (1)  In  1952  A  sells  the  business  but 

i  retains  the  claim  against  B.  The  claim 
becomes  worthless  in  A’s  hands  in  1953. 

I  A’s  loss  is  controlled  by  the  nonbusiness 
debt  provisions.  While  the  original  con¬ 
sideration  was  advanced  by  A  in  his  trade 
or  business,  the  loss  was  not  sustained 
as  a  proximate  incident  to  the  conduct 
of  any  trade  or  business  in  w’hich  he  was 
:  engaged  at  the  time  the  claim  became 
worthless. 

(2)  In  1952  A  sells  the  business  to  C 
!  but  sells  the  claim  against  B  to  the  tax¬ 
payer,  D.  The  claim  becomes  worthless 
in  D’s  hands  in  1953,  at  a  time  when  D 
i  is  not  engaged  in  a  trade  or  business  in- 
;  cident  to  the  conduct  of  which  a  loss 
from  the  worthlessness  of  such  a  claim 
would  be  a  proximate  result.  D’s  loss  is 
j  controlled  by  the  nonbusiness  debt  pro- 
I  visions,  even  though  the  original  consid- 
1  eration  was  advanced  by  A  in  his  trade 
or  business. 

i3)  In  1952  A  dies,  leaving  the  busl- 
I  ness.  Including  the  accounts  receivable, 
w  his  son,  c,  the  taxpayer.  The  claim 
i  against  B  becomes  worthless  in  C’s  hands 
;  |n  1953.  C’s  loss  is  not  controlled  by 
!  |ne  nonbusiness  debt  provisions.  While 
C  did  riot  advance  any  consideration  for 
|ne  claim  or  acquire  it  in  carrying  on  his 
icade  or  business,  the  loss  was  sustained 
a  proximate  incident  to  the  conduct 
.  or  the  trade  or  business  in  which  he  was 
on^ged  at  the  time  the  debt  became 
:  Worthless. 

In  1952  A  dies,  leaving  the  business 
Jo  his  son.  C,  but  the  claim  against  B  to 
“IS  son,  D,  the  taxpayer.  The  claim 
ssalnst  B  becomes  worthless  in  D’s  hands 
®  1953.  at  a  time  w’hen  D  is  not  en¬ 
gaged  in  a  trade  or  business  incident  to 
“io  conduct  of  which  a  loss  from  the 
orthlessness  of  such  a  claim  would  be 
proximate  result.  D’s  loss  is  controlled 


by  the  nonbusiness  debt  provisions,  even 
though  the  original  consideration  was 
advanced  by  A  in  his  trade  or  business. 

(5)  In  1952  A  dies  and  while  his  exec¬ 
utor,  C,  is  carrying  on  the  business,  the 
claim  against  B  becomes  worthless  in 
1952.  The  loss  sustained  by  A’s  estate 
is  not  controlled  by  the  nonbusiness  debt 
provisions.  While  C  did  not  advance 
any  consideration  for  the  claim  on  be¬ 
half  of  the  estate  or  acquire  it  in  carry¬ 
ing  on  a  trade  or  business  in  which  the 
estate  was  engaged,  the  loss  was  sus¬ 
tained  as  a  proximate  incident  to  the 
conduct  of  the  trade  or  business  in  which 
the  estate  was  engaged  at  the  time  the 
debt  became  worthless: 

(6)  In  1952,  A,  in  liquidating  the  busi¬ 
ness,  attempts  to  collect  the  claim 
against  B  but  finds  that  it  has  become 
worthless.  A’s  loss  is  not  controlled  by 
the  nonbusiness  debt  provisions,  since  a 
loss  incurred  in  liquidating  a  trade  or 
business  is  a  proximate  incident  to  the 
conduct  thereof. 

§  39.23  (1)  Statutory  provisions:  de¬ 
ductions  from  gross  income;  deprecia¬ 
tion. 

Sec.  23.  Deductions  from  gross  i-ncome. 
In  computing  net  income  there  shall  be 
allowed  as  deductions:  •  *  • 

(1)  Depreciation,  A  reasonable  allowance 
for  the  exhaustion,  wear  and  tear  (including 
a  reasonable  allowance  for  obsolescence)  — 

(1)  Of  property  used  In  the  trade  or  busi¬ 
ness,  or 

(2)  Of  property  held  for  the  production  of 
income. 

In  the  case  of  property  held  by  one  person 
for  life  with  remainder  to  another  person, 
the  deduction  shall  be  computed  as  if  the 
life  tenant  wpre  the  absolute  owner  of  the 
property  and  shall  be  allowed  to  the  life 
tenant.  In  the  case  of  property  held  in  trust 
the  allowable  deduction  shall  be  apportioned 
between  the  Income  beneficiaries  and  the 
trustee  in  accordance  with  the  pertinent  pro¬ 
visions  of  the  Instrument  creating  the  trust, 
or,  in  the  absence  of  such  provisions,  on  the 
basis  of  the  trust  Income  allocable  to  each. 

[Sec.  23  (1)  as  amended  by  sec.  121  (c).  Rev. 
Act  19421 

§  39.23  (1)-!  Depreciation.  A 
reasonable  allowance  for  the  exhaus¬ 
tion,  wear  and  tear,  and  obsolescence  of 
property  used  in  the  trade  or  business, 
or  treated  under  §  39.23  (a) -15  as  held 
by  the  taxpayer  for  the  production  of 
income,  may  be  deducted  from  gross 
income.  For  convenience  such  an  allow¬ 
ance  will  usually  be  referred  to  as  de¬ 
preciation,  excluding  from  the  term  any 
idea  of  a  mere  reduction  in  market  value 
not  resulting  from  exhaustion,  wear  and 
tear,  or  obsolescence.  The  proper  al¬ 
lowance  for  such  depreciation  is  that 
amount  which  should  be  set  aside  for 
the  taxable  year  in  accordance  with  a 
reasonably  consistent  plan  (not  neces¬ 
sarily  at  a  uniform  rate),  whereby  the 
aggregate  of  the  amounts  so  set  aside, 
plus  the  salvage  value,  will,  at  the  end 
of  the  useful  life  of  the  depreciable  prop¬ 
erty,  equa’.  the  cost  or  other  basis  of  the 
property  determined  in  accordance  with 
section  113.  Due  regard  must  also  be 
given  to  expenditures  for  current  up¬ 
keep.  In  ihe  case  of  property  held  by 
one  person  for  life  with  remainder  to 
another  person,  the  deduction  for  de¬ 


preciation  shall  be  computed  as  if  the 
life  tenant  were  the  absolute  owner  of 
the  property  so  that  he  will  be  entitled 
to  the  deduction  during  his  life,  and 
thereafter  the  deduction,  if  any,  will  be 
allowed  to  the  remainderman.  In  the 
case  of  property  held  in  trust,  the  allow¬ 
able  deduction  is  to  be  apportioned  be¬ 
tween  the  income  beneficiaries  and  the 
trustee  in  accordance  with  the  pertinent 
provisions  of  the  will,  deed,  or  other 
instrument  creating  the  trust,  or,  in  the 
absence  of  such  provisions,  on  the  basis 
of  the  trust  income  which  is  allocable 
to  the  trustee  and  the  beneficiaries, 
respectively.  For  example,  if  the  trust 
instrument  provides  that  the  income  of 
the  trust  computed  without  regard  to 
depreciation  shall  be  distributed  to  a 
named  beneficiary,  such  beneficiary  will 
be  entitled  to  the  depreciation  allowance 
to  the  exclusion  of  the  trustee,  while  if 
the  instrument  provides  that  the  trustee 
in  determining  the  distributable  income 
shall  first  make  due  allowance  for  keep¬ 
ing  the  trust  corpus  intact  by  retaining 
a  reasonable  amount  of  the  current  in¬ 
come  for  that  purpose,  the  allowable 
deduction  will  be  granted  in  full  to  the 
trustee.  For  deduction  with  respect  to 
the  amortization  of  emergency  facili¬ 
ties.  in  lieu  of  the  deduction  for  de¬ 
preciation.  see  sections  23  (t)  and  124A. 

§  39.23  (l)-2  Depreciable  property. 
'The  necessity  for  a  depreciation  allow¬ 
ance  arises  from  the  fact  that  certain 
property  used  in  the  business,  or  treated 
under  §  39.23  (a)-15  as  held  by  the  tax¬ 
payer  for  the  production  of  Income, 
gradually  approaches  a  point  where  its 
usefulness  is  exhausted.  The  allowance 
should  be  confined  to  property  of  this 
nature.  In  the  case  of  tangible  prop¬ 
erty,  it  applies  to  that  which  is  subject  to 
wear  and  tear,  to  decay  or  decline  from 
natural  causes,  to  exhaustion,  and  to 
obsolescence  due  to  the  normal  progress 
of  the  art,  as  where  machinery  or  other 
property  must  be  replaced  by  a  new  in¬ 
vention.  or  due  to  the  inadequacy  of  the 
property  to  the  growing  needs  of  the 
business.  It  does  not  apply  to  inven¬ 
tories  or  to  stock  in  trade,  or  to  land 
apart  from  the  improvements  or  phys¬ 
ical  development  added  to  it.  It  does 
not  apply  to  bodies  of  minerals  wliich 
through  the  process  of  removal  suffer 
depletion,  other  provisions  for  this  being 
made  in  the  Internal  Revenue  Code. 
(See  sections  23  (m)  and  114.)  Prop¬ 
erty  kept  in  repair  may,  nevertheless,  be 
the  subject  of  a  depreciation  allowance. 
(See  §  39.23  (a) -4.)  The  deduction  of  an 
allowance  for  depreciation  is  limited  to 
property  used  in  the  taxpayer’s  trade  or 
business,  or  treated  under  §  39.23  (a) -15 
as  held  by  the  taxpayer  for  the  produc¬ 
tion  of  income.  No  such  allowance  may 
be  made  in  respect  of  automobiles  or 
other  vehicles  used  solely  for  pleasure,  a 
building  used  by  the  taxpayer  solely  as 
his  residence,  or  in  respect  of  furniture 
or  furnishings  therein,  personal  effects, 
or  clothing;  but  properties  and  costumes 
used  exclusively  in  a  business,  such  as  a 
theatrical  business,  may  be  the  subject  of 
a  depreciation  allowance. 

§  39.23  (i)-3  Depreciation  of  intangi¬ 
ble  property.  Intangibles,  the  use  of 
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which  in  the  trade  or  business  or  in  the 
production  of  income  is  definitely  limited 
in  duration,  may  be  the  subject  of  a 
depreciation  allowance.  Examples  are 
patents  and  copyrights,  licenses,  and 
franchises.  Intangibles,  the  use  of 
which  in  the  business  or  trade  or  in  the 
production  of  income  is  not  so  limited, 
will  not  usually  be  a  proper  subject  of 
such  an  allowance.  If,  however,  an 
intangible  asset  acquired  through  capital 
outlay  is  known  from  experience  to  be  of 
value  in  the  business  or  in  the  production 
of  income  for  only  a  limited  period,  the 
length  of  which  can  be  estimated  from 
experience  with  reasonable  certainty, 
such  intangible  asset  may  be  the  subject 
of  a  depreciation  allowance,  provided  the 
facts  are  fully  shown  in  the  return  or 
prior  thereto  to  the  satisfaction  of  the 
Commissioner.  No  deduction  for  de¬ 
preciation.  including  obsolescence,  is 
allowable  in  respect  of  good  will. 

S  39.23  (l)-4  Capital  sum  recoverable 
through  depreciation  allowances.  The 
capital  sum  to  be  replaced  by  deprecia¬ 
tion  allowances  is  the  cost  or  other  basis 
of  the  property  in  respect  of  which  the 
allowance  is  made.  (See  sections  113 

(a)  and  114.)  To  this  amount  should 
be  added  from  time  to  time  the  cost  of 
improvements,  additions,  and  better¬ 
ments,  and  from  it  should  be  deducted 
from  time  to  time  the  amount  of  any 
definite  loss  or  damage  sustained  by  the 
property  through  casualty,  as  distin¬ 
guished  from  the  gradual  exhaustion  of 
its  utility  which  is  the  basis  of  the  de¬ 
preciation  allowance.  (See  section  113 

(b) .)  In  the  case  of  the  acquisition  on 
or  after  March  1,  1913,  of  a  combination 
of  depreciable  and  nondepreciable  prop¬ 
erty  for  a  lump  price,  as,  for  example, 
buildings  and  land,  the  capital  sum  to 
be  replaced  is  limited  to  an  amount 
which  bears  the  same  proportion  to  the 
lump  price  as  the  value  of  the  depreci¬ 
able  property  at  the  time  of  acquisition 
bears  to  the  value  of  the  entire  property 
at  that  time.  In  the  case  of  property 
which  has  been  the  subject  of  deductions 
for  amortization  under  sections  214  (a) 
(9)  and  234  (a)  (8)  of  the  Revenue  Acts 
of  1918  and  1921,  depreciation  deduc¬ 
tions  will  be  computed  after  the  close  of 
the  amortization  period  upon  the  (X)st  or 
other  basis  of  such  property  after  the 
amortization  allowance  has  been  de¬ 
ducted.  No  depreciation  deduction  will 
be  allowed  in  the  case  of  property  which 
has  been  amortized  to  its  scrap  value  and 
is  no  longer  in  use. 

§  39.23  (l)-5  Method  of  computing 
depreciation  allowance,  (a)  The  capital 
sum  to  be  recovered  shall  be  charged  off 
over  the  useful  life  of  the  property,  either 
in  equal  annual  installments  or  in  ac¬ 
cordance  with  any  other  recognized 
trade  practice,  such  as  an  apportionment 
of  the  capital  sum  over  units  of  produc¬ 
tion.  Whatever  plan  or  method  of  ap¬ 
portionment  is  adopted  must  be  reason¬ 
able  and  must  have  due  regard  to 
operating  conditions  during  the  taxable 
period.  The  reasonableness  of  any  claim 
for  depreciation  shall  be  determined 
upon  the  conditions  known  to  exist  at  the 
end  of  the  period  for  which  the  return  is 


made.  If  the  cost  or  other  basis  of  the 
property  has  been  recovered  through  de¬ 
preciation  or  other  allowances  no  further 
deduction  for  depreciation  shall  be  al¬ 
lowed.  The  deduction  for  depreciation 
in  respect  of  any  depreciable  property  for 
any  taxable  year  shall  be  limited  to  such 
ratable  amount  as  may  reasonably  be 
considered  necessary  to  recover  during 
the  remaining  useful  life  of  the  property 
the  unrecovered  cost  or  other  basis.  The 
burden  of  proof  will  rest  upon  the  tax¬ 
payer  to  sustain  the  deduction  claimed. 
Therefore,  taxpayers  must  furnish  full 
and  complete  information  with  respect 
to  the  cost  or  other  basis  of  the  assets 
in  respect  of  which  depreciation  is 
claimed,  their  age,  condition,  and  re¬ 
maining  useful  life,  the  portion  of  their 
cost  or  other  basis  which  has  been  re¬ 
covered  through  depreciation  allowances 
for  prior  taxable  years,  and  such  other 
information  as  the  Commissioner  may 
require  in  substantiation  of  the  deduc¬ 
tion  claimed. 

(b)  A  taxpayer  is  not  permitted  under 
the  law  to  take  advantage  in  later  years 
of  his  prior  failure  to  take  any  deprecia¬ 
tion  allowance  or  of  his  action  in  tak¬ 
ing  an  allowance  plainly  inadequate 
under  the  known  facts  in  prior  years. 
This  provision  may  be  illustrated  by  the 
following  example: 

Example.  An  asset  was  purchased  Jan¬ 
uary  1.  1947,  at  a  cost  of  $10,000.  The  use¬ 
ful  life  of  the  asset  is  10  years.  It  has  no 
salvage  value.  Depreciation  was  deducted 


and  allowed  for  1947  to  1951  as  follows: 

1947  _ $500 

1948  _ _ _ _ _ _ 

1949  _ 1,000 

1950  _ 1.000 

1951  _ 1,000 


Total  amount  allowed _ 3,  500 

TTie  correct  reserve  as  of  December  31,  1951, 
Is  computed  as  follows: 

Dec.  31 — 

1947  ($10,000-^10)  . . $1,000 

1948  ($9,000-7-9) _  1.000 

1949  ($8,000-7-8) _  1.000 

1950  ($7,000-1-7) . 1,000 

1951  ($6,000-7-6) _ 1,000 


Reserve  Dec.  31,  1951 _  6,  000 

Depreciation  for  1952  is  computed  as  follows: 

Cost _  $10,  000 

Reserve  as  of  December  31,  1951 _  5,000 


Unrecovered  cost _  5. 000 

Depreciation  allowable  for  1952 

($5,000^5)  .  1.000 


§  39.23  (l)-6  Obsolescence.  With  re¬ 
spect  to  physical  property  the  whole  or 
any  portion  of  which  is  clearly  shown  by 
the  taxpayer  as  being  affected  by  eco¬ 
nomic  conditions  that  will  result  in  its 
being  abandoned  at  a  future  date  prior 
to  the  end  of  Its  normal  useful  life,  so 
that  depreciation  deductions  alcne  are 
insufiScient  to  return  the  cost  or  other 
basis  at  the  end  of  its  economic  term  of 
usefulness,  a  reasonable  deduction  for 
obsolescence,  in  addition  to  depreciation, 
may  be  allowed  in  accordance  with  the 
facts  obtaining  with  respect  to  each  item 
of  property  concerning  which  a  claim 
for  obsolescence  is  made.  No  deduction 
for  obsolescence  will  be  permitted  merely 


because,  in  the  opinion  of  a  taxpayer,  the 
property  may  b^ome  obsolete  at  some 
later  date.  This  allowance  will  be  con¬ 
fined  to  such  portion  of  the  property  on 
which  obsolescence  is  definitely  shown  to 
be  sustained  and  cannot  be  held  applica¬ 
ble  to  an  entire  property  unless  all  por¬ 
tions  thereof  are  affected  by  the  con¬ 
ditions  to  which  obsolescence  is  found  to 
be  due. 

§  39.23  (l)-7  Depreciation  of  patent 
or  copyright.  In  computing  a  deprecia¬ 
tion  allowance  in  the  case  of  a  patent  or 
copyright,  the  capital  sum  to  be  replaced 
is  the  cost  or  other  basis  of  the  patent  or 
copyright.  The  allowance  should  be 
computed  by  an  apportionment  of  the 
cost  or  other  basis  of  the  patent  or  copy¬ 
right  over  the  life  of  the  patent  or  copy¬ 
right  since  its  grant,  or  since  its  ac¬ 
quisition  by  the  taxpayer,  or  in  the  case 
of  a  copyright,  since  March  1,  1913,  as 
the  case  may  be.  If  the  patent  or  copy¬ 
right  was  acquired  from  the  Government, 
its  cost  consists  of  the  various  Govern¬ 
ment  fees,  cost  of  drawings,  experimental 
models,  attorneys’  fees,  development  or 
experimental  expenses,  etc.,  actually 
paid.  Depreciation  of  a  copyright  can 
be  taken  on  the  basis  of  the  fair  market 
value  as  of  March  1,  1913,  only  when 
affirmative  and  satisfactory  evidence  of 
such  value  is  offered.  Such  evidence 
should  w'henever  practicable  be  submit¬ 
ted  with  the  return.  If  the  patent  be¬ 
comes  obsolete  prior  to  its  expiration, 
such  proportion  of  the  amount  on  which 
its  depreciation  may  be  based  as  the 
number  of  years  of  its  remaining  life 
bears  to  the  whole  number  of  years  in¬ 
tervening  betw’een  the  basic  date  and 
the  date  when  it  legally  expires  may  be 
deducted.  'The  fact  that  depreciation  I 
has  not  been  taken  in  prior  years  does  j 
not  entitle  the  taxpayer  to  deduct  in  any  i 
taxable  year  a  greater  amount  for  d^  | 
predation  than  would  otherwise  be  i 
allowable. 

§  39.23  (l)-8  Depreciation  of  draw-  \ 
ings  and  models.  If  a  taxpayer  has  in-  j 
curred  expenditures  in  his  business  for  I 
designs,  drawings,  patterns,  models,  or  j 
work  of  an  experimental  nature  caku-  j 
lated  to  result  in  improvement  of  his  1 
facilities  or  his  product,  and  if  the  period  i 
of  usefulness  of  any  such  asset  may  be : 
estimated  from  experience  with  reason¬ 
able  accuracy,  it  may  be  the  subject  of 
depreciation  allowances  spread  over  such  j 
estimated  period  of  usefulness.  The  j 
facts  must  be  fully  shown  in  the  return 
or  prior  thereto  to  the  satisfaction  of  the  | 
Commissioner.  Except  for  such  depre- 
elation  allowances  no  deduction  shall  be , 
made  by  the  taxpayer  against  any  sum 
so  set  up  as  an  asset  except  on  the  sale  or  | 
other  disposition  of  such  asset  at  a  lessor  s 
on  proof  of  a  total  loss  thereof. 

§  39.23  (l)-9  Records  of  depreciabU 
property.  In  order  that  the  verification  ^ 
of  depreciation  allowances 
the  taxpayer  may  be  facilitated,  depreo* 
ation  shall  be  recorded  on  the  taxpayer* 
books,  the  amount  measuring  a  reason  - 
able  allowance  for  depreciation  ei^ 
being  deducted  directly  from  the  bW 
value  of  the  assets  or  preferably  bew 
credited  to  a  depreciation  reseive  wr 
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count,  which  should  be  reflected  in  the 
annual  balance  sheet.  For  the  same 
reason  the  allowances  shall  be  computed 
and  recorded  with  express  reference  to 
specific  items,  units,  or  groups  of  prop¬ 
erty,  each  item  or  unit  being  considered 
separately  or  specifically  included  in  a 
group  with  others  to  which  the  same  fac¬ 
tors  apply.  Also,  the  taxpayer’s  books 
shall  show  the  basis  of  the  depreciable 
property  and  any  adjustments  thereto, 
and,  in  cases  where  the  basis  of  the  prop¬ 
erty  is  other  than  cost,  or  value  on  March 
1,  1913,  or  value  at  date  of  acquisition 
(as,  for  example,  if  the  property  was  ac¬ 
quired  by  gift  or  transfer  in  trust  after 
December  31,  1920),  or  through  a  reor¬ 
ganization  or  a  tax-free  exchange  (see 
particularly  section  113  (a)),  the  books 
shall  show  the  data  used  in  ascertaining 
such  basis  and  the  adjustments  thereto. 
If  a  taxpayer  does  not  desire  to  have  his 
regular  books  of  account  show  all  of  the 
factors  entering  into  the  computation  of 
depreciation  allowances,  such  factors 
shall  be  recorded  in  permanent  auxiliary 
records  which  shall  be  kept  with 
and  reconciled  with  the  regular  books  of 
account. 

539.23  (I)-IO  Depreciation  in  case  of 
farmers.  A  reasonable  allowance  for  de¬ 
preciation  may  be  claimed  on  farm 
buildings  (other  than  a  dwelling  occu¬ 
pied  by  the  owner) ,  farm  machinery,  and 
other  physical  property.  A  reasonable 
allowance  for  depreciation  may  also  be 
claimed  on  livestock  acquired  for  work, 
breeding,  or  dairy  purposes,  unless  they 
are  included  in  an  inventory  used  to  de¬ 
termine  profits  in  accordance  w’ith 
539.22  (a) -7.  Such  depreciation  should 
be  based  on  the  cost  or  other  basis  and 
the  estimated  life  of  the  livestock.  If 
such  livestock  be  included  in  an  inven¬ 
tory  no  depreciation  thereof  will  be  al¬ 
lowed,  as  the  corresponding  reduction 
in  their  value  will  be  reflected  in  the  in- 
rentory.  (See  also  §§  39.23  (a) -11  and 

39.23  (e)-5.) 

539.23  (m)  Statutory  provisions:  de~ 
iutions  from  gross  income;  depletion. 

Sbc.  23.  Deductions  from  gross  income. 
la  computing  net  income  there  shall  be  al- 
I  lowed  as  deductions:  •  •  • 

(m)  Depletion.  In  the  case  of  mines,  oil 
•ad  gas  wells,  other  natural  deposits,  ana 
^ber,  a  reasonable  allowance  for  depletion 
*nd  for  depreciation  of  Improvements,  ac- 
'<*<tlng  to  the  peculiar  conditions  In  each 
f***:  such  reasonable  allowance  In  all  cases 
t®  be  made  under  rules  and  regulations  to 
i*  prescribed  by  the  Commissioner,  with  the 
•PPr^val  of  the  Secretary.  In  any  case  In 
*blch  It  Is  ascertained  as  a  result  of  opera- 
or  of  development  work  that  the  re- 
wreable  units  are  greater  or  less  than  the 
i*ior  estimate  thereof,  then  such  prior  estl- 
(but  not  the  basis  for  depletion)  shall 

*  revised  and  the  allowance  under  this 
^bsectlon  for  subsequent  taxable  years  shall 

*  based  upon  such  revised  estimate.  In 
case  of  leases  the  deductions  shall  be 

J^Wably  apportioned  between  the  lessor  and 
In  the  case  of  property  held  by  one 
for  life  with  remainder  to  another 
the  deduction  shall  be  computed  as 
life  tenant  were  the  absolute  owner  of 
property  and  shall  be  allowed  to  the  life 
In  the  case  of  property  held  In  trust 
^  allowable  deductions  shall  be  appor- 
oed  between  the  Income  beneficiaries  and 
trustee  in  accordance  with  the  pertinent 


provisions  of  the  instrument  creating  the 
trust,  or.  In  the  absence  of  such  provisions, 
on  the  basis  of  the  trust  Income  allocable  to 
each. 

For  percentage  depletion  allowable  under 
this  subsection,  see  section  114  (b),  (3)  and 
(4). 

§  39.23  (m)-l  Depletion  of  mines,  oil 
and  gas  wells,  other  natural  deposits,  and 
timber;  depreciation  of  improvements. 

(a)  Section  23  (m)  provides  that  there 
shall  be  allowed  as  a  deduction  in  com¬ 
puting  net  income  in  the  case  of  mines, 
oil  and  gas  wells,  other  natural  deposits, 
and  timber,  a  reasonable  allowance  for 
depletion  and  for  depreciation  of  im¬ 
provements.  Section  114  prescribes  the 
bases  upon  which  depreciation  and  de¬ 
pletion  are  to  be  allowed. 

(b)  Under  such  provisions,  the  owner 
of  an  economic  interest  in  mineral  de¬ 
posits  or  standing  timber  is  allowed 
annual  depletion  deductions.  However, 
no  depletion  deduction  shall  be  allowed 
the  owner  with  respect  to  any  timber  or 
coal  which  such  owner  has  disposed  of 
under  any  form  of  contract  by  virtue  of 
which  he  retains  an  economic  interest  in 
such  timber  or  coal,  if  such  disposal  is 
considered  a  sale  of  timber  or  coal  imder 
section  117  (k)  (2).  An  economic  inter¬ 
est  is  possessed  in  every  case  in  which  the 
taxpayer  Jias  acquired,  by  investment, 
any  interest  in  mineral  in  place  or  stand¬ 
ing  timber  and  secures,  by  any  form  of 
legal  relationship,  income  derived  from 
the  severance  and  sale  of  the  mineral  or 
timber,  to  which  he  must  look  for  a  re¬ 
turn  of  his  capital.  But  a  person  who 
has  no  capital  investment  in  the  mineral 
deposit  or  standing  timber  does  not  pos¬ 
sess  an  economic  interest  merely  because, 
through  a  contractual  relation  to  the 
owner,  he  possesses  a  mere  economic  ad¬ 
vantage  derived  from  production.  Thus, 
an  agreement  between  the  owner  of  an 
economic  interest  and  another  entitling 
the  latter  to  purchase  the  product  upon 
production  or  to  share  in  the  net  income 
derived  from  the  interest  of  such  owner 
does  not  convey  a  depletable  economic 
interest. 

(c)  The  adjusted  basis  of  depreciable 
property  is  returnable  through  annual 
depreciation  deductions.  Depreciation 
and  depletion  deductions  on  the  property 
of  a  corporation  are  allowed  to  the  cor¬ 
poration  and  not  to  its  shareholders. 
The  principles  governing  the  apportion¬ 
ment  of  depreciation  in  the  case  of 
property  held  by  one  person  for  life  with 
remainder  to  another  person  and  in  the 
case  of  property  held  in  trust  are  also 
applicable  to  depletion.  (See  §  39.23 

(1)-1.) 

(d)  When  used  in  §§  39.23  (m)-l  to 

39.23  (m)-19,  inclusive — 

( 1 )  The  “fair  market  value”  of  a  prop¬ 
erty  is  that  amount  which  would  induce 
a  willing  seller  to  sell  and  a  willing  buyer 
to  purchase. 

(2)  A  “mineral  property”  is  the  min¬ 
eral  deposit,  the  development  and  plant 
necessary  for  its  extraction,  and  so  much 
of  the  surface  of  the  land  only  as  is 
necessary  for  purposes  of  mineral  extrac¬ 
tion.  The  value  of  a  mineral  property 
is  the  combined  value  of  its  component 
parts. 


(3)  The  term  “mineral  deposit”  refers 
to  minerals  in  place.  The  cost  of  a  min¬ 
eral  deposit  is  that  proportion  of  the 
total  cost  of  the  mineral  property  which 
the  value  of  the  deposit  bears  to  the  value 
of  the  property  at  the  time  of  its 
purchase. 

(4)  The  term  “minerals”  includes 
ores  of  the  metals,  coal,  oil,  gas,  and 
such  nonmetallic  substances  as  abrasives, 
asbestos,  asphaltum,  barite,  bauxite,  ben¬ 
tonite,  beryl,  borax,  building  stone,  ce¬ 
ment  rock,  china  clay,  clay,  crushed 
stone,  feldspar,  fluorspar,  fuller’s  earth, 
gilsonite,  graphite,  gravel,  gypsum,  le- 
pidolite,  limestone,  magnesite,  marl, 
mica,  mineral  pigments,  peat,  potash, 
precious  stones,  psTophyllite,  refracto¬ 
ries,  rock  phosphate,  salt,  sand,  silica, 
slate,  soapstone,  soda,  spodumene,  sul¬ 
fur,  talc,  thenardite,  trona,  and  vermicu- 
lite. 

(5)  The  term  “mine”  does  not  include 
oil  and  gas  wells. 

(e)  As  used  in  sections  114  (b)  (3)  and 
114  (b)  (4)  (A)  and  §§  39.23  (m)-l  to 

39.23  (m)-19,  inclusive,  the  term  “gross 
income  from  the  property”  means  the 
following : 

(1)  In  the  case  of  oil  and  gas  wells, 
“gross  income  from  the  property,”  as 
used  in  section  114  (b)  (3),  means  the 
amount  for  which  the  taxpayer  sells 
the  oil  and  gas  in  the  immediate  vicinity 
of  the  well.  If  the  oil  and  gas  are  not 
sold  on  the  property  but  are  manufac¬ 
tured  or  converted  into  a  refined  product 
prior  to  sale,  or  are  transported  from  the 
property  prior  to  sale,  the  gross  income 
from  the  property  shall  be  assumed  to 
be  equivalent  to  the  representative  mar¬ 
ket  or  field  price  (as  of  the  date  of  sale) 
of  the  oil  and  gas  before  conversion  or 
transportation. 

(2)  In  the  case  of  a  crude  mineral 
product  other  than  oil  and  gas.  “gross 
income  from  the  property,”  as  used  in 
section  114  (b)  (4)  (A),  means  the  gross 
income  from  mining.  'The  term  “min¬ 
ing”  as  used  herein  includes  not  only  the 
extraction  of  ores  or  minerals  from  the 
ground  but  also  the  ordinary  treatment 
processes  which  are  normally  applied 
by  the  mine  owners  or  operators  to  the 
crude  mineral  product  after  extraction 
in  order  to  obtain  the  commercially  mar¬ 
ketable  mineral  product  or  products. 
The  term  “mining”  as  used  herein  also 
includes  so  much  of  the  transportation 
of  ores  or  minerals  (whether  or  not  by 
common  carrier)  from  the  point  of  ex¬ 
traction  from  the  ground  to  the  plants 
or  mills  in  which  the  ordinary  treatment 
processes  are  applied  thereto  as  is  not 
in  excess  of  50  miles,  and,  if  the  Com¬ 
missioner  finds  that  both  the  physical 
and  other  requirements  are  such  that  the 
ore  or  mineral  must  be  transported  a 
greater  distance  to  such  plants  or  mills, 
the  transportation  over  such  greater  dis¬ 
tance,  The  taxpayer  shall  file  an  orig¬ 
inal  and  one  copy  of  an  application  for 
the  inclusion  of  such  greater  distance 
in  the  computation  of  his  gross  income 
from  mining  with  the  Commissioner  of 
Internal  Revenue,  Washington  25,  D.  C,, 
attention  of  the  Special  Technical  Serv¬ 
ices  Division,  Engineering  and  Valuation 
Branch.  The  application  must  include 
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a  statement  setting  forth  in  detail  such 
facts  concerning  the  physical  and  other 
requirements  for  the  construction  and 
operation  of  a  treatment  plant  at  a  place 
nearer  to  the  point  of  extraction  from 
the  ground  as  are  sufficient  to  apprise 
the  Commissioner  of  the  exact  basis  of 
the  application.  If  the  taxpayer’s  re¬ 
turn  Is  filed  prior  to  receipt  of  notice  of 
the  Commissioner’s  action  upon  the  ap¬ 
plication.  a  copy  of  such  application  shall 
be  attached  to  the  return.  If,  after  an 
application  is  approved  by  the  Commis¬ 
sioner.  there  is  a  material  change  in  any 
of  the  facts  relied  upon  in  such  applica¬ 
tion.  a  new  application  must  be  sub¬ 
mitted  by  the  taxpayer. 

(3)  If  the  taxpayer  sells  the  crude 
mineral  product  of  the  property  in  the 
immediate  vicinity  of  the  mine,  “gross 
income  from  the  property”  means  the 
amount  for  which  such  product  was  sold, 
but,  if  the  product  is  transported  or 
processed  (other  than  by  the  ordinary 
treatment  processes  described  below) 
before  sale,  “gross  income  from  the 
property”  means  the  representative 
market  or  field  price  (as  of  the  date  of 
sale)  of  a  mineral  product  of  like  kind 
and  grade  as  beneflciated  by  the  ordi¬ 
nary  treatment  processes  actually  ap¬ 
plied.  before  transportation  of  such 
product  (other  than  transportation 
treated,  for  the  taxable  year,  as  mining) . 
If  there  is  no  such  representative  market 
or  field  price  (as  of  the  date  of  sale), 
then  there  shall  be  used  in  lieu  thereof 
the  representative  market  or  field  price 
of  the  first  marketable  product  resulting 
from  any  process  or  processes  (or,  if  the 
product  in  its  crude  mineral  state  is 
merely  transported,  the  price  for  which 
sold)  minus  the  costs  and  proportionate 
profits  attributable  to  the  transporta¬ 
tion  (other  than  transportation  treated, 
for  the  taxable  year,  as  mining)  and  the 
processes  beyond  the  ordinary  treat¬ 
ment  processes.  If  the  taxpayer  estab¬ 
lishes  to  the  satisfaction  of  the  Commis¬ 
sioner  that  another  method  of  computa¬ 
tion,  other  than  the  computation  of 
profits  proportionate  to  costs,  clearly  re¬ 
flects  the  gross  income  from  the  prop¬ 
erty,  then  such  gross  income  shall  be 
computed  by  the  use  of  such  other 
method. 

(4)  In  case  any  of  the  ordinary  treat¬ 
ment  processes  are  not  applied  in  the 
immediate  vicinity  of  the  mining  dis¬ 
trict  in  which  the  mine  is  located,  costs 
Incurred  for  transportation  to  the  proc¬ 
essing  location  and,  if  transported  by 
the  taxpayer,  the  proportionate  profits 
attributable  to  transportation,  should  be 
subtracted  from  the  sale  price  of  the 
product  to  determine  "gross  income  from 
the  property.”  In  determining  “gross 
income  from  the  property”,  the  sale  price 
of  the  product  shall  not  be  reduced  by 
the  costs  and  proportionate  profits  at¬ 
tributable  to  the  transportation  which  is 
treated  for  such  taxable  year  as  mining, 
that  is,  so  much  of  the  transportation  of 
ores  or  minerals  (whether  or  not  by  com¬ 
mon  carrier)  from  the  point  of  extrac¬ 
tion  from  the  ground  to  the  plants  or 
mills  in  which  the  ordinary  treatment 
processes  are  applied  thereto  as  is  not  in 
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excess  of  53  miles  (or,  if  the  Commis¬ 
sioner  finds  that  both  the  physical  and 
other  requirements  are  such  that  the  ore 
or  mineral  must  be  transported  a  greater 
distance  to  such  plants  or  mills,  such 
greater  distance) .  Where  such  plants  or 
mills  are  in  excess  of  50  miles  (or  of  such 
greater  distance)  from  the  ix)int  of  ex¬ 
traction  from  the  ground,  then  costs  in¬ 
curred  for  transportation  in  excess  of  50 
miles  (or  of  such  greater  distance)  to  the 
treatment  plant  and,  if  transported  by 
the  taxpayer,  the  proportionate  profits 
attributable  to  such  excess  transporta¬ 
tion  should  be  subtracted  from  the  sale 
price  of  the  product  to  determine  “gross 
income  from  the  property”.  In  the  ab¬ 
sence  of  methods  which  will  clearly  re¬ 
flect  costs  of  the  various  phases  of 
transportation,  the  costs  attributable  to 
such  excess  transportation  shall  be  an 
amount  which  is  in  the  same  ratio  to  the 
costs  incurred  for  the  total  transporta¬ 
tion  to  the  treatment  plant  as  the  trans¬ 
portation  included  within  the  term 
"mining”  is  to  such  total  transportation. 
If  the  taxpayer  establishes  to  the  satis¬ 
faction  of  the  Commissioner  that  an¬ 
other  method  of  computation  other  than 
the  computation  of  profits  proportionate 
to  cost  clearly  reflects  the  gross  income 
from  the  property,  then  such  gross  in¬ 
come  shall  be  computed  by  the  use  of 
such  other  method. 

(5)  In  all  cases  there  shall  be  ex¬ 
cluded  in  determining  the  "gross  income 
from  the  property”  an  amount  equal  to 
any  rents  or  royalties  which  were  paid 
or  incurred  by  the  taxpayer  in  respect  of 
the  property  and  are  not  otherwise  ex¬ 
cluded  from  the  “gross  income  from  the 
property.”  If  royalties  in  the  form  of 
bonus  payments  have  been  paid  in  re¬ 
spect  of  the  property  in  the  taxable  year 
or  any  prior  years,  or  if  advanced  royal¬ 
ties  have  been  paid  in  respect  of  the 
property  in  any  taxable  year  ending  prior 
to  December  31,  1939,  the  amount  ex¬ 
cluded  from  “gross  income  from  the 
property”  for  the  current  taxable  year 
on  account  of  such  payments  shall  be  an 
amount  equal  to  that  part  of  such  pay¬ 
ments  which  is  allocable  to  the  product 
sold  during  the  current  taxable  year.  If 
advanced  royalties  have  been  paid  in  re¬ 
spect  of  the  property  in  any  taxable  year 
ending  on  or  after  December  31,  1939, 
the  amount  excluded  from  “gross  income 
from  the  property”  for  the  current  tax¬ 
able  year  on  account  of  such  payments 
shall  be  an  amount  equal  to  the  deduc¬ 
tion  for  such  taxable  year  taken  on  ac¬ 
count  of  such  payments  pursuant  to 
§  39.23  (m)-lO  (e). 

(6)  Rents  and  royalties  paid  or  in¬ 
curred  by  a  taxpayer  with  respect  to 
coal  shall  be  excluded  from  the  “gross 
income  from  the  property”  without  re¬ 
gard  to  the  treatment  under  section  117 
(k)  (2)  of  such  rents  and  royalties  in 
the  hands  of  the  recipient. 

(f)  (1)  The  term  “ordinary  treatment 
processes,”  as  used  in  §§  39.23  (m)-l  to 
39.23  (m)-19,  inclusive,  shall  include  the 
following; 

(i)  In  the  case  of  coal — cleaning, 
breaking,  sizing,  and  loading  for  ship¬ 
ment; 


(ii)  In  the  case  of  sulfur — pumping  to 
vats,  c(X)ling,  breaking,  and  loading  for 
shipment; 

(iii)  In  the  case  of  iron  ore.  bauxite, 
ball  and  sagger  clay,  rock  asphalt,  and 
minerals  which  are  customarily  sold  in 
the  form  of  a  crude  mineral  product¬ 
sorting,  concentrating,  and  sintering 
(agglomerating  by  incipient  fusion)  to 
bring  to  shipping  grade  and  form,  and 
loading  for  shipment; 

(iv)  In  the  case  of  lead,  zinc,  copper, 
gold,  silver,  or  fluorspar  ores,  pota.sh,  and 
minerals  which  are  not  customarily  sold 
in  the  form  of  the  crude  mineral  prod¬ 
uct — crushing,  grinding,  and  beneflcla- 
tion  by  concentration  (gravity,  flotation, 
amalgamation,  electrostatic,  or  mag¬ 
netic),  cyanidation,  leaching,  crystalliza¬ 
tion,  precipitation,  or  by  substantially 
equivalent  processes  or  combination  of 
processes  used  in  the  separation  or  ex¬ 
traction  of  the  product  or  products  from 
the  mineral.  The  furnacing  of  quick¬ 
silver  ores  is  included  in  the  term  "ordi¬ 
nary  treatment  processes.”  The  follow¬ 
ing  processes  are  not  included  in  the 
term  "ordinary  treatment  processes": 
electrolytic  deposition,  roasting,  thermal 
or  electric  smelting,  refining,  or  substan¬ 
tially  equivalent  processes. 

(2)  In  addition,  a  treatment  effecting 
a  chemical  change,  the  blending  with 
other  material,  a  thermal  action,  and  the 
fine  pulverization,  pressing  into  shape  or 
molding,  are  not  included  in  the  term 
“ordinary  treatment  processes”  unless 
such  processes  are  (i)  otherwise  pro^ 
vided  for  in  subdivisions  (i),  (ii),  (iii)^ 
or  (iv)  of  subparagraph  (1);  (ii)  neces¬ 
sary  or  incidental  to  the  processes  pro¬ 
vided  for  in  subdivisions  (i),  (ii),  (iii), 
or  (iv)  of  subparagraph  (1);  or  (iii) 
necessary  to  bring  the  ores  or  minerals 
into  condition  or  form  suitable  for  ship¬ 
ment  (for  example,  the  agglomeration 
of  concentrates). 

(3)  For  the  purposes  of  subdivisions 
(iii)  and  (iv)  of  subparagraph  (l),the 
terms  “concentration”  or  “concentrat¬ 
ing”  mean  the  process  of  eliminating 
waste  or  of  separating  two  or  more 
minerals  or  ores. 

(g)  “Net  income  of  the  taxpayer  (com¬ 
puted  without  allowance  for  depletion) 
from  the  property,”  as  used  in  section 
114  (b)  (2),  (3),  and  (4)  and  §§39.23 
(m)-l  to  39.23  (m)-19.  inclusive,  means 
the  “gross  income  from  the  property," 
as  defined  in  paragraph  (e)  of  this  sec¬ 
tion,  less  the  allowable  deductions  at¬ 
tributable  to  the  mineral  property  upon 
which  the  depletion  is  claimed  and  the 
allowable  deductions  attributable  to  the 
processes  listed  in  paragraph  (f)  of  this 
section  in  so  far  as  they  relate  to  the 
product  of  such  property,  including  over¬ 
head  and  OF>erating  expenses,  develop¬ 
ment  costs  properly  charged  to  expense 
or  allowable  as  deductions  under  section 
23  (cc),  depreciation,  taxes,  losses 

sustained,  etc.,  but  excluding  any  allow¬ 
ance  for  depletion.  Deductions  not 
directly  attributable  to  particular  proP* 
erties  or  processes  shall  be  fairly  all^ 
cated.  To  Illustrate:  In  cases 
taxpayer  engages  in  activities  in  ad(l|* 
tion  to  mineral  extraction  and  to  ^ 
processes  listed  in  paragraph  (f)  of  tn« 
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section,  deductions  for  depreciation, 
taxes,  general  expenses,  and  overhead, 
which  cannot  be  directly  attributed  to 
any  specific  activity,  shall  be  fairly  ap¬ 
portioned  between  (1)  the  mineral  ex¬ 
traction  and  the  processes  listed  in  para¬ 
graph  (f)  of  this  section  and  (2)  the 
additional  activities,  taking  into  account 
the  ratio  which  the  operating  expenses 
directly  attributable  to  the  mineral  ex¬ 
traction  and  the  processes  listed  in  para¬ 
graph  (f)  of  this  section  bear  to  the  op¬ 
erating  expenses  directly  attributable  to 
the  additional  activities.  If  more  than 
one  mineral  property  is  involved,  the 
deductions  apportioned  to  the  mineral 
extraction  and  the  processes  listed  In 
paragraph  (f)  of  this  section  shall,  in 
turn,  be  fairly  apportioned  to  the  sev¬ 
eral  properties,  taking  into  account  their 
relative  production. 

(h)  As  used  in  paragraphs  (e)  and  (f> 
of  this  section,  the  term  “crude  mineral 
product”  means  the  product  in  the  form 
in  which  it  emerges  from  the  mine  or 
well. 

(i)  “The  property,”  as  used  in  section 
114  (b)  (2).  (3),  and  (4)  and  §§39.23 
(m)-l  to  39.23  (m)-19,  inclusive,  means 
the  interest  owned  by  the  taxpayer  in 
any  mineral  property.  The  taxpayer’s 
interest  in  each  separate  mineral  prop¬ 
erty  is  a  separate  “property”;  but,  where 
two  or  more  mineral  properties  are  in¬ 
cluded  in  a  single  tract  or  parcel  of  land, 
the  taxpayer’s  interest  in  such  mineral 
properties  may  be  considered  to  be  a  sin¬ 
gle  “property,”  provided  such  treatment 
is  consistently  followed. 

§  39.23  ^m) -2  Computation  of  deple~ 
tion  of  mines,  oil  and  gas  wells,  and  other 
natural  deposits  without  reference  to  dis~ 
covery  value  or  percentage  depletion. 

(a)  The  basis  upon  which  depletion, 
other  than  discovery  depletion  or  per¬ 
centage  depletion,  is  to  be  alowed  in  re¬ 
spect  of  any  property  is  the  basis 
provided  for  in  section  113  (a),  adjusted 
as  provided  in  section  113  (b)  for  the 
purpose  of  determining  the  gain  upon  the 
sale  or  other  di.sposition  of  such  property, 
except  that  the  amount  of  expenditures 
treated  as  deferred  expenses  under  sec¬ 
tions  23  (cc)  (2)  and  23  (ff)  (2)  shall  be 
disregarded  in  determining  such  adjusted 
basis  (see  §§  39.113  (a)-l  to  39.114-1,  in¬ 
clusive,  and  §§  39.23  (cc)-l  and  39.23 
<ff)-l);  and  if  the  amount  of  the  basis 
as  adjusted  applicable  to  the  mineral  de¬ 
posit  has  been  determined  for  the  tax¬ 
able  year,  the  depletion  for  that  year 
shall  be  computed  by  dividing  that 
amount  by  the  number  of  units  of  min¬ 
eral  remaining  as  of  the  taxable  year, 
^nd  by  multiplying  the  depletion  unit,  so 
determined,  by  the  number  of  units  of 
mineral  sold  within  the  taxable  year.  In 
the  selection  of  a  unit  of  mineral  for  de¬ 
pletion,  preference  shall  be  given  to  the 
principal  or  customary  unit  or  units  paid 
tor  in  the  products  sold,  such  as  tons  of 
ore.  barrels  of  oil,  or  thousands  of  cubic 
leet  of  natural  gas. 

^  tb)  As  used  in  this  section,  the  phrase 

number  of  units  sold  within  the  taxable 
year,”  in  the  case  of  a  taxpayer  reporting 
income  on  the  cash  receipts  and  dis- 
Pursements  basis.  Includes  units  for 
^’hich  payments  were  received  within 


the  taxable  year  although  produced  or 
sold  prior  to  the  taxable  year,  and  ex¬ 
cludes  units  sold  but  not  paid  for  in  the 
taxable  year.  'The  phrase  does  not  in¬ 
clude  units  with  respect  to  which  deple¬ 
tion  deductions  were  allowed  or  allow¬ 
able  prior  to  the  taxable  year. 

(c)  “'The  number  of  units  of  mineral 
remaining  as  of  the  taxable  year”  is  the 
number  of  units  of  mineral  remaining  at 
the  end  of  the  year  to  be  recovered  from 
the  property  (including  units  recovered 
but  not  sold)  plus  the  “number  of  units 
sold  within  the  taxable  year”  as  defined 
in  this  section. 

(d)  In  determining  the  amount  of  the 
basis  as  adjusted  applicable  to  the  min¬ 
eral  deposit  there  shall  be  excluded  (1) 
amounts  representing  the  cost  or  value 
of  the  land  for  purposes  other  than  min¬ 
eral  production.  (2)  the  amount  recov¬ 
erable  through  depreciation,  through 
deferred  expenses,  and  through  deduc¬ 
tions  other  than  depletion,  and  (3)  the 
residual  value  of  other  property  at  the 
end  of  operations,  but  there  shall  be  in¬ 
cluded.  in  the  case  of  oil  and  gas  wells, 
those  amounts  of  capitalized  drilling  and 
development  costs  which,  as  provided  In 
§  39.23  (m)-16,  are  recoverable  through 
depletion. 

(e)  In  the  case  of  a  natural  gas  well 
where  the  annual  production  is  not 
metered  and  is  not  capable  of  being  esti¬ 
mated  with  reasonable  accuracy,  the  tax¬ 
payer  may  compute  the  depletion  allow¬ 
ance  (without  reference  to  percentage 
depletion)  in  respect  of  such  property  for 
the  taxable  year  by  multipljdng  the  ad¬ 
justed  basis  of  the  property  by  a  fraction, 
the  numerator  of  which  is  equal  to  the 
decline  In  closed  or  rock  pressure  during 
the  taxable  year  and  the  denominator  of 
which  is  equal  to  the  expected  total  de¬ 
cline  in  closed  or  rock  pressure  from  the 
taxable  year  to  the  economic  limit  of 
production.  Taxpayers  computing  de¬ 
pletion  by  this  method  must  keep 
accurate  records  of  periodical  pressure 
determinations. 

§  39.23  (m)-3  Computation  of  deple¬ 
tion  of  mines  and  other  natural  deposits 
{other  than  those  in  respect  of  which 
percentage  depletion  is  allowable)  on 
basis  of  discovery  value,  (a)  The  basis 
on  which  depletion  is  to  be  computed  in 
the  case  of  mines  and  other  natural 
deposits  (other  than  those  in  respect  of 
which  depletion  is  allowed  on  the  basis 
of  percentage  of  income  under  §  39.23 
(m)-5)  discovered  by  the  taxpayer  after 
February  28,  1913,  is  the  fair  market 
value  of  the  property  at  the  date  of  dis¬ 
covery  or  within  30  days  thereafter,  if 
such  mines  or  deposits  were  not  acquired 
as  the  result  of  purchase  of  a  proven 
tract  or  lease,  and  if  the  fair  market 
value  of  the  property  is  materially  dis¬ 
proportionate  to  cost.  Such  basis  may 
not  be  used  in  the  case  of  the  mines  or 
deposits  listed  under  §  39.23  (m)-5  for 
any  period  in  respect  to  which  depletion 
on  the  basis  of  percentage  of  income  is 
allowable.  The  value  must  be  equitably 
apportioned  between  the  owners  of  the 
economic  interests  therein.  For  the 
method  of  determining  whether  a  dis¬ 
covery  has  been  made,  see  §  39.23  (m)-14. 


For  the  method  of  determining  the  fair 
market  value,  see  §  39.23  (m)-7. 

(b)  With  respect  to  any  property  for 
which  discovery  value  is  the  taxpayer’s 
basis  for  depletion,  the  depletion  for  any 
taxable  year  shall  be  computed  by  (1) 
adding  to  the  discovery  value  of  the 
mineral  deposit  in  the  property  any  sub¬ 
sequent  allowable  capital  additions  made 
by  the  taxpayer,  (2)  subtracting  the  ag¬ 
gregate  of  depletion  deductions  with 
respect  to  the  property  which  would  pre¬ 
viously  have  been  allowable  to  the  tax¬ 
payer  without  the  application  of  any  net 
income  limitation,  (3)  dividing  the  re¬ 
mainder  by  the  number  of  units  of  min¬ 
eral  remaining  as  of  the  taxable  year, 
and  (4)  multiplying  the  depletion  unit, 
thus  determined,  by  the  number  of  units 
of  mineral  sold  within  the  taxable  year. 

(c)  The  depletion  allowance  based  on 
discovery  value  under  this  section  shall 
not  exceed  50  percent  of  the  net  income 
of  the  taxpayer  (computed  without  al¬ 
lowance  for  depletion)  from  the  property 
upon  which  the  discovery  was  made,  ex¬ 
cept  that  in  no  case  shall  the  depletion 
be  less  than  It  would  be  if  computed 
without  reference  to  discovery  value. 
For  definition  of  “net  Income  of  the 
taxpayer  (computed  without  allowance 
for  depletion)  from  the  property,”  see 
§  39.23  (m)-l  (g). 

(d)  As  used  in  this  section,  the  phrase 
“the  number  of  units  of  mineral  remain¬ 
ing  as  of  the  taxable  year”  is  the  number 
of  units  of  mineral  remaining  at  the 
end  of  the  year  to  be  recovered  from 
the  property  (including  units  recovered 
but  not  sold)  plus  the  “number  of  units 
sold  within  the  taxable  year”  as  defined 
in  this  section. 

(e)  As  u.sed  in  this  section,  the  phrase 
“number  of  units  sold  within  the  taxable 
year,”  in  the  case  of  a  taxpayer  reporting 
income  on  the  cash  receipts  and  dis¬ 
bursements  basis,  includes  units  for 
which  payments  were  received  within 
the  taxable  year  although  produced  and 
sold  prior  to  the  taxable  year,  and  ex¬ 
cludes  units  sold  but  not  paid  for  in  the 
taxable  year.  The  phrase  does  not  in¬ 
clude  units  with  respect  to  which  deple¬ 
tion  deductions  were  allowed  or  allow¬ 
able  prior  to  the  taxable  year. 

§  39.23  (m)-4  Computation  of  deple¬ 
tion  based  on  a  percentage  of  income  in 
case  of  oil  and  gas  wells.  Under  section 
114  (b)  (3),  in  the  case  of  oil  and  gas 
wells,  a  taxpayer  may  deduct  for  deple¬ 
tion  an  amount  equal  to  27*/^  percent 
of  the  gross  income  from  the  property 
during  the  taxable  year,  but  such  deduc¬ 
tion  shall  not  exceed  50  percent  of  the 
net  income  of  the  taxpayer  (computed 
without  allowance  for  depletion)  from 
the  property.  (For  definitions  of  “gross 
income  from  the  property”  and  “net  in¬ 
come  of  the  taxpayer  (computed  with¬ 
out  allowance  for  depletion)  from  the 
property,”  see  §  39.23  (m)-l  (e)  and 
(g).)  In  no  case  .shall  the  deduction 
computed  under  this  section  be  less  than 
it  would  be  if  computed  upon  the  cost  or 
other  basis  of  the  property  provided  in 
section  113. 

§  39.23  (m)-5  Computation  of  deple¬ 
tion  based  on  percentage  of  income  in 
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Borax _ - _ _  Any  boron  material  Including  that  contained  In  brines. 

Bromine _  Bromine  If  obtained  from  brine  wells. 

Calcium  carbonates _  Miscellaneous  limestones  and  other  calcium  carbonate 

rocks  (not  specifically  provided  for  at  a  5  percent  or 
*  /  15  percent  rate  of  percentage  allowance)  such  as  ce¬ 

ment  rock  and  limestone  used  or  sold  for  use  In  soil 
treatment.  This  classification  does  not  Include  rock  or 
minerals  used  or  sold  for  use  as  ballast,  road  making, 
concrete  aggregates,  or  other  purposes  for  which 
chemical  composition  Is  not  a  major  requirement. 

Calcium  chloride _ Calcium  chloride  If  produced  from  brine  wells. 

Clay,  brick  and  tile _ Clay  used  or  sold  for  use  In  the  manufacture  of  common 

brick,  drain  and  roofing  tile,  sewer  pipe,  flower  pots 
and  kindred  products  (other  than  clay  specifically 
identified  as  a  clay  for  which  a  15  percent  rate  of 
percentage  allowance  Is  provided). 

Coal _  All  coal  including  lignite. 

Limestone,  chemical  grade _  Limestone  used  or  sold  for  use  In  the  chemical  trades. 

Limestone,  metallurgical  grade _ Limestone  used  or  sold  for  use  In  the  production  of 

metals. 

Magnesium  chloride _ Magnesium  chlorides  If  produced  from  brine  wells. 

Phosphate  rock _ Any  phosphate  ore. 

Pumice _ All  pumice  including  pumiclte. 

Scoria _ All  scoria  produced  from  natural  deposits. 

Stone _  All  common  dimension,  crushed  or  broken  stone  within 

the  ordinary  meaning  of  these  terms. 

Thenardlte _  All  sodium  sulphate  minerals,  including  those  contained 

in  brine. 

Trona _ All  sodium  carbonate  minerals,  Including  those  con¬ 

tained  In  brine. 


case  of  certain  mines  or  other  natural 
deposits,  (a)  In  the  case  of  the  mines 
or  other  natural  deposits  listed  herein¬ 
after,  a  taxpayer  may  deduct  for  deple¬ 
tion  under  section  114  (b)  (4)  (A) 
amounts  equal  to  the  following  percent¬ 
ages  of  the  gross  income  from  the 
property: 


Mine  or  deposit:  Percent 

Aplite _  15 

Asbestos  _  10 

Barite _  15 

Bauxite _  15 

Bentonite _  15 

Beryl  . 15 

Borax _  15 

Bromine _ , _  5 

Bruclte  _  10 

Calcium  carbonates _  10 

Calcium  chloride _  5 

Clam  shell _  5 

Clay: 

Ball _  15 

Brick  and  tile _  5 

China _  15 

Refractory  and  fire _  15 

Sagger _  15 

Coal  _ 10 

Dlatomaceous  earth _  15 

Dolomite _  10 

Peldsnar  _  15 

Fluorspar _  15 

Fullers  earth _  15 

Garnet _  15 

Oilsonite _  15 

Granite  _  6 

Graphite,  flake _  15 

Gravel  _  5 

Lepldollte _  15 

Limestone: 

Chemical  grade _  15 

Metallurgical  grade _  15 

Magnesite _  10 

Magnesium  carbonates _  10 

Magnesium  chloride _  5 

Marble  _  5 

Metal  mines _  15 

Mica  _  15 

Oyster  shells _  6 

Perlite _  10 

Phosphate  rock _  15 

Potash  _  15 

Pumice  _  6 

Pyrophillite  _  15 

Quartxite  _  15 

Rock  asphalt _  15 

Sand  _  6 

Scoria  _  ,  6 

Shale  _  6 

Slate  _  6 

Sodium  chloride _  5 

Spodumene  _  15 

Stone _  5 

Sulfur _  23 

Talc  - _• _  15 

Thenardlte _  15 

Tripoli _  15 

Trona  _  15 

Vermlcullte  _  15 

Wollastonite  _  10 


Such  deduction  shall  not  in  any  case  ex¬ 
ceed  50  percent  of  the  net  income  of  the 
taxpayer  (computed  without  allowances 
for  depletion)  from  the  property.  (For 
definitions  of  “gross  income  from  the 
property”  and  “net  income  of  the  tax¬ 
payer  (computed  without  allowance  for 
depletion)  from  the  property,”  see 
§  39.23  <m)-l  (e)  and  (g).)  In  no  case 
shall  the  deduction  computed  under  this 
section  be  less  than  it  would  be  if  com¬ 
puted  upon  the  cost  or  other  basis  of  the 
property  provided  in  section  113. 

(b)  For  the  purposes  of  this  section, 
the  minerals  indicated  below  shall  have 
the  following  meanings: 


(c)  A  taxpayer  may  compute  the  de¬ 
pletion  allowance  provided  in  this  sec¬ 
tion,  or  in  §  39.23  (m)-2,  without  regard 
to  any  election  previously  made  in  re¬ 
spect  of  computation  of  the  allowances. 

(d)  Percentage  depletion  is  not  al¬ 
lowable  with  respect  to  any  disposal  of 
coal  to  the  extent  that  such  disposal  is 
treated  as  a  sale  of  coal  under  section 
117  (k)  (2). 

§  39.23  (m)-6  Determination  of  cost 
of  deposits.  In  any  case  in  which  a  de¬ 
pletion  or  depreciation  deduction  is  com¬ 
puted  on  the  basis  of  the  cost  or  price  at 
which  any  interest  in  any  mineral  prop¬ 
erty  was  acquired,  the  taxpayer  will  be 
required  to  show  that  the  cost  or  price 
at  which  such  interest  was  bought  was 
fixed  for  the  purpose  of  a  bona  fide  pur¬ 
chase  and  sale,  by  which  the  interest 
passed  in  fact  as  well  as  in  form  to  an 
owner  other  than  the  vendor.  No  fic¬ 
titious  or  inflated  cost  or  price  will  be 
permitted  to  form  the  basis  of  any  cal¬ 
culation  of  a  depletion  or  depreciation 
deduction,  and  in  determining  whether 
the  price  or  cost  at  which  any  purchase 
or  sale  was  made  represented  the  actual 
market  value  of  the  interest  sold,  due 
weight  will  be  given  to  the  relationship 
or  connection  existing  between  the  per¬ 
son  selling  the  interest  and  the  buyer 
thereof. 

§  39.23  (m)-7  Determination  of  fair 

market  value  of  mineral  properties,  in¬ 
cluding  oil  and  gas  properties,  (a)  If 
the  fair  market  value  of  the  property  at 
a  specified  date  is  to  be  determined  for 
the  purpose  of  ascertaining  the  basis 
for  depletion  and  depreciation  deduc¬ 
tions.  such  value  must  be  determined, 
subject  to  approval  or  revision  by 
the  Commissioner,  by  the  owner  of 
the  property  in  the  light  of  the  condi¬ 
tions  and  circumstances  known  at  that 
date,  regardless  of  later  discoveries  or 
developments  in  the  property  or  subse¬ 
quent  improvements  in  methods  of  ex¬ 
traction  and  treatment  of  the  mineral 
product.  The  value  sought  should  be 


that  established  assuming  a  transfer  be¬ 
tween  a  willing  seller  and  a  willing  buyer 
as  of  that  particular  date.  The  Com¬ 
missioner  will  give  due  weight  and  con¬ 
sideration  to  any  and  all  factors  and  evi¬ 
dence  having  a  bearing  on  the  market 
value,  such  as  cost,  actual  sales  and 
transfers  of  similar  properties,  market 
value  of  stock  or  shares,  royalties  and 
rentals,  value  fixed  by  the  owner  for 
purpose  of  a  capital  stock  tax,  valuation 
for  local  or  State  taxation,  partnership 
accountings,  records  of  litigation  in 
which  the  value  of  the  property  was  in 
question,  the  amount  at  which  the  prop¬ 
erty  may  have  been  inventoried  in  pro¬ 
bate  court,  and.  in  the  absence  of  better 
evidence,  disinterested  appraisals  by  ap¬ 
proved  methods.  Valuations  by  analytic 
appraisal  methods,  such  as  the  present 
value  method,  are  not  entitled  to  great 
weight.  (1)  if  the  value  of  a  mineral  de¬ 
posit  can  be  determined  upon  the  basis 
of  cost  or  replacement  value,  (2)  if  the 
knowledge  of  the  presence  of  the  mineral 
has  not  greatly  enhanced  the  value  of 
the  mineral  property,  (3)  if  the  removal 
of  the  mineral  does  not  materially  re¬ 
duce  the  value  of  the  property  from 
which  it  is  taken,  or  (4)  if  the  profits 
arising  from  the  exploitation  of  the  min¬ 
eral  deposit  are  wholly  or  in  great  part 
due  to  the  manufacturing  or  marketiri? 
ability  of  the  taxpayer  or  to  extrinsic 
causes  other  than  the  possession  of  the 
mineral  itself.  If  the  fair  market  value 
must  be  ascertained  as  of  a  certain  date, 
analytic  appraisal  methods  will  not  be 
used  if  the  fair  market  value  can  reason¬ 
ably  be  determined  by  any  other  method. 

(b)  To  determine  the  fair  market 
value  of  a  mineral  property  by  the  pres¬ 
ent  value  method,  the  essential  factors 
must  be  determined  for  each  deposit  in¬ 
cluded  in  the  property.  The  factors  es¬ 
sential  in  the  case  of  all  mineral  deposits 
are  (1)  the  total  expected  profit,  (2)  the 
rate  at  which  this  profit  will  be  obtained, 
and  (3)  the  rate  of  interest  commensur- 
rate  with  the  risk  for  the  particular  de- 
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posit.  In  case  of  oil  and  gas  properties 
the  additional  factors  are  (4)  the  total 
quantity  of  oil  and  gas  in  terms  of  the 
principal  or  customary  unit  (or  units) 
paid  for  in  the  product  marketed,  (5)  the 
quantity  of  oil  and  gas  expected  to  be 
recovered  during  each  operating  period, 
(6)  the  average  quality  or  grade  of  the 
oil  and  gas  reserves,  (7)  the  allocation 
of  the  total  expected  profit  to  the  several 
processes  or  operations  necessary  for  the 
preparation  of  the  oil  and  gas  for  market, 
(8)  the  probable  operating  life  of  the 
deposit  in  years,  (9)  the  development 
cost,  and  (10)  the  operating  cost.  In 
order  to  estimate  the  total  expected 
profit  from  the  operation  of  mines  it  is 
necessary  to  determine  the  quantity, 
quality,  and  recoverable  mineral  content 
of  the  developed,  probable,  and  prospec¬ 
tive  ore  reserves  in  all  cases.  For  mines 
with  a  prior  operating  record  the  “spread 
of  profit”  per  unit  of  recoverable  min¬ 
eral.  or  the  percentage  of  net  profit  to 
gross  proceeds  from  mineral  production 
is  the  other  factor  required  in  estimates 
of  the  total  expected  profit.  For  mines 
with  no  prior  operating  record  the  fu¬ 
ture  sales  price  and  future  production 
cost  per  unit  of  mineral  must  be  esti¬ 
mated  in  order  to  determine  the  “spread 
of  profit”  per  unit  of  recoverable  min¬ 
eral. 

(c)  If  the  deposit  has  been  sufficiently 
developed  the  valuation  factors  specified 
in  paragraph  (b)  of  this  section  may  be 
determined  from  past  operating  experi¬ 
ence.  In  the  application  of  factors  de¬ 
rived  from  past  experience  full  allowance 
should  be  made  for  probable  future  vari¬ 
ations  in  the  rate  of  exhaustion,  quality 
or  grade  of  the  mineral,  percentage  of 
recovery,  cost  of  development,  produc¬ 
tion.  interest  rate,  and  selling  price  of 
the  product  marketed  during  the  ex¬ 
pected  operating  life  of  the  mineral  de¬ 
posit.  Mineral  deposits  for  w’hich  these 
factors  may  not  be  determined  with  rea¬ 
sonable  accuracy  from  past  operating 
experience  may  also,  with  the  approval 
of  the  Commissioner,  be  valued  by  the 
present  value  method;  but  the  factors 
must  be  deduced  from  concurrent  evi¬ 
dence,  such  as  the  general  type  of  the 
deposit,  the  characteristics  of  the  district 
in  which  it  occurs,  the  habit  of  the  min¬ 
eral  deposits  in  the  property  itself,  the 
Intensity  of  mineralization,  the  oil-gas 
ratio,  the  rate  at  which  additional  min¬ 
eral  has  been  disclosed  by  exploitation, 
the  stage  of  the  operating  life  of  the 
property,  and  any  other  evidence  tending 
to  establish  a  reasonable  estimate  of  the 
required  factors. 

(d)  Mineral  deposits  of  different 
grades,  locations,  and  probable  dates  of 
^traction  in  a  mineral  property  should 
oe  valued  separately.  The  mineral  con¬ 
tent  of  a  deposit  shall  be  determined  in 
accordance  with  §  39.23  (m)-9.  In  esti¬ 
mating  the  average  grade  of  the  devel- 
o^d  and  prospective  mineral,  account 
would  be  taken  of  probable  increases  or 
dwreases  as  indicated  by  the  operating 
history.  The  rate  of  exhaustion  of  a 
mineral  deposit  should  be  determined 
With  due  regard  to  the  limitations  im¬ 
posed  by  plant  capacity,  by  the  char¬ 
acter  of  the  deposit,  by  the  ability  to 


market  the  mineral  product,  by  labor 
conditions,  and  by  the  operating  pro¬ 
gram  in  force  or  reasonably  to  be  ex¬ 
pected  for  future  operations.  The  op¬ 
erating  life  of  a  mineral  deposit  is  that 
number  of  years  necessary  for  the  ex¬ 
haustion  of  both  the  developed  and  pro¬ 
spective  mineral  content  at  the  rate 
determined  as  above.  The  operating 
life  of  oil  and  gas  wells  is  influenced  by 
the  natural  decline  in  pressure  and  flow, 
and  also  by  voluntary  or  enforced  cur¬ 
tailment  of  production.  The  operating 
cost  includes  all  current  expense  of  pro¬ 
ducing.  preparing,  and  marketing  the 
mineral  product  sold  (due  consideration 
being  given  to  taxes)  exclusive  of  allow¬ 
able  capital  additions,  as  defined  in 
§§  39.23  (m)-15  and  39.23  (m)-16.  and 
deductions  for  depreciation  and  deple¬ 
tion,  but  including  cost  of  repairs.  For 
definitions  of  “development  expenses” 
and  “operating  expenses”  in  the  case  of 
oil  and  gas  wells,  see  §  39.23  (m)-16. 
This  cost  of  repairs  is  not  to  be  confused 
with  the  depreciation  deduction  by 
which  the  cost  or  value  of  plant  and 
equipment  is  returned  to  the  taxpayer 
free  from  tax.  In  general,  no  estimates 
of  these  factors  will  be  approved  by  the 
Commissioner  which  are  not  supported 
by  the  operating  experience  of  the  prop¬ 
erty  or  which  are  derived  from  different 
and  arbitrarily  selected  periods. 

(e)  The  value  of  each  mineral  deposit 
is  measured  by  the  expected  gross  in¬ 
come  (the  number  of  units  of  mineral 
recoverable  in  marketable  form  multi¬ 
plied  by  the  estimated  market  price  per 
unit)  less  the  estimated  operating  cost, 
reduced  to  a  present  value  as  of  the  date 
as  of  which  the  valuation  is  made  at  the 
rate  of  interest  commensurate  with  the 
risk  for  the  operating  life,  and  further 
reduced  by  the  value  at  that  date  of  the 
depreciable  assets  and  of  the  capital 
additions,  if  any,  necessary  to  realize 
the  profits.  The  degree  of  risk  is  gen¬ 
erally  low'est  in  cases  where  the  factors 
of  valuation  are  fully  supported  by  the 
operating  record  of  the  mineral  property 
prior  to  the  date  as  of  which  the  valua¬ 
tion  is  made;  relatively  higher  risks  at¬ 
tach  to  appraisals  upon  any  other  basis. 

(f)  If,  for  the  purpose  of  the  equita¬ 
ble  apportionment  of  depletion  among 
the  several  owners  of  economic  interests, 
the  value  of  any  mineral  property  must 
be  ascertained  as  of  any  specific  date  for 
the  determination  of  the  basis  for  deple¬ 
tion,  the  values  of  the  several  interests 
therein  may  be  determined  separately, 
but,  when  determined  as  of  the  same 
date,  shall  together  never  exceed  the 
value  at  that  date  of  the  mineral  prop¬ 
erty  in  fee  simple. 

§  39.23  (m)-8  Revaluation  of  min¬ 
eral  deposits  not  allowed.  No  revalua¬ 
tion  of  a  property  whose  value  as  of  any 
specific  date  has  been  determined  and 
approved  will  be  made  or  allowed  dur¬ 
ing  the  continuance  of  the  ownership 
under  which  the  value  was  so  determined 
and  approved,  except  in  the  case  of  a 
subsequent  discovery  of  nonmetallic 
minerals  in  respect  to  which  depletion 
is  not  allowed  on  the  basis  of  percentage 
of  income  under  §  39.23  (m)-4  or  §  39.23 
(m)-5,  or  of  misrepresentation  or  fraud 


or  gross  error  as  to  any  facts  known  on 
the  date  as  of  which  the  valuation  was 
made.  Revaluation  on  account  of  mis¬ 
representation  or  fraud  or  such  gross 
error  will  be  made  only  with  the  written 
approval  of  the  Commissioner.  The 
value  should,  however,  be  corrected  when 
a  virtual  change  of  ownership  of  part  of 
the  property  results  as  the  outcome  of 
litigation.  The  value  should  be  redis¬ 
tributed  : 

(a)  If  a  revision  of  the  number  of  re¬ 
maining  recoverable  units  of  mineral  in 
the  property  has  been  made  in  accord¬ 
ance  with  section  23  (m)  and  §  39.23 
(m)-9,  and 

(b)  In  the  case  of  the  sale  of  a  part 
of  the  property,  between  the  part  sold 
and  the  part  retained. 

§  39.23  (m)-9  Determination  of  min¬ 
eral  contents  of  mines  and  of  oil  or  gas 
wells,  (a)  If  it  is  necessary  to  estimate 
or  determine  with  respect  to  any  prop¬ 
erty  as  of  any  specific  date  the  total  re¬ 
coverable  units  (tons,  pounds,  ounces, 
barrels,  thousands  of  cubic  feet,  or  other 
measure)  of  mineral  products  reason¬ 
ably  know'n,  or  on  good  evidence  be¬ 
lieved,  to  have  existed  in  the  ground  as 
of  that  date,  the  estimate  or  determina¬ 
tion  must  be  made  according  to  the 
method  current  in  the  industry  and  in 
the  light  of  the  most  accurate  and  reli¬ 
able  information  obtainable.  In  the  se¬ 
lection  of  a  unit  of  estimate,  preference 
shall  be  given  to  the  principal  unit  (or 
units)  paid  for  in  the  product  marketed. 
The  estimate  of  the  recoverable  units  of 
the  mineral  products  in  the  property  for 
the  purposes  of  valuation  and  depletion 
shall  include  as  to  both  quantity  and 
grade : 

(1)  The  ores  and  minerals  “in  sight.” 
“blocked  out,”  “developed.”  or  “assured,” 
in  the  usual  or  conventional  meaning  of 
these  terms  with  respect  to  the  type  of 
the  deposit,  and 

(2)  “Probable”  or  “prospective”  ores 
and  minerals  (in  the  corresponding 
sense),  that  is,  ores  and  minerals  that 
are  believed  to  exist  on  the  basis  of  good 
evidence  although  not  actually  known 
to  occur  on  the  basis  of  existing  develop¬ 
ment;  but  “probable”  or  “prospective” 
ores  and  minerals  may  be  estimated  (i) 
as  to  quantity,  only  in  case  they  are  ex¬ 
tensions  of  known  deposits  or  are  new 
bodies  or  masses  whose  existence  is  indi¬ 
cated  by  geological  or  other  evidence  to 
a  high  degree  of  probability,  and  Hi)  as 
to  grade,  only  as  accords  with  the  best 
indications  available  as  to  richness. 

(b)  If  the  number  of  recoverable  units 
of  mineral  in  the  property  has  been  pre¬ 
viously  estimated  for  the  prior  year  or 
years,  and  if  there  has  been  no  known 
change  in  the  facts  upon  which  the  prior 
estimate  was  based,  the  number  of  re¬ 
coverable  units  of  mineral  in  ihe  prop¬ 
erty  as  of  the  taxable  year  will  be  the 
number  remaining  from  the  prior  esti¬ 
mate,  but  in  any  ca.se  in  which  it  is  ascer¬ 
tained  either  by  the  taxpayer  or  the 
Commissioner  as  the  result  of  operations 
or  development  work  prior  to  the  close 
of  the  taxable  year  that  the  remaining 
recoverable  mineral  units  as  of  the  tax¬ 
able  year  are  materially  greater  or  less 
than  the  number  remaining  from  the 
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prior  estimate,  then  the  estimate  of  the 
remaining  recoverable  units  shall  be  re¬ 
vised  and  the  annual  depletion  allowance 
with  respect  to  the  property  for  the  tax¬ 
able  year  and  for  subsequent  taxable 
years  will  be  based  upon  the  revised  esti¬ 
mate  unless  a  change  in  the  facts  re¬ 
quires  another  revision.  Such  revised 
estimate  will  not,  however,  affect  the 
basis  for  depletion. 

§  39.23  (m)-lO  Depletion;  adjust¬ 
ments  of  accounts  based  on  bonus  or 
advanced  royalty,  (a)  If  a  bonus  in 
addition  to  royalties  is  received  upon  the 
grant  of  rights  in  mineral  property, 
there  shall  be  allowed  to  the  payee  as  a 
depletion  deduction  in  respect  of  the 
bonus  an  amount  equal  to  that  propor¬ 
tion  of  the  basis  for  depletion  as  pro¬ 
vided  in  section  114  (b)  (1)  or  (2)  which 
the  amount  of  the  bonus  bears  to  the 
sum  of  the  bonus  and  the  royalties  ex¬ 
pected  to  be  received.  Such  allowance 
shall  be  deducted  from  the  payee’s  basis 
for  depletion,  and  the  remainder  is  re¬ 
coverable  through  depletion  deductions 
on  the  basis  of  royalties  thereafter' re¬ 
ceived.  In  the  case  of  the  payor  any 
payment  made  for  the  acquisition  of  an 
economic  interest  in  a  mineral  deposit 
or  standing  timber  constitutes  a  capital 
investment  in  the  property  recoverable 
only  through  the  depletion  allowance, 

(b)  If  the  owner  of  operating  rights 
in  mineral  property  for  a  term  of  years 
is  required  to  extract  and  pay  for.  an¬ 
nually,  a  specified  number  of  tons,  or 
other  agreed  units  of  measurement,  of 
such  mineral,  or  to  pay,  annually,  a 
specified  sum  of  money  which  shall  be 
applied  in  payment  of  the  purchase  price 
or  royalty  per  unit  of  such  mineral 
whenever  the  same  shall  thereafter  be 
extracted  and  removed  from  the  prem¬ 
ises,  the  payee  shall  treat  an  amount 
equal  to  that  part  of  the  basis  for  de¬ 
pletion  allocable  to  the  number  of  units 
so  paid  for  in  advance  of  extraction  as 
an  allowable  deduction  from  the  gross 
income  of  the  year  in  which  such  pay¬ 
ment  or  payments  shall  be  made;  but  no 
deduction  for  depletion  by  such  payee 
shall  be  claimed  or  allowed  in  any  sub¬ 
sequent  year  on  account  of  the  extrac¬ 
tion  or  removal  in  such  year  of  any 
mineral  so  paid  for  in  advance  and  for 
which  deduction  has  once  been  made. 

(c)  If  for  any  reason  any  grant  of 
mineral  rights  expires  or  terminates  or 
is  abandoned  before  the  mineral  which 
has  been  paid  for  in  advance  has  been 
extracted  and  removed,  the  grantor  shall 
adjust  his  capital  account  by  restoring 
thereto  the  depletion  deductions  made 
in  prioB.  years  on  account  of  royalties  on 
mineral  paid  for  but  not  removed,  and 
a  corresponding  amount  must  be  re¬ 
turned  as  income  for  the  year  in  which 
such  expiration,  termination,  or  aban¬ 
donment  occurs. 

(d)  In  lieu  of  the  treatment  provided 
for  in  paragraphs  (a>  and  (b)  of  this 
section,  the  owner  of  an  economic  inter¬ 
est  in  minerals  in  respect  of  which  deple¬ 
tion  is  allowed  on  the  basis  of  percentage 
of  income  under  §  39.23  (m)-4  or  §  39.23 
(m)-5  may  take  as  a  depletion  deduction 
in  respect  of  any  bonus  or  advanced 
royalty  from  the  property  for  the  tax¬ 


able  year  or  period  for  w^hich  such  de¬ 
duction  is  allowable  under  such  section 
an  amount  computed  on  the  basis  of  the 
percentages  applicable  as  indicated  in 
such  sections;  but  the  deduction  shall 
not  in  any  case  exceed  50  percent  of  the 
net  income  of  the  taxpayer  (computed 
without  allowance  for  depletion)  from 
the  property. 

(e)  If  a  lessee  or  other  owner  of  oper¬ 
ating  rights  in  one  or  more  mineral 
properties  is  required  to  pay  royalties  on 
a  specified  number  of  units  of  mineral 
annually,  whether  or  not  extracted  with¬ 
in  the  year,  and  may  apply  any  amounts 
paid  on  account  oJ  units  not  extracted 
within  the  year  against  the  royalty  on 
mineral  thereafter  extracted,  he  may  at 
his  option  treat  the  advanced  royalties  so 
paid  or  accrued  in  either  one  of  the 
following  manners: 

(1)  As  deductions  from  gross  income 
for  the  year  the  advanced  royalties  are 
paid  or  accrue;  or 

(2)  As  deductions  from  gross  income 
for  the  year  the  mineral  product  in  re¬ 
spect  of  which  the  advanced  royalties 
were  paid  is  sold. 

The  option  contained  in  this  paragraph 
shall  apply  only  to  advanced  royalties 
paid  or  accrued  in  taxable  years  ending 
on  or  after  December  31,  1939.  Every 
taxpayer  must  make  an  election  as  to  the 
treatment  of  all  such  advanced  royalties 
in  his  return  for  the  first  taxable  year 
ending  on  or  after  December  31.  1939,  in 
which  such  amounts  are  paid  or  accrue. 
A  taxpayer  will  be  considered  to  have 
made  an  election  in  accordance  with  the 
manner  in  which  such  items  are  treated 
in  the  return.  A  failure  to  deduct  any 
such  items  for  the  year  paid  or  accrued 
will  constitute  an  election  to  have  all 
such  items  treated  in  accordance  with 
subparagraph  (2)  of  this  paragraph. 
Any  election  made  under  this  section  is 
binding  for  all  subsequent  years  and  the 
taxpayer  must  treat  all  advanced  royal¬ 
ties  paid  or  accrued  in  such  subsequent 
years  in  the  same  manner. 

§  39.23  (m>-ll  Depletion  and  depreci¬ 
ation  accounts  on  books,  (a)  Every 
taxpayer  claiming  and  making  a  deduc¬ 
tion  for  depletion  and  depreciation  of 
mineral  property  shall  keep  accurate  ac¬ 
counts  in  w^hich  shall  be  recorded  the 
cost  or  other  basis  provided  by  section 
113  (a),  as  the  case  may  be,  of  the  min¬ 
eral  deijosit  and  of  the  plant  and  equip¬ 
ment.  together  with  subsequent  allow¬ 
able  capital  additions  to  each  account 
and  all  of  the  other  adjustments  required 
by  section  113  (b). 

(b)  If  the  plan  or  method  of  depletion 
and  depreciation  accounting  adopted  by 
the  taxpayer  has  once  been  approved  by 
the  Commissioner,  it  cannot  be  changed 
by  the  taxpayer  without  the  consent  of 
the  Commissioner.  These  accounts  shall 
thereafter  be  credited  annually  with  the 
amounts  of  the  depletion  and  deprecia¬ 
tion  computed  in  accordance  with 
§§  39.23  (m)-2.  39.23  (m)-3.  39.23  (m)-4. 
or  39.23  (m)-5;  or  the  amounts  of  the 
depletion  and  depreciation  so  computed 
shall  be  credited  to  depletion  and  de¬ 
preciation  reserve  accounts,  to  the  end 
that  when  the  sum  of  the  credits  for 


depletion  and  depreciation  equals  the 
cost  or  other  basis  of  the  property,  plus 
subsequent  allowable  capital  additions, 
no  further  deductions  for  depletion  and 
depreciation  with  respect  to  the  property 
shall  be  allowed,  except  such  depletion 
deductions  as  may  thereafter  be  allow¬ 
able  under  section  114  (b)  (2),  <3),  or 
(4).  and  §§  39.23  (m)-3,  39.23  (m)-4.  or 
39.23  (m)-5. 

(c)  Evei*y  taxpayer  to  whom  section 
114  (b)  (2)  and  §  39.23  (m)-3  are  appli¬ 
cable  shall  keep  similar  accounts  with 
respect  to  discovery  value. 

§  39  23  (m)-12  Statement  to  be  at¬ 
tached  to  return  when  valuation,  deple¬ 
tion,  or  depreciation  of  mineral  property 
is  claimed,  (a)  Except  as  provided  in 
§  39.23  (m)-13,  there  shall  be  attached 
to  the  return  of  every  taxpayer  asserting 
a  value  for  any  mineral  property  as  of 
specific  date  or  claiming  a  deduction  for 
depletion  or  depreciation  a  statement 
setting  forth  with  respect  to  each  min¬ 
eral  property  (including  oil  and  gas 
property) : 

(1)  The  name,  description,  location, 
and  identifying  number,  if  any,  of  the 
pror)erty ; 

(2)  The  nature  of  the  taxpayer’s  in¬ 
terest  in  the  property,  accompanied  by 
a  certified  copy  of  the  instrument  or  in¬ 
struments  by  which  it  was  acquired; 

(3)  The  date  of  acquisition  and,  if 
under  lease,  the  exact  terms  and  date  of 
expiration  of  the  lease; 

(4)  The  cost  of  the  property,  stating 
the  amount  paid  to  each  vendor,  with  his 
name  and  address ; 

(5)  The  date  as  of  which  the  property 
Is  valued,  if  a  valuation  is  necessary  to 
establish  the  basis  as  provided  by  section 
113  (a) ; 

(6)  The  value  of  the  property  on  that 
date  with  a  statement  of  the  precise 
method  by  which  it  was  determined; 

(7)  An  allocation  of  the  cost  or  value 
as  between  the  mineral  deposit  and  other 
assets  such  as  plant,  equipment,  or  the 
surface  of  the  land  for  purposes  other 
than  mineral  production; 

(8)  The  estimated  number  of  units  of 
each  kind  of  mineral  at  the  end  of  the 
taxable  year,  and  also  at  the  date  of 
acquisition,  if  acquired  during  the  tax¬ 
able  year  or  at  the  date  as  of  which  any 
valuation  is  made,  together  with  an  ex¬ 
planation  of  the  method  used  in  the  esti¬ 
mation,  the  name  and  address  of  the  per¬ 
son  making  the  estimate,  and  an  average 
analysis  which  will  indicate  the  quality 
of  the  mineral  valued,  including  the 
grade  or  gravity  in  the  case  of  oil; 

(9)  The  number  of  units  sold  and  the 
number  of  units  for  which  payment  was 
received  during  the  year  for  which  the 
return  is  made  (in  the  case  of  newly 
developed  oil  and  gas  properties  it  is 
desirable  that  this  information  be  fur¬ 
nished  by  month) ; 

(10)  The  gross  amount  received  from 
the  sale  of  mineral; 

(11)  'The  amount  of  depreciation  for 
the  taxable  year  and  the  amount  of  de¬ 
pletion  for  the  taxable  year  computed 
without  reference  to  percentage  deple¬ 
tion  or  discovery  value; 

(12)  The  amounts  of  depletion  and 
depreciation,  stated  separately,  which 
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for  each  and  every  prior  year  (i)  were 
allowed,  (ii)  were  allowable,  and  (ill) 
would  have  been  allowable  without  ref¬ 
erence  to  percentage  depletion  or  dis¬ 
covery  value;  and 

(13)  Any  other  data  which  will  be 
helpful  in  determining  the  reasonable¬ 
ness  of  the  valuation  asserted  or  of  the 
deduction  claimed. 

(b)  To  the  return  of  every  taxpayer 
claiming  a  deduction  for  depletion  in  re- 
^ct  of  (1)  property  in  which  he  owns 
a  fractional  interest  only,  or  (2)  a  lease¬ 
hold,  or  (3)  property  subject  to  lease, 
there  shall  also  be  attached  a  statement 
setting  forth  the  fraction  of  the  gross 
production  to  which  the  taxpayer  is  en¬ 
titled,  the  name  and  address  and  the  pre¬ 
cise  nature  of  the  holding  of  each  person 
interested  in  the  property,  and,  in  the 
case  of  a  lessor,  whether  the  lease  in¬ 
volved  was  still  in  effect  at  the  close  of 
the  taxable  year,  and,  if  not,  when  it  was 
terminated  and  for  what  reason,  and 
whether  the  lessor  repossessed  the  prop¬ 
erty.  Any  taxpayer  who  is  the  assignor 
of  a  lease  with  respect  to  any  property, 
or  the  holder  of  an  interest  purporting 
to  be  an  overriding  royalty  interest,  or  of 
any  interest  other  than  that  of  a  lessor 
or  an  operating  lessee,  and  who  claims 
depletion  with  respect  to  such  property 
or  interest,  shall  state  the  exact  nature 
of  the  interest  held  and  shall  furnish  a 
certified  copy  of  the  instrument  or  in¬ 
struments  by  which  it  was  acquired. 

(c)  In  the  case  of  oil  and  gas  prop¬ 
erties  the  statement  attached  to  the  re¬ 
turn  shall  contain,  in  addition  to  the 
foregoing,  the  following  information  with 
respect  to  each  property : 

(1)  The  number  of  acres  of  producing 
oil  or  gas  land  and,  if  additional  acreage 
is  claimed  to  be  proven,  the  amount  of 
such  acreage  and  the  reasons  for  believ¬ 
ing  it  to  be  proven ; 

(2)  The  number  of  wells  producing  at 
the  beginning  and  end  of  the  taxable 
year; 

(3)  The  date  of  completion  of  wells 
finished  during  the  taxable  year; 

(4)  The  date  of  abandonment  of  all 
welLs  abandoned  during  the  taxable  year; 

(5)  A  property  map  showing  the  loca¬ 
tion  of  the  property  and  of  the  producing 
and  abandoned  wells,  dry  holes,  and 
proven  oil  and  gas  lands  (the  map  should 
show  depth,  initial  production,  and  date 
of  completion  of  each  well,  to  the  extent 
that  such  data  are  available) ; 

(6)  The  number  of  pay  sands  and 
average  thickness  of  each  pay  sand  or 
zone  on  the  property; 

(7)  The  average  depth  to  the  top  of 
each  of  the  different  pay  sands; 

(8)  Annual  production  of  the  tract 
or  of  the  individual  wells,  if  the  latter 
information  is  available,  from  the  begin¬ 
ning  of  its  productivity  to  the  end  of  the 
taxable  year,  the  average  number  of  wells 
producing  during  each  year,  and  the  ini¬ 
tial  daily  production  of  each  well  (the 
extent  to  which  oil  or  gas  is  used  for  fuel 
on  the  property  should  be  stated  with 
reasonable  accuracy) ; 

(9)  All  available  data  regarding 
obange  in  operating  conditions,  such  as 
nnit  operation,  proration,  fl<x)ding,  use 
of  air-gas  lift,  vacuum,  shooting,  etc.. 


which  have  a  direct  effect  on  the  produc¬ 
tion  of  the  property;  and 

(10)  Available  geological  informa¬ 
tion  having  a  probable  bearing  on  the  oil 
and  gas  content;  information  with  re¬ 
spect  to  edge  water,  water  drive,  bottom 
hole  pressures,  oil-gas  ratio,  porosity  of 
reservoir  rock,  percentage  of  recovery, 
expected  date  of  cessation  of  natural 
flow,  decline  in  estimated  potential,  and 
characteristics  similar  to  characteristics 
of  other  known  fields. 

(d)  All  of  the  foregoing  information 
shall  be  furnished  in  a  single  statement, 
should  be  summarized,  and  shall  be 
deemed  to  be  a  part  of  the  income  tax 
return  to  which  it  relates. 

(e)  Any  of  the  information  required 
by  this  section  which  has  been  previously 
filed  by  the  taxpayer  need  not  be  filed 
again  but  the  statement  attached  to  the 
return  must  indicate  clearly  when  and 
in  what  form  the  information  was  pre¬ 
viously  filed.  When  a  taxpayer  has  filed 
adequate  maps  with  the  Commissioner 
he  may  be  relieved  of  filing  further  maps 
of  the  same  properties,  provided  all  ad¬ 
ditional  information  necessary  for  keep¬ 
ing  the  maps  up  to  date  is  filed  each  year. 
This  includes  records  of  dry  holes,  as 
well  as  producing  wells,  together  with 
logs,  depth  and  thickness  of  sands,  loca¬ 
tion  of  new  wells,  etc. 

§  39.23  (m)-13  Statement  to  be  at¬ 
tached  to  return  when  depletion  is 
claimed  on  percentage  basis,  (a)  There 
shall  be  attached  to  the  return  of  every 
taxpayer  who  claims  depletion  on  the 
basis  of  percentage  of  income  under 
§  39.23  (m)-4  or  §  39.23  (m)-5,  a  state¬ 
ment  containing  the  following  informa¬ 
tion  with  respect  to  every  property  for 
which  percentage  depletion  is  allowable: 

(1)  All  data  necessary  for  the  deter¬ 
mination  of  the  “gross  income  from  the 
property,”  as  defined  in  §  39.23  (m)-l 
(e) ,  including  the  amounts  paid  to  les¬ 
sors  as  rents  or  royalties,  the  amounts 
paid  to  holders  of  other  interests  in  the 
mineral  property  and  the  price  per  unit 
at  which  royalties  were  paid; 

(2)  All  additional  data  necessary  for 
the  determination  of  the  “net  income  of 
the  taxpayer  (computed  without  allow¬ 
ance  for  depletion)  from  the  property,” 
as  defined  in  §  39.23  (m)-l  (g);  and 

(3)  The  information  required  by 
paragraphs  (a)  (1),  (a)  (2),  (a)  (3), 
and  (b)  of  §  39.23  (m)-12.  The  other 
information  required  by  §  39.23  (m)-12 
shall  also  be  furnished  if  necessary  in 
determining  the  gain  or  loss  from  the 
sale  or  other  disposition  of  the  property 
during  the  taxable  year  or  if  a  valuation 
of  the  property  is  necessary  for  any  pur¬ 
pose.  The  taxpayer  may  find  it  desir¬ 
able  to  furnish  such  information  in  all 
cases. 

(b)  All  of  the  foregoing  information 
shall  be  furnished  in  a  single  statement, 
should  be  summarized,  and  shall  be 
deemed  to  be  a  part  of  the  income  tax 
return  to  which  it  relates. 

§  39.23  (m) -14  Discovery  of  mines  or 
other  natural  deposits  (except  those  in 
respect  of  which  percentage  depletion  is 
allowable  under  $  39.23  (m)-5).  (a) 

To  entitle  a  taxpayer  to  a  valuation  of 
his  property,  for  the  purposes  of  deple¬ 


tion  allowances,  by  reason  of  the  discov¬ 
ery  of  a  mine  or  minerals  (other  than 
those  in  respect  of  which  percentage 
depletion  is  allowable  under  §  39.23 
(m)-4  or  §  39.23  (m)-5).  It  must  appear 
that  the  mine  or  minerals  were  not  ac¬ 
quired  as  the  result  of  the  purchase  of 
a  proven  tract  or  lease;  also  the  discov¬ 
ery  must  be  made  by  the  taxpayer  after 
February  28,  1913,  and  must  result  in 
the  fair  market  value  of  the  property  be¬ 
coming  disproportionate  to  cost.  For 
the  purposes  of  this  section,  mines  or 
minerals  shall  not  be  entitled  to  valua¬ 
tion  upon  the  basis  of  discovery  for  any 
taxable  year  or  period  in  respect  to  which 
percentage  depletion  is  allowable  under 
§  39.23  (m)-4  or  §  39.23  (m)-5.  The  fair 
market  value  of  the  property  will  be 
deemed  to  have  become  disproportionate 
to  the  cost  when  the  newly  discovered 
minerals  are  of  such  quantity  and  of 
such  quality  as  to  afford  a  reasonable 
expectation  of  return  to  the  taxpayer  of 
an  amount  materially  in  excess  of  the 
capital  expended  in  making  such  dis¬ 
covery  plus  the  cost  of  future  develop¬ 
ment,  equipment,  and  exploitation. 

(b)  A  mine  or  minerals  of  a  kind  not 
excepted  by  this  section  may  be  said  to 
be  discovered  when  (1)  there  is  found 
a  natural .  deposit  of  mineral,  or  (2) 
there  is  disclosed  by  drilling  or  explora¬ 
tion,  conducted  above  or  below  ground,  a 
mineral  deposit  not  previously  known 
to  exist  and  the  existence  of  which  was 
so  improbable  that  such  deposit  had  not 
and  could  not  have  been  included  in  any 
previous  valuation  for  the  purpose  of  de¬ 
pletion,  and  which  In  either  case  exists 
in  quantity  and  grades  sufficient  to  jus¬ 
tify  commercial  exploitation. 

(c)  In  determining  whether  a  discov¬ 
ery  entitling  the  taxpayer  to  a  valuation 
has  been  made,  the  Commissioner  will 
take  into  account  the  peculiar  conditions 
of  each  case;  but  no  discovery,  for  the 
purposes  of  depletion,  can  be  allow'ed 
as  to  minerals  which  constitute  merely 
uninterrupted  extensions  of  continuing 
commercial  veins  or  deposits  already 
known  to  exist,  which  have  been  or 
should  have  been  included  in  “probable” 
or  “prospective”  mineral,  or  which  were 
in  any  other  way  comprehended  in  a 
prior  valuation,  nor  can  a  discovery,  for 
purposes  of  depletion,  be  allowed  as  of  a 
date  subsequent  to  that  when,  in  fact, 
discovery  was  evident,  when  delay  by  the 
taxpayer  in  making  claim  therefor  has 
resulted  or  will  result  in  excessive  allow¬ 
ances  for  depletion, 

(d)  Discoveries  include  minerals  In 
commercial  quantities  contained  within 
a  vein  or  deposit  discovered  in  an  exist¬ 
ing  mine  or  mining  tract  by  the  taxpayer 
after  February  28,  1913,  but  such  vein 
or  deposit  must  not  be  merely  the  unin¬ 
terrupted  extension  of  a  continuing  com¬ 
mercial  vein  or  deposit  already  known  to 
exist,  and  the  newly  discovered  minerals 
must  be  of  sufficient  value  and  quantity 
that  they  could  be  separately  mined  and 
marketed  at  a  profit. 

(e)  The  value  of  property  claimed  as 
the  result  of  a  discovery  must  be  the  fair 
market  value,  as  defined  in  §  39.23  (m)-7, 
based  on  what  is  evident  within  30  days 
after  the  commercially  valuable  char¬ 
acter  and  extent  of  the  discovered  de- 
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posits  of  mineral  have  with  reasonable 
certainty  been  established,  determined, 
or  proved. 

§  39.23  (m)-l5  Allowable  capital  ad¬ 
ditions  in  case  of  mines — (a)  General 
rules.  O )  All  expenditures  in  excess  of 
net  receipts  from  minerals  sold  shall  be 
be  charged  to  capital  account  recover¬ 
able  through  depletion  while  the  mine  is 
In  the  development  stage.  The  mine 
will  be  considered  to  have  passed  from  a 
s  development  to  a  producing  status  when 

3  the  major  portion  of  the  mineral  pro- 

1  duction  is  obtained  from  workings  other 

I  than  those  opened  for  the  purpose  of 

development,  or  when  the  principal  ac¬ 
tivity  of  the  mine  becomes  the  produc¬ 
tion  of  developed  ore  rather  than  the 
development  of  additional  ores  for 
mining. 

(2)  Expenditures  for  plant  arid  equip¬ 
ment  and  for  replacements,  not  includ¬ 
ing  expenditures  for  maintenance  and 
for  ordinary  and  necessary  repairs,  shall 
ordinarily  be  charged  to  capital  account 
}  •  recoverable  through  depreciation.  Ex¬ 

penditures  for  equipment  (including  its 
installation  and  housing)  and  for  re¬ 
placements  thereof,  which  are  necessary 
to  maintain  the  normal  output  solely 
because  of  the  recession  of  the  working 
faces  of  the  mine,  and  which  (i)  do  not 
increase  the  value  of  the  mine,  or  (ii) 
do  not  decrease  the  cost  of  production 
of  mineral  units,  or  (iii)  do  not  represent 
an  amount  expended  in  restoring  prop¬ 
erty  or  in  making  good  the  exhaustion 
thereof  for  which  an  allowance  is  or  has 
been  made,  shall  be  deducted  as  ordinary 
and  necessary  business  expenses. 

(b)  Special  rules.  Sections  23  (cc) 
and  23  (ff)  contain  special  provisions  for 
treatment  of  expenditures  for  certain 
exploration  and  development  costs 
(other  than  for  acquisition  or  improve¬ 
ment  of  depreciable  property)  with  re¬ 
spect  to  ores  and  minerals  other  than 
oil  or  gas.  See  §§  39.23  (cc)-l  and 
39.23 

§  39.23  (m)-16  Charges  to  capital 
and  to  expense  in  case  of  oil  and  gas 
wells,  (a)  Items  chargeable  to  capital 
or  to  expense  at  taxpayer’s  option: 

(1)  Option  with  resjject  to  intangible 
drilling  and  development  costs  incurred 
by  an  operator  (one  who  holds  a  work¬ 
ing  or  operating  interest  in  any  tract  or 
parcel  of  land  either  as  a  fee  owner  or 
under  a  lease  or  any  other  form  of  con¬ 
tract  granting  working  or  operating 
rights)  in  the  development  of  oil  and  gas 
properties:  All  expenditures  made  by  an 
operator  for  wages,  fuel,  repairs,  hauling, 
.supplies,  etc.,  incident  to  and  necessary 
for  the  drilling  of  wells  and  the  prepara¬ 
tion  of  wells  for  the  production  of  oil 
or  gas.  may.  at  the  option  of  the  oper¬ 
ator.  be  deducted  from  gross  income  as 
an  expense  or  charged  to  capital  account. 
Such  expenditures  have  for  convenience 
been  termed  intangible  drilling  and  de¬ 
velopment  costs.  They  include  the  cost 
to  operators  of  any  drilling  or  develop¬ 
ment  work  (excluding  amounts  payable 
only  out  of  production  or  the  gross  pro¬ 
ceeds  from  production,  and  amounts 
properly  allocable  to  cost  of  depreciable 
prcprrty)  done  for  them  by  contractors 
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under  any  form  of  contract,  including 
turnkey  contracts.  Examples  of  items  to 
which  this  option  applies  are.  all 
amounts  paid  for  labor,  fuel,  repairs, 
hauling,  and  supplies,  or  any  of  them, 
which  are  used  (i)  in  the  drilling,  shoot¬ 
ing,  and  cleaning  of  wells;  (ii)  in  such 
clearing  of  ground,  draining,  road  mak¬ 
ing,  surveying,  and  geological  works  as 
are  necessary  in  preparation  for  the 
drilling  of  wells;  and  (iii)  in  the  con¬ 
struction  of  such  derricks,  tanks,  pipe¬ 
lines,  and  other  physical  structures  as 
are  necessary  for  the  drilling  of  wells  and 
the  preparation  of  wells  for  the  produc¬ 
tion  of  oil  or  gas.  In  general,  this  option 
applies  only  to  expenditures  for  those 
drilling  and  developing  items  which  in 
themselves  do  not  have  a  salvage  value. 
For  the  purpose  of  this  option,  labor, 
fuel,  repairs,  hauling,  supplies,  etc.,  are 
not  considered  as  having  a  salvage  value, 
even  though  used  in  connection  with  the 
installation  of  physical  property  which 
has  a  salvage  value.  Included  in  this 
option  are  all  costs  of  drilling  and  de¬ 
velopment  undertaken  (directly  or 
through  a  contract)  by  an  operator  of  an 
oil  and  gas  property  whether  incurred  by 
him  prior  or  subsequent  to  the  formal 
grant  or  assignment  to  him  of  operating 
rights  (a  leasehold  interest,  or  other 
form  of  operating  rights,  or  working  in¬ 
terest)  ;  except  that  in  any  case  where 
any  drilling  or  development  project  is 
undertaken  for  the  grant  or  assignment 
of  a  fraction  of  the  operating  rights,  only 
that  part  of  the  costs  thereof  which  is 
attributable  to  such  fractional  interest  is 
within  this  option.  In  the  excepted 
cases,  costs  of  the  project  undertaken, 
including  depreciable  equipment  fur¬ 
nished,  to  the  extent  allocable  to  frac¬ 
tions  of  the  operating  rights  held  by 
others,  must  be  capitalized  as  the  de- 
pletable  capital  cost  of  the  fractional 
interest  thus  acquired. 

(2)  If  deductions  for  depreciation  or 
depletion  have  either  on  the  books  of 
the  taxpayer  or  in  his  returns  of  net  in¬ 
come  been  included  in  the  past  in  ex¬ 
pense  or  other  accounts,  rather  than 
specifically  as  depreciation  or  depletion, 
or  if  capital  expenditures  have  been 
charged  to  expense  in  lieu  of  deprecia¬ 
tion  or  depletion,  a  statement  indicating 
the  extent  to  which  this  practice  has 
been  carried  should  accompany  the 
return. 

(b)  Recovery  of  optional  items,  if 
capitalized: 

(1)  Items  returnable  through  deple¬ 
tion:  If  the  taxpayer  charges  such  ex¬ 
penditures  as  fall  within  the  option  to 
capital  account,  the  amounts  so  capital¬ 
ized  and  not  deducted  as  a  loss  are  re¬ 
turnable  through  depletion  insofar  as 
they  are  not  represented  by  physical 
property.  For  the  purposes  of  this  sec¬ 
tion  the  expenditures  for  clearing 
ground,  draining,  road  making,  survey¬ 
ing,  geological  work,  excavation,  grad¬ 
ing.  and  the  drilling,  shooting,  and 
cleaning  of  wells,  are  considered  not  to 
be  represented  by  physical  property,  and 
when  charged  to  capital  account  are  re¬ 
turnable  through  depiction. 

(2)  Items  returnable  through  depreci¬ 
ation:  If  the  taxpayer  charges  such  ex¬ 


penditures  as  fall  within  the  option  to 
capital  account,  the  amounts  so  capital¬ 
ized  and  not  deducted  as  a  loss  are  re- 
turnable  through  depreciation  insofar  as 
they  are  represented  by  physical  prop- 
erty.  Such  expenditures  are  amounts 
paid  for  wages,  fuel,  repairs,  hauling, 
supplies,  etc.,  used  in  the  installation  of 
casing  and  equipment  and  in  the  con¬ 
struction  on  the  property  of  derricks  and 
other  physical  structures. 

(3)  In  the  case  of  capitalized  in¬ 
tangible  drilling  and  development  costs 
incurred  under  a  contract,  such  costs 
shall  be  allocated  between  the  foregoing 
classes  of  items  for  the  purpose  of  deter¬ 
mining  the  depletion  and  depreciation 
allowances. 

(4)  Option  with  respect  to  cost  of  non¬ 
productive  wells:  If  the  operator  has 
elected  to  capitalize  intangible  drilling 
and  development  costs,  then  an  addi¬ 
tional  option  is  accorded  with  respect  to 
intangible  drilling  and  development  costs 
incurred  in  drilling  a  nonproductive  well. 
Such  costs  incurred  in  drilling  a  nonpro¬ 
ductive  well  may  be  deducted  by  the  tax- 
paper  as  an  ordinary  loss  provided  a 
proper  election  is  made  in  the  return  for 
the  first  taxable  year  beginning  after  De¬ 
cember  31, 1942,  in  which  such  a  nonpro¬ 
ductive  well  is  completed.  Such  election 
with  respect  to  intangible  drilling  and 
development  costs  of  nonproductive  wells 
is  a  new  election,  and.  when  made,  shall 
be  binding  for  all  subsequent  years.  Any 
taxpayer  who  incurs  optional  drilling 
and  development  costs  in  drilling  a  non¬ 
productive  well  must  make  a  clear  state¬ 
ment  of  election  under  this  option  in  the 
return  for  the  first  taxable  year  begining 
after  December  31,  1942,  in  which  such 
nonproductive  well  is  completed.  The 
absence  of  a  clear  indication  in  such 
return  of  an  election  to  deduct  as  ordi¬ 
nary  losses  intangible  drilling  and  devel¬ 
opment  costs  of  nonproductive  wells 
shall  be  deemed  to  be  an  election  to  re¬ 
cover  such  costs  through  depletion  to  the 
extent  that  they  are  not  represented  by 
physical  property,  and  through  depre¬ 
ciation  to  the  extent  that  they  are  repre¬ 
sented  by  physical  property. 

(c)  Nonoptional  items  distinguished: 

( 1 )  Capital  items :  The  option  with  re¬ 
spect  to  intangible  drilling  and  develop¬ 
ment  costs  does  not  apply  to  expendi¬ 
tures  by  which  the  taxpayer  acquires 
tangible  property  ordinarily  considered 
as  having  a  salvage  value.  Examples  ot 
such  items  are  the  costs  of  the  actual 
materials  in  those  structures  which  are 
constructed  in  the  wells  and  on  the  prop¬ 
erty,  and  the  cost  of  drilling  tools,  pipe, 
casing,  tubing,  tanks,  engines,  boilei’S, 
machines,  etc.  The  option  does  not 
apply  to  any  expenditure  for  wages,  fuel, 
repairs,  hauling,  supplies,  etc.,  in  connec¬ 
tion  with  equipment,  facilities,  or  struc¬ 
tures,  not  incident  to  or  necessary  for  the 
drilling  of  W’ells,  such  as  structures  for 
storing  or  treating  oil  or  gas.  These  are 
capital  items  and  are  returnable  through 
depreciation. 

(2)  Expense  items :  Expenditures 
which  must  be  charged  off  as  expense, 
regardless  of  the  option  provided  by  this 
section,  are  those  for  labor,  fuel,  repairs, 
hauling,  supplies,  etc.,  in  connection  with 
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the  operation  of  the  wells  and  of  other 
facilities  on  the  property  for  the  pro¬ 
duction  of  oil  or  gas. 

(d)  This  section  does  not  grant  a  new 
option  or  election.  Any  taxpayer  who 
made  an  election  under  paragraph  (b) 
of  §  29.23  (m)-16  of  Regulations  111 
(26  CFR,  1949  ed.,  Supps.)  is,  by  such 
election,  bound  with  respect  to  all  op¬ 
tional  expenditures  (whether  made  be¬ 
fore  January  1,  1952,  or  after  December 
31,  1951)  in  connection  with  oil  and  gas 
properties.  Any  taxpayer  who  has  never 
made  expenditures  for  the  development 
of  oil  and  gas  properties  prior  to  his  first 
taxable  year  beginning  after  December 
31,  1951,  must  make  an  election  with 
respect  to  intangible  drilling  and  devel¬ 
opment  costs  in  general  in  the  return  for 
the  first  taxable  year  in  which  the  tax¬ 
payer  makes  such  expenditures. 

§  39.23  (m)-17  Depreciation  in  case 
of  mines,  (a)  The  Internal  Revenue 
Code  provides  that  deductions  for  de¬ 
preciation  of  improvements  on  mining 
property  may  be  taken  “according  to 
the  peculiar  conditions  in  each  case.” 
This  is  deemed  to  include  exhaustion 
and  wear  and  tear  of  the  property  used 
In  mining  of  deposits,  including  a  rea- 
li  sonable  allowance  for  obsolescence. 
I  (See  §§  39.23  (1)-1  to  39.23  (I)-IO,  inclu- 
‘  sive,  as  to  deduction  for  depreciation  and 
obsolescence  generally.  See  particu¬ 
larly  §  39.23  (l)-5  with  regard  to  infor¬ 
mation  which  must  be  furnished  in  sub¬ 
stantiation  of  deductions  claimed  for 
depreciation  and  obsolescence.) 

(b)  It  shall  be  optional  with  the  tax¬ 
payer,  subject  to  the  approval  of  the 
Commissioner,  whether  the  cost  or  other 
basis  of  the  plant  and  equipment  plus 
allowable  capital  additions  but  minus 
estimated  salvage  value  shall  be  recov¬ 
ered  (1)  at  a  rate  established  by  current 
exhaustion  of  mineral,  or  (2)  by  reason¬ 
able  charges  for  depreciation  (see 

‘  §39.23  (1)-1)  at  a  rate  determined  by 

■  the  physical  life  or  the  economic  life 
of  such  plant  and  equipment,  or,  (3)  ac- 

^  cording  to  the  peculiar  conditions  of  the 
f  case,  by  a  method  satisfactory  to  the 
Commissioner. 

(c)  The  estimated  physical  life  of  a 

■  plant  or  unit  thereof  (Including  build- 
!  lags,  machinery,  apparatus,  roads,  rail¬ 
roads,  and  other  equipment  and  im¬ 
provements  whose  principal  use  is  in 
connection  with  the  mining  or  treatment 
or  other  necessary  handling  of  mineral 
products)  may  be  defined  as  the  esti¬ 
mated  time  such  plant,  or  unit,  when 

i  given  proper  care  and  repair,  can  be  con- 
I  tinned  in  use  despite  physical  deteriora¬ 
tion.  decay,  and  wear  and  tear. 

(d)  The  estimated  economic  life  of  a 
I  plant  or  unit  thereof  is  the  estimated 

time  during  which  the  plant  or  unit  may 
be  utilized  effectively  and  economically 
!  for  its  intended  purposes  and  may  be 
i  limited  by  the  life  of  the  property  or  of 
l  that  portion  of  the  miner^  deposits 
.  i  which  it  serves  but  can  never  exceed  the 
I  (  Physical  life. 

I  I  (e)  Any  difference  between  the  sal- 
f  I  ^a?e  value  of  plant  and  equipment  and 
!  i  the  basis  provided  in  section  113  (a), 
I  !  adjusted  as  provided  in  section  113  (b), 
;  i  remaining  at  the  termination  of  mining 


operations  shall  be  returned  as  profit  or 
loss  in  the  year  in  which  it  is  realized. 

(f)  Nothing  in  this  section  shall  be 
Interpreted  as  meaning  (1)  that  the  cost 
or  other  basis  of  a  mining  plant  and 
equipment  may  be  reduced  by  deprecia¬ 
tion  deductions  to  a  sum  below  the  value 
of  the  salvage  when  the  property  shall 
have  become  obsolete  or  shall  have  been 
abandoned  for  the  purpose  of  mining,  or 
(2)  that  proper  deductions  for  depreci¬ 
ation  on  account  of  obsolescence  and  de¬ 
cay  shall  not  be  made  during  periods 
when  the  mine  is  idle  or  is  producing  at 
a  rate  below  its  normal  capacity.  In 
estimating  the  salvage  value  of  the 
equipment  at  the  end  of  its  estimated 
economic  life  due  consideration  may  be 
given  to  its  specialized  character  and  the 
cost  of  dismounting  and  dismantling  and 
transporting  it  to  market. 

(g)  Nothing  in  §§  39.23  (m)-l  to  39.23 
(m)-19.  inclusive,  shall  be  interpreted  to 
permit  expenditures  charged  to  expense 
in  any  taxable  year  or  any  part  of  the 
value  of  land  for  purposes  other  than 
mining  to  be  recovered  through  depletion 
or  depreciation. 

(h)  Sections  23  (cc)  and  23  (ff)  pro¬ 
vide  special  rules  for  treatment  of  de¬ 
preciation  allowances  with  respect  to  the 
exploration  and  development  of  a  mine 
or  other  natural  deposit  other  than  oil 
or  gas.  See  §§  39.23  (cc)-l  and  39.23 
(ff)-l. 

§  39.23  (m)-18  Depreciation  of  im¬ 
provements  in  case  of  oil  and  gas  wells. 
Taxpayers  operating  oil  or  gas  proper¬ 
ties  will,  in  addition  to  and  apart  from 
the  deduction  allowable  for  depletion  as 
hereinbefore  provided,  be  permitted  to 
deduct  a  reasonable  allowance  for  de¬ 
preciation  of  physical  property,  such  as 
machinery,  tools,  equipment,  pipes,  etc., 
so  far  as  not  in  conflict  with  the  option 
exercised  by  the  taxpayer  under  §  39.23 
(m)-16.  The  amount  deductible  on  this 
account  shall  be  such  an  amount  based 
upon  its  cost  or  other  basis  equitably  dis¬ 
tributed  over  its  u-seful  life  as  will  bring 
such  property  to  its  true  salvage  value 
when  no  longer  useful  for  the  purpose 
for  which  such  property  wras  acquired. 
Accordingly,  where  it  can  be  shown  to 
the  satisfaction  of  the  Commissioner 
that  the  reasonable  expectation  of  the 
economic  life  of  the  oil  or  gas  deposit 
with  which  the  property  is  connected  is 
shorter  than  the  normal  useful  life  of  the 
physical  property,  the  amount  annually 
deductible  for  depreciation  on  such  prop¬ 
erty  may  be  based  upon  the  length  of  life 
of  the  deposit.  (See  §§  39.23  (1)-1  to 
39.23  (I)-IO,  inclusive,  as  to  deductions 
for  depreciation  and  obsolescence  gen¬ 
erally.  See  particularly  §  39.23  (l)-5 
with  regard  to  information  which  must 
be  furnished  in  substantiation  of  deduc¬ 
tions  claimed  for  depreciation  and  ob¬ 
solescence.) 

§  39.23  (m)-19  Depletion  and  depre¬ 
ciation  of  oil  and  gas  wells  in  years  be¬ 
fore  1916.  If  upon  examination  it  is 
found  that  in  respect  of  the  entire  drill¬ 
ing  cost  of  wells,  including  physical  prop¬ 
erty  and  incidental  expenses,  between 
March  1,  1913,  and  December  31,  1915, 
a  taxpayer  has  been  allowed  a  reasonable 
deduction  sufficient  to  provide  for  the 


elements  of  exhaustion,  wear  and  tear, 
and  depletion,  it  will  not  be  necessary  to 
reopen  the  returns  for  years  prior  to 
1916  in  order  to  show  separately  in  these 
years  the  portions  of  such  deduction 
representing  depletion  and  depreciation, 
respectively.  Such  separation  will  be 
required  to  be  made  of  the  reserves  for 
depreciation  at  January  1,  1916,  and 
proper  allocation  betw’een  depreciation 
and  depletion  must  be  maintained  after 
that  date. 

§  39.23  (m)-20  Capital  recoverable 
through  depletion  allowance  in  case  of 
timber.  In  general,  the  capital  remain¬ 
ing  in  any  year  recoverable  through  de¬ 
pletion  allowances  is  the  basis  provided 
by  section  113  (a)  adjusted  as  provided 
by  section  113  (b) .  For  capitalization  of 
carrying  charges,  see  §  39.113  (b)  (1)-1. 
The  apportionment  of  deductions  be¬ 
tween  the  several  owners  of  economic 
interests  in  timber  properties  will  be 
made  as  specified  in  §  39.23  (m)-7  (f). 
The  cost  of  timber  properties  shall  be 
determined  in  accordance  with  the  prin¬ 
ciples  indicated  in  §  39.23  (m)-6.  For 
method  of  determining  fair  market  value 
and  quantity  of  timber,  see  §§  39.23 
(m)-25  to  39.23  (m)-27,  inclusive.  For 
depletion  purposes  the  cost  of  the  timber 
shall  not  include  any  part  of  the  cost 
of  the  land. 

§  39.23  (m)-21  Computation  of  al¬ 
lowance  for  depletion  of  timber  for  given 
year,  (a)  The  allowrance  for  depletion 
of  timber  in  any  taxable  year  shall  be 
based  upon  the  number  of  units  of  tim¬ 
ber  felled  during  the  year  and  the  deple¬ 
tion  unit  of  the  timber  in  the  timber 
account  or  accounts  pertaining  to  the 
timber  cut.  The  depletion  unit  of  the 
timber  for  a  given  timber  account  in  a 
given  year  shall  be  the  quotient  obtained 
by  dividing  (1)  the  basis  provided  by 
section  113  (a)  and  adjusted  as  provided 
by  section  113  (b) ,  of  the  timber  on  hand 
at  the  beginning  of  the  year  plus  the  cost 
of  the  number  of  units  acquired  during 
the  year  plus  proper  additions  to  capital, 
by  (2)  the  total  number  of  units  of  tim¬ 
ber  on  hand  in  the  given  account  at  the 
beginning  of  the  year  plus  the  number  of 
units  acquired  during  the  year  plus  (or 
minus)  the  number  of  units  required  to 
be  added  (or  deducted)  by  way  of  cor¬ 
recting  the  estimate  of  the  number  of 
units  remaining  available  in  the  ac¬ 
count.  The  amount  of  the  deduction 
for  depletion  in  any  taxable  year  with 
respect  to  a  given  timber  account  shall 
be  the  product  of  the  number  of  units  of 
timber  cut  from  the  given  account  dur¬ 
ing  the  year  multiplied  by  the  depletion 
unit  of  the  timber  for  the  given  account 
for  the  year.  Those  taxpayers  who  keep 
their  accounts  on  a  monthly  basis  may. 
at  their  option,  keep  their  depletion  ac¬ 
counts  on  a  monthly  basis,  in  which  case 
the  amount  deductible  on  account  of  de¬ 
pletion  for  a  given  month  will  be  deter¬ 
mined  in  the  manner  outlined  above  for 
a  given  year.  The  total  amount  of  the 
deduction  for  depletion  in  any  taxable 
year  shall  be  the  sum  of  the  amoimts 
deductible  for  the  several  timber  ac¬ 
counts.  For  description  of  timber  ac¬ 
counts.  see  §§  39.23  (m)-27  and  39.23 
(m)-28. 
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(b)  Where  a  taxpayer  elects  to  treat 
the  cutting  of  timber  as  a  sale  or  ex¬ 
change  of  such  timber  under  the  provi¬ 
sions  of  section  117  (k)  (1),  the  allow¬ 
able  depletion  shall  be  the  fair  market 
value  of  the  timber  cut  during  the  tax¬ 
able  year.  Such  fair  market  value  shall 
be  the  fair  market  value  of  such  timber 
as  of  the  first  day  of  the  taxable  year 
in  which  such  timber  is  cut. 

(c)  The  depletion  of  timber  takes 
place  at  the  time  the  timber  is  felled. 
Since,  however,  it  is  not  ordinarily  prac¬ 
ticable  to  determine  the  quantity  of  tim¬ 
ber  immediately  after  felling,  depletion 
for  purposes  of  accounting  will  be  treated 
as  taking  place  at  the  time  when,  in  the 
process  of  exploitation,  the  quantity  of 
timber  felled  is  first  definitely  deter¬ 
mined. 

§  39.23  fm)-22  Revaluation  of  tim¬ 
ber  not  alloived.  No  revaluation  of  a  tim¬ 
ber  property  whose  value  as  of  any 
spt'cific  date  has  been  determined  and 
approved  will  be  made  or  allowed  during 
the  continuance  of  the  ownership  under 
which  the  value  was  so  determined  and 
approved,  except  in  the  case  of  misrepre¬ 
sentation  or  fraud  or  gross  error  as  to  any 
facts  known  on  the  date  as  of  which  the 
valuation  was  made.  Revaluation  on 
account  of  misrepresentation  or  fraud  or 
such  gross  error  will  be  made  only  with 
the  written  appproval  of  the  Commis¬ 
sioner.  The  depletion  unit  should  be 
charged  when  a  revision  of  the  remain¬ 
ing  number  of  units  of  recoverable  tim¬ 
ber  in  the  property  has  been  made  in 
accordance  with  §  39.23  (m)-26. 

§  39.23  (m)-23  Depreciation  of  im¬ 
provements  in  case  of  timber,  (a)  The 
cost  or  other  basis  of  development  not 
represented  by  physical  property  having 
an  inventory  value  shall  be  recoverable 
through  depreciation.  It  shall  be  op¬ 
tional  with  the  taxpayer,  subject  to  the 
approval  of  the  Commissioner; 

( 1 )  Whether  the  cost  or  other  basis  of 
the  property  subject  to  depreciation 
shall  be  recovered  at  a  rate  established 
by  current  exhaustion  of  stumpage,  or 

(2)  Whether  the  cost  or  other  basis 
shall  be  recovered  by  appropriate 
charges  for  depreciation  calculated  by 
the  usual  rules  for  depreciation  or  ac¬ 
cording  to  the  peculiar  conditions  of  the 
taxpayer’s  case  by  a  method  satisfactory 
to  the  Commissioner. 

(b>  In  no  case  may  charges  for  de¬ 
preciation  be  based  on  a  rate  which  will 
extingui.‘=h  the  cost  or  other  basis  of  the 
property  prior  to  the  termination  of  its 
useful  life.  Nothing  in  this  section  shall 
be  interpreted  to  mean  that  the  value  of 
a  timber  plant  and  equipment  may  be 
reduced  by  depreciation  deductions  to  a 
sum  below  the  value  of  the  salvage  when 
the  plant  and  equipment  shall  have  be¬ 
come  obsolete  or  worn  out  or  shall  have 
been  abandoned,  or  that  any  part  of  the 
value  of  cut-over  land  may  be  recover¬ 
able  through  depreciation.  (See  §§  39.23 
(1)-1  to  39.23  (1>-10,  inclusive,  as  to  de¬ 
ductions  for  depreciation  and  obsoles¬ 
cence  generally.  See  particularly  §  39.23 
(l)-5  with  regard  to  information  which 
must  be  furnished  in  substantiation  of 


deductions  claimed  for  depreciation  and 
obsolescence.) 

§  39.23  (m)-24  Information  to  he  fur¬ 
nished  by  taxpayer  claiming  depletion  of 
timber.  To  the  income  tax  return  of  the 
taxpayer  claiming  a  deduction  for  de¬ 
pletion  or  depreciation  or  both  there 
shall  be  attached  a  map  and  statement 
(Form  T — Timber)  for  the  taxable  year 
covered  by  the  income  tax  return.  Form 
T — Timber  requires  the  following: 

(a)  Map  showing  timber  and  land 
acquired,  timber  cut,  and  timber  and 
land  sold; 

(b)  Description  of,  cost  of,  and  terms 
of  purchase  or  lease  of,  timber  and  land 
acquired; 

(c)  Proof  of  profit  or  loss  from  sale  of 
capital  assets; 

(d)  Description  of  timber  with  respect 
to  which  claim  for  loss,  if  any,  is  made; 

(e)  Record  of  timber  cut; 

(f)  Changes  in  each  timber  account 
as  the  result"  of  purchase,  sale,  cutting, 
reestimate,  or  loss; 

(g)  Changes  in  physical  property  ac¬ 
counts  as  the  result  of  additions  to  or 
deductions  from  capital  and  deprecia¬ 
tion; 

(h)  Operation  data  with  respect  to 
raw  and  finished  material  handled  and 
inventoried; 

(i)  Unit  production  costs;  and 

(j)  Any  other  data  which  will  be 
helpful  in  determining  the  reasonable¬ 
ness  of  the  depletion  or  depreciation  de¬ 
ductions  claimed  in  the  return. 

§  39.23  (m)-25  Determination  of  fair 
market  value  of  timber,  (a)  If  the  fair 
market  value  of  the  property  at  a  speci¬ 
fied  date  is  the  basis  for  depletion  and 
depreciation  deductions,  such  value  shall 
be  determined,  subject  to  approval  or  re¬ 
vision  by  the  Commissioner  upon  audit, 
by  the  owner  of  the  property  in  the  light 
of  the  most  reliable  and  accurate  in¬ 
formation  available  with  reference  to  the 
condition  of  the  property  as  it  existed  at 
that  date,  regardless  of  all  subsequent 
changes,  such  as  changes  in  surrounding 
circumstances,  in  methods  of  exploita¬ 
tion,  in  degree  of  utilization,  etc.  The 
value  sought  will  be  the  selling  price,  as¬ 
suming  a  transfer  between  a  willing 
seller  and  a  willing  buyer,  as  of  the  par¬ 
ticular  date.  Such  factors  as  the  fol¬ 
lowing  will  be  given  due  consideration : 

(1)  Character  and  quality  of  the 
timber  as  determined  by  species,  age, 
size,  condition,  etc.; 

(2)  The  quantity  of  timber  per  acre, 
the  total  quantity  under  consideration, 
and  the  location  of  the  timber  in  question 
with  reference  to  other  timber; 

(3)  Accessibility  of  the  timber  (loca¬ 
tion  with  reference  to  distance  from  a 
common  carrier,  the  topography  and 
other  features  of  the  ground  upon  which 
the  timber  stands  and  over  which  it  must 
be  transported  in  process  of  exploita¬ 
tion,  the  probable  cost  of  exploitation, 
and  the  climate  and  the  state  of  indus¬ 
trial  development  of  the  locality) ;  and 

(4)  The  freight  rates  by  common  car¬ 
rier  to  important  markets. 

(b)  The  timber  in  each  particular  case 
will  be  valued  on  its  own  merits  and  not 
on  the  basis  of  general  averages  for  re¬ 


gions;  however,  the  value  placed  upon 
it,  taking  into  consideration  such  factors 
as  those  mentioned  above,  will  be  con¬ 
sistent  with  that  of  the  other  timber  in 
the  region.  The  Commissioner  will  give 
due  weight  and  consideration  to  any 
and  all  facts  and  evidence  having  a  bear¬ 
ing  on  the  market  value,  such  as  cost, 
actual  sales  and  transfers  of  similar 
properties,  the  margin  between  the  cost 
of  production  and  the  price  realized  for 
timber  products,  market  value  of  stock 
or  shares,  royalties  and  rentals,  value 
fixed  by  the  owner  for  the  purpose  of  the 
capital  stock  tax,  valuation  for  local  or 
State  taxation,  partnership  accountings, 
records  of  litigation  in  which  the  value 
of  the  property  has  been  involved,  the 
amount  at  which  the  property  may  have 
been  inventoried  or  appraised  in  probate 
or  similar  proceedings,  disinterested  ap¬ 
praisals  by  approved  methods,  and  other 
factors.  For  depletion  purposes  the  fair 
market  value  at  a  specified  date  shall  not 
include  any  part  of  the  value  of  the  land. 

(c)  If.  for  the  purpose  of  the  equitable 
apportionment  of  depletion  among  the 
several  owners  of  economic  interests,  the 
value  of  any  timber  property  must  be 
ascertained  as  of  any  specific  date  for 
the  determination  of  the  basis  for  de¬ 
pletion,  the  values  of  the  several  interests 
therein  may  be  determined  separately, 
but,  when  determined  as  of  the  same 
date,  shall  together  never  exceed  the 
value  at  that  date  of  the  timber  prop¬ 
erty  in  fee  simple. 

§  39.23  (m)-26  Determination  of 
quantity  of  timber.  Each  taxpayer 
claiming  or  expecting  to  claim  a  deduc¬ 
tion  for  depletion  is  required  to  estimate 
)  with  respect  to  each  separate  timber 
account  the  total  units  (feet  board  meas¬ 
ure.  log  scale,  cords,  or  other  units)  of 
timber  reasonably  known,  or  on  good 
evidence  believed,  to  have  existed  on  the 
ground  on  March  1,  1913,  or  on  the  date 
’  of  acquisition  of  the  property,  as  the  case 
may  be.  This  estimate  shall  state  as 
nearly  as  possible  the  number  of  units 
which  would  have  been  found  pre.'ent  by 
a  careful  estimate  made  on  the  specified 
date  with  the  object  of  determining  100 
percent  of  the  quantity  of  timber  which 
the  area  would  have  produced  on  that 
date  if  all  of  the  merchantable  timber 
had  been  cut  and  utilized  in  accordance 
with  the  standards  of  utilization  prevail¬ 
ing  in  that  region  at  that  time.  If  sub¬ 
sequently  during  the  ownership  of  the 
taxpayer  making  the  return,  as  the  result 
of  the  growth  of  the  timber,  of  changes 
in  standards  of  utilization,  of  losses  not 
otherwise  accounted  for,  of  abandon¬ 
ment  of  timber,  or  of  operations  or  de¬ 
velopment  work,  it  is  ascertained  either 
by  the  taxpayer  or  the  Commissioner 
that  there  remain  on  the  ground,  avail¬ 
able  for  utilization,  more  or  less  units 
of  timber  than  remain  in  the  timber  ac¬ 
count  or  accounts  on  the  basis  of  the 
original  estimate,  then  the  original  esti¬ 
mate  (but  not  the  basis  for  depletion) 
shall  be  revised  and  the  annual  depletion 
allowance  with  respect  to  the  property 
for  subsequent  taxable  years  shall  be 
based  upon  the  revised  estimate. 
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g  39.23  (m)-27  Aggregating  timber 
and  land  for  purposes  of  valuation  and 
accounting,  (a)  With  a  view  to  logical 
and  reasonable  valuation  of  timber,  the 
taxpayer  shall  include  his  timber  in  one 
or  more  accounts.  In  general,  each  such 
account  shall  include  all  of  the  tax¬ 
payer’s  timber  which  is  located  in  one 
"block,”  a  block  being  an  operation  unit 
which  includes  all  of  the  taxpayer’s  tim¬ 
ber  which  would  logically  go  to  a  single 
given  point  of  manufacture.  In  those 
cases  in  which  the  point  of  manufacture 
is  at  a  considerable  distance,  or  in  which 
the  logs  or  other  products  will  probably 
be  sold  in  a  log  or  other  market,  the  block 
may  be  a  logging  unit  which  includes  all 
of  the  taxpayer’s  timber  which  would 
logically  be  removed  by  a  single  logging 
development.  In  exceptional  cases,  pro¬ 
vided  there  are  good  and  substantial  rea¬ 
sons.  and  subject  to  approval  or  revision 
by  the  Commissioner  on  audit,  the  tax¬ 
payer  may  divide  the  timber  in  a  given 
block  into  two  or  more  accounts,  e.  g., 
timber  owned  on  February  28,  1913,  and 
that  purchased  subsequently  may  be  kept 
in  separate  accounts,  or  timber  owned 
on  February  28, 1913,  and  the  timber  pur¬ 
chased  since  that  date  in  several  distinct 
transactions  may  be  kept  in  several  dis¬ 
tinct  accounts,  or  individual  tree  species 
or  groups  of  tree  species  may  be  carried 
in  distinct  accounts,  or  special  timber 
products  may  be  carried  in  distinct  ac¬ 
counts,  or  blocks  may  be  divided  into  two 
or  more  accounts  based  on  the  character 
of  the  timber  or  its  accessibility,  or  scat¬ 
tered  tracts  may  be  included  in  separate 
accounts.  If  such  a  division  is  made,  a 
proper  portion  of  the  total  value  or  cost, 
as  the  case  may  be,  shall  be  allocated  to 
each  account. 

(b)  The  timber  accounts  mentioned 
in  paragraph  (a)  of  this  section  shall 
not  include  any  part  of  the  value  or  cost, 
as  the  case  may  be,  of  the  land.  In  a 
manner  similar  to  that  prescribed  in  par- 
apaph  fa)  of  this  section,  the  land  in  a 
given  "block”  may  be  carried  in  a  single 

j  land  account  or  may  be  divided  into  two 
I  or  more  accounts  on  the  basis  of  its 
character  or  accessibility.  When  such  a 
division  is  made,  a  proper  portion  of  the 
total  value  or  cost,  as  the  case  may  be, 
shall  be  allocated  to  each  account. 

(c)  The  total  value  or  total  cost,  as  the 
case  may  be,  of  land  and  timber  shall  be 
puitably  allocated  to  the  timber  and 
land  accounts,  respectively. 

(d)  Each  of  the  several  land  and  tim- 
oer  accounts  carried  on  the  books  of  the 
taxpayer  shall  be  definitely  described  as 
to  their  location  on  the  ground  either  by 
®aps  or  by  legal  descriptions. 

(e)  For  good  and  substantial  reasons 
satisfactory  to  the  Commissoner,  or  as 
J^uired  by  the  Commissioner,  the  tim- 

or  the  land  accounts  may  be  read¬ 
justed  by  dividing  individual  accounts, 
oy  combining  two  or  more  accounts,  or  by 
mviding  and  recombining  accounts. 

5  39.23  (m)-28  Timber  depletion  and 
'^Vreciation  accounts  on  books,  (a)  Ev- 

taxpayer  claiming  or  expecting  to 
aim  a  deduction  for  depletion  or  depre- 
^tion  of  timber  property  (including 
Piants,  improvements,  and  equipment 
iised  in  connection  therewith)  shall  keep 


accurate  ledger  accounts  in  which  shall 
be  recorded  the  cost  or  other  basis  pro¬ 
vided  by  section  113  (a),  as  the  case  may 
be,  of  the  property,  and  the  plants,  im¬ 
provements,  and  equipment,  together 
with  subsequent  allowable  capital  addi¬ 
tions  to  each  account  and  all  of  the  other 
adjustments  provided  by  section  113  (b) 
and  §§  39.113  (a)  (14)-1  and  39.113  (b) 
(1)-1  to  39.113  (b)  (4)-l,  inclusive. 

(b)  In  such  accounts  there  shall  be  set 
up  separately  the  quantity  of  timber,  the 
quantity  of  land,  and  the  quantity  of 
other  resources,  if  any,  and  a  proper  part 
of  the  total  cost  or  value  shall  be  allo¬ 
cated  to  each,  (See  §  39.23  (m)-27.) 
These  accounts  shall  be  credited  with 
the  amount  of  the  depreciation  and  de¬ 
pletion  deductions  computed  in  accord¬ 
ance  with  §  39.23  (m)-20  each  year,  or 
the  amount  of  the  depreciation  and  de¬ 
pletion  shall  be  credited  to  depreciation 
and  depletion  reserve  accounts,  to  the 
end  that  w'hen  the  sum  of  the  credits 
for  depreciation  and  depletion  equals 
the  cost  or  other  basis  of  the  property, 
plus  subsequent  allowable  capital  addi¬ 
tions,  no  further  deduction  for  deprecia¬ 
tion  and  depletion  will  be  allowed. 

§  39.23  (n)-(o)  Statutory  provisions; 
deductions  from  gross  income;  cross 
reference;  charitable  and  other  contri¬ 
butions. 

Sec.  23.  Deductions  from  gross  income.  In 
computing  net  Income  there  shall  be  allowed 
as  deductions:  •  •  • 

(n)  Basis  for  depreciation  and  depletion. 
The  basis  upon  which  depletion,  exhaustion, 
wear  and  tear,  and  obsolescence  are  to  be 
allowed  in  respect  of  any  property  shall  be 
as  provided  in  section  114. 

(o)  Charitable  and  other  contributions. 
In  the  case  of  an  individual,  contributions 
or  gifts  payment  of  which  is  made  within 
the  taxable  year  to  or  for  the  use  of: 

(1)  The  United  States,  any  State,  Terri¬ 
tory,  or  any  political  subdivision  thereof  or 
the  District  of  Columbia,  or  any  possession  of 
the  United  States,  for  exclusively  public 
purposes; 

(2)  A  corporation,  trust  or  community 
chest,  fund,  or  foundation,  created  or  or¬ 
ganized  in  the  United  States  or  in  any  pos¬ 
session  thereof  or  under  the  law  of  the 
United  States  or  of  any  State  or  Territory  or 
of  any  possession  of  the  United  States,  organ¬ 
ized  and  operated  exclusively  for  religious, 
charitable,  scientific,  literary,  or  educational 
purposes,  or  for  the  prevention  of  cruelty  to 
children  or  animals,  no  part  of  the  net  earn¬ 
ings  of  which  inures  to  the  benefit  of  any 
private  shareholder  or  individual,  and  no 
substantial  part  of  the  activities  of  which  Is 
carrying  on  propaganda,  or  otherwise  at¬ 
tempting.  to  influence  legislation.  For  dis¬ 
allowance  of  certain  charitable,  etc.,  deduc¬ 
tions  otherwise  allowable  under  this  para¬ 
graph,  see  sections  3813  and  162  (g)  (2); 

(3)  The  special  fund  for  vocational  reha¬ 
bilitation  authorized  by  section  12  of  the 
World  War  Veterans’  Act,  1924,  43  Stat.  611 
(U.  S.  C.,  Title  38,  sec.  440); 

(4)  Posts  or  organizations  of  war  veterans, 
or  auxiliary  units  or  societies  of  any  such 
posts  or  organizations,  if  such  posts,  organ¬ 
izations,  units,  or  societies  are  organized  in 
the  United  States  or  any  of  its  possessions, 
and  if  no  part  of  their  net  earnings  Inures  to 
the  benefit  of  any  private  shareholder  or 
individual; 

(5)  A  domestic  fraternal  society,  order,  or 
association,  operating  under  the  lodge  sys¬ 
tem.  but  only  if  such  contributions  or  gifts 
are  to  be  used  exclusively  for  religious,  char¬ 


itable.  scientific,  literary,  or  educational  pur¬ 
poses,  or  for  the  prevention  of  cruelty  to 
children  or  animals;  or 

(6)  The  United  Nations,  •  •  •  [Not  ap¬ 
plicable.] 

to  an  amount  which  in  all  the  above  cases 
combined  does  not  exceed  20  per  centum  of 
the  taxpayer’s  adjusted  gross  Income.  Such 
contributions  or  gifts  shall  be  allowable  as 
deductions  only  if  verified  under  rules  and 
regulations  prescribed  by  the  Commissioner, 
with  the  approval  of  the  Secretary. 

For  unlimited  deductions  if  contributions 
and  gifts  exceed  90  per  centum  of  the  net 
income,  see  section  120. 

(Sec.  23  (o)  as  amended  by  sec.  224  (a), 
Rev.  Act  1939;  sec.  127  (c).  Rev.  Act  1942; 
sec.  8  (b).  Individual  Income  Tax  Act  1944; 
sec.  1,  Pub.  Law  7  (80th  Cong.);  sec.  332  (a) 
Rev.  Act  1950;  sec.  4  (a).  Pub.  Law  465  (82d 
Cong.)  1 

Sec.  11.  Denial  of  Tax  Deductions  and  Ex¬ 
emptions  [Internal  Security  Act  of  1950). 
(a)  Notwithstanding  any  other  provision  of 
law,  no  deduction  for  Federal  income-tax 
purposes  shall  be  allowed  in  the  case  of  a 
contrlbutldn  to  or  for  the  use  of  any  organ¬ 
ization  if  at  the  time  of  the  making  of  such 
contribution  (1)  such  organization  is  regis¬ 
tered  under  section  7,  or  (2)  there  is  in  effect 
a  final  order  of  the  Board  (the  Subversive 
Activities  Control  Board]  requiring  such  or¬ 
ganization  to  register  under  section  7.  •  •  • 

§  39.23  (o)-l  Contributions  or  gifts 
by  individuals,  (a)  A  deduction  is  al¬ 
lowable  under  section  23  (o)  only  with 
respect  to  contributions  or  gifts  which 
are  actually  paid  during  the  taxable  year, 
regardless  of  when  pledged  and  regard¬ 
less  of  the  method  of  accounting  em¬ 
ployed  by  the  taxpayer  in  keeping  his 
books  and  records.  A  contribution  or 
gift  to  an  organization  described  in  sec¬ 
tion  23  (o)  is  deductible  even  though 
some  portion  of  the  funds  of  such  or¬ 
ganization  is  or  may  be  used  in  foreign 
countries  for  charitable  and  educational 
purposes.  This  section  does  not  apply 
to  contributions  or  gifts  by  estates  and 
trusts  (see  section  162).  For  disallow¬ 
ance  of  certain  charitable  deductions 
otherwise  allowable  under  section  23  (o) 
(2),  see  sections  3813  and  162  (g)  (2) 
and  the  regulations  promulgated  pur¬ 
suant  thereto. 

(b)  A  contribution  or  gift  to  the 
United  States,  any  State,  Territory,  or 
any  political  subdivision  thereof,  or  the 
District  of  Columbia,  or  any  possession 
of  the  United  States,  exclusively  for 
public  purposes,  is  deductible. 

(c)  No  deduction  is  allowed  in  com¬ 
puting  the  net  income  of  a  common  trust 
fund  or  a  partnership  for  contributions 
or  gifts  made  to  organizations  described 
in  section  23  (o).  See  sections  169  and 
183.  However,  a  partner’s  proportionate 
share  of  contributions  or  gifts  actually 
paid  by  a  partnership  during  its  taxable 
year  to  such  organizations  may  be  al¬ 
lowed  as  a  deduction  in  his  individual 
personal  return  for  his  taxable  year  with 
or  within  which  the  taxable  year  of  the 
partnership  ends,  to  an  amount  which, 
when  added  to  the  amount  of  contribu¬ 
tions  made  by  the  partner  individually 
and  claimed  as  a  deduction,  is  not  in  ex¬ 
cess  of  20  percent  of  his  adjusted  gross 
income.  In  the  case  of  a  nonresident 
alien  individual  or  a  citizen  of  the  United 
States  entitled  to  the  benefits  of  section 
251,  see  sections  213  (c).  220.  and  251. 
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For  contributions  or  gifts  by  corpora¬ 
tions,  see  §  39.23  (q)-l. 

(d)  In  the  case  of  husband  and  wife 
making  a  joint  return,  the  deduction 
for  contributions  or  gifts  is  the  aggre¬ 
gate  of  such  contributions  or  gifts  made 
by  the  spouses,  and  is  limited  to  20  per¬ 
cent  of  the  aggregate  adjusted  gross  in¬ 
come  of  the  spouses. 

(e)  A  donation  made  by  an  individual 
to  an  organization  other  than  one  re¬ 
ferred  to  in  section  23  (o)  which  bears  a 
direct  relationship  to  his  business  and  is 
made  with  a  reasonable  expectation  of  a 
financial  return  commensurate  with  the 
amount  of  the  donation  may  constitute 
an  allowable  deduction  as  business  ex¬ 
pense. 

(f)  Sums  of  money  expended  for 
lobbying  purposes,  the  promotion  or  de¬ 
feat  of  legislation,  the  exploitation  of 
propaganda,  including  advertising  other 
than  trade  advertising,  and  contribu¬ 
tions  for  campaign  expenses,  are  not  de¬ 
ductible  from  gross  income. 

(g)  If  the  contribution  or  gift  is  other 
than  money,  the  basis  for  calculation  of 
the  amount  thereof  shall  be  the  fair 
market  value  of  the  property  at  the  time 
of  the  contribution  or  gift. 

(h)  In  connecion  with  claims  for  de¬ 
duction  under  section  23  (o).  there  shall 
be  stated  in  returns  of  income  the  name 
and  address  of  each  organization  to 
which  a  contribution  or  gift  was  made 
and  the  amount  and  the  approximate 
date  of  the  actual  payment  of  the  con¬ 
tribution  or  gift  in  each  case.  Claims 
for  deductions  under  section  23  <o)  must 
be  substantiated,  when  required  by  the 
Commissioner,  by  a  statement  from  the 
organization  to  which  the  contribution 
or  gift  was  made  showing  whether  the 
organization  is  a  domestic  organization, 
the  name  and  address  of  the  contributor 
or  donor,  the  amount  of  the  contribu¬ 
tion  or  gift  and  the  date  of  the  actual 
payment  thereof,  and  by  such  other  in¬ 
formation  as  the  Commissioner  may 
deem  necessary. 

(i)  For  unlimited  deduction  if  con¬ 
tributions  or  gifts  and  taxes  in  the  tax¬ 
able  year  and  in  each  of  the  10  preceding 
taxable  years  exceed  90  percent  of  the 
taxpayer’s  net  income,  see  section  120. 

§  39.23  (p)  Statutory  provisions;  de¬ 
ductions  from  gross  income;  contribu¬ 
tions  of  an  employer  to  an  employees’ 
trust  or  annuity  plan  and  compensation 
under  a  deferred-payment  plan. 

Sec.  23.  Deductions  from  gross  income.  In 
computing  net  Income  there  shall  be  al¬ 
lowed  as  deductions:  •  •  • 

(p)  Contributions  of  an  Employer  to  an 
Empi^ees’  Trust  or  Annuity  Plan  and  Com¬ 
pensation  Under  a  Deferred-Payment  Plan. 
(1)  General  rule.  If  contributions  are  paid 
by  an  employer  to  or  under  a  stock  bonus, 
pension,  profit-sharing,  or  annuity  plan,  or 
if  compen.satlon  is  paid  or  accrued  on  ac¬ 
count  of  any  employee  under  a  plan  deferring 
the  receipt  of  such  compensation,  such  con¬ 
tributions  or  compensation  shall  not  be  de¬ 
ductible  under  subsection  (a)  but  shall  be 
deductible.  If  deductible  under  subsection 
(a)  without  regard  to  this  subsection,  under 
this  subsection  but  only  to  the  following 
extent: 

(A)  In  the  taxable  year  when  paid.  If  the 
contributions  are  paid  into  a  pension  trust, 
and  if  such  taxable  year  ends  within  or  with 


a  taxable  year  of  the  trmt  for  which  the 
trust  is  exempt  under  section  165  (a),  in  an 
amount  determined  as  follows : 

(i)  An  amount  not  in  excess  of  5  per 
centum  of  the  compensation  otherwise  paid 
or  accrued  during  the  taxable  year  to  all  the 
employees  under  the  trust,  but  such  amount 
may  be  reduced  for  future  years  if  found  by 
the  Commissioner  upKjn  periodical  examina¬ 
tions  at  not  less  than  five-year  Intervals  to 
be  more  than  the  amount  reasonably  neces¬ 
sary  to  provide  the  remaining  unfunded  cost 
of  past  and  current  service  credits  of  all 
employees  under  the  plan,  plus 

(11)  Any  excess  over  the  amount  allowable 
under  clause  (!)  necessary  to  provide  with 
respect  to  all  of  the  employees  under  the 
trust  the  remaining  unfunded  cost  of  their 
past  and  current  service  credits  distributed 
as  a  level  amount,  or  a  level  percentage  of 
compensation,  over  the  remaining  future 
service  of  each  such  employee,  as  determined 
under  regulations  prescribed  by  the  Com¬ 
missioner  with  the  approval  of  the  Secretary, 
but  if  such  remaining  unfunded  cost  with 
respect  to  any  three  individuals  Is  more  than 
50  per  centum  of  such  remaining  unfunded 
cost,  the  amount  of  such  unfunded  cost 
attributable  to  such  individuals  shall  be 
distributed  over  a  period  of  at  least  5  tax¬ 
able  years,  or 

(Hi)  In  lieu  of  the  amounts  allowable 
under  (1)  and  (li)  above,  an  amount  equal 
to  the  normal  cost  of  the  plan,  as  determined 
under  regulations  prescribed  by  the  Commis¬ 
sioner  with  the  approval  of  the  Secretary, 
plus,  if  past  service  or  other  supplementary 
pension  or  annuity  credits  are  provided  by 
the  plan,  an  amount  not  in  excess  of  10 
per  centum  of  the  cost  which  would  be  re¬ 
quired  to  completely  fund  or  purchase  such 
pension  or  annuity  credits  as  qf  the  date 
when  they  are  included  In  the  plan,  as  de¬ 
termined  under  regulations  prescribed  by 
the  Commissioner  with  the  approval  of  the 
Secretary,  except  that  in  no  case  shall  a 
deduction  be  allowed  for  any  amount  (other 
than  the  normal  cost)  paid  In  after  such 
pension  or  annuity  credits  are  completely 
funded  or  purchased, 

(Iv)  Any  amount  paid  in  a  taxable  year 
in  excess  of  the  amount  deductible  In  such 
year  under  the  foregoing  limitations  shall 
be  deductible  In  the  succeeding  taxable  years 
in  order  of  time  to  the  extent  of  the  differ¬ 
ence  between  the  amount  paid  and  deduct¬ 
ible  in  each  such  succeeding  year  and  the 
maxim^lm  amount  deductible  for  such  year 
in  accordance  with  the  foregoing  limitations. 

(B)  In  the  taxable  year  when  paid.  In  an 
amount  determined  In  accordance  with  sub- 
paragraph  (A)  of  this  paragraph.  If  the  con¬ 
tributions  are  paid  toward  the  purchase  of 
retirement  annuities  and  such  purchase  is 
a  part  of  a  plan  which  meets  the  require¬ 
ments  of  section  165  (a),  (3),  (4),  (5),  and 
(6),  and  if  refunds  of  premiums,  if  any,  are 
applied  within  the  current  taxable  year  or 
next  succeeding  taxable  year  towards  the 
purchase  of  such  retirement  annuities. 

(C)  In  the  taxable  year  when  paid.  If  the 
contributions  are  paid  Into  a  stock  bonus 
or  profit-sharing  trust,  and  If  such  taxable 
year  ends  within  or  with  a  taxable  year  of 
the  trust  with  respect  to  which  the  trust 
is  exempt  under  section  165  (a),  in  an 
amount  not  in  excess  of  15  per  centum  of 
the  compensation  otherwise  paid  or  accrued 
during  the  taxable  year  to  all  employees  un¬ 
der  the  stock  bonus  or  profit-sharing  plan. 
If  In  any  taxable  year  loginning  after  De¬ 
cember  31,  1941,  there  Is  paid  Into  the  trust, 
or  a  similar  trust  then  in  effect,  amounts  less 
than  the  amounts  deductible  under  the  pre¬ 
ceding  sentence,  the  excess,  or  if  no  amount 
is  paid,  the  amounts  deductible,  shall  be 
carried  forward  and  be  deductible  when  paid 
in  the  succeeding  taxable  years  in  order  of 
time,  but  the  amount  so  deductible  under 
this  sentence  in  any  such  succeeding  taxable 


year  shall  not  exceed  15  per  centum  of  the 
compensation  otherwise  paid  or  accrued  dur¬ 
ing  such  succeeding  taxable  year  to  the  bene- 
fleiaries  under  the  plan.  In  addition,  any 
amount  paid  into  the  trust  in  a  taxable  year 
beginning  after  December  31,  1941,  In  excess 
of  the  amount  allowable  with  respect  to 
such  year  under  the  preceding  provisions  of 
this  subparagraph  shall  be  deductible  In  the 
succeeding  taxable  years  in  order  of  time, 
but  the  amounts  so  deductible  under  this 
sentence  in  any  one  such  succeeding  taxable 
year  together  with  the  amount  allowable 
under  the  first  sentence  of  this  subparagraph 
shall  not  exceed  15  per  centum  of  the  com¬ 
pensation  otherwise  paid  or  accrued  during 
such  taxable  year  to  the  beneficiaries  under 
the  plan.  The  term  “stock  bonus  or  profit- 
sharing  trust’’,  as  used  In  this  subparagraph, 
shall  not  Include  any  trust  designed  to  pro¬ 
vide  benefits  upon  retirement  and  covering  a 
period  of  years.  If  under  the  plan  the 
amounts  to  be  contributed  by  the  employer 
can  be  determlnec.  actuarially  as  provided  in 
subparagraph  (A).  If  the  contributions  are 
made  to  two  or  more  stock  bonus  or  profit- 
sharing  trusts,  such  trusts  shall  be  consid¬ 
ered  a  single  trust  for  the  purposes  of  apply¬ 
ing  the  11m  atlons  In  this  subparagraph. 

(D)  In  the  taxable  year  when  paid.  If  the 
plan  is  not  one  Included  In  paragraphs  (A), 
(B),  or  (C),  If  the  employees’  rights  to  or  de¬ 
rived  from  such  employer’s  contribution  or 
such  compensation  are  nonforfeitable  at  the 
time  the  contribution  or  compensation  Is 
paid. 

(E)  For  the  purposes  of  subparagraphs 
(A),  (B),  and  (C),  a  taxpayer  on  the  accrual 
basis  shall  be  deemed  to  have  made  a  pay¬ 
ment  on  the  last  day  of  the  year  of  accrual 
If  the  payment  is  on  account  of  such  taxable 
year  and  is  made  within  sixty  days  after  the 
close  of  the  taxable  year  of  accrual. 

(P)  If  amounts  are  deductible  under  sub- 
paragraphs  (A)  and  (C),  or  (B)  and  (C),or 
(A),  (B),  a-'d  (C),  in  connection  with  two 
or  more  trusts,  or  one  or  more  trusts  and  an 
annuity  plan,  the  total  amount  deductible  In 
a  taxable  year  under  such  trusts  and  plans 
shall  not  exceed  25  per  centum  of  the  com¬ 
pensation  otherwise  paid  or  accrued  during 
the  taxable  year  to  the  persons  who  are  the 
beneficiaries  of  the  trusts  or  plans.  In  ad¬ 
dition,  any  amount  paid  Into  such  trust  or 
under  such  annuity  plans  In  a  taxable  year 
beginning  after  December  31,  1941,  In  excess 
of  the  amount  allowable  with  respect  to  such 
year  under  the  preceding  provisions  of  this 
subparagraph  shall  be  deductible  In  the  suc¬ 
ceeding  taxable  years  in  order  of  time,  but 
the  amount  so  deductible  under  this  sen¬ 
tence  In  any  one  such  succeeding  taxable 
year  together  with  the  amount  allowable  un¬ 
der  the  first  sentence  of  this  subparagraph 
shall  not  exceed  30  per  centum  of  the  com¬ 
pensation  otherwise  paid  or  accrued  during 
such  taxable  years  to  the  beneficiaries  under 
the  trusts  or  plans.  This  subparagraph 
shall  not  have  the  effect  of  reducing  the 
amount  otherwise  deductible  under  subpara¬ 
graphs  (A),  (B),  and  (C),  If  no  employee  la 
a  beneficiary  under  more  than  one  trust,  or 
a  trust  and  an  annuity  plan. 

If  there  Is  no  plan  but  a  method  of  employer 
contributions  or  compensation  has  the  effect 
of  a  stock  bonus,  pension,  profit-sharing,  or 
annuity  plan,  or  similar  plan  deferring  the 
receipt  of  compensation,  this  paragraph  shall 
apply  as  If  there  were  such  a  plan. 

(2)  Deductions  under  prior  income  tot 
acts.  •  •  •  (Not  applicable.) 

[Sec.  23  (p)  as  amended  by  sec.  162 
Act  1942;  sec.  202,  Pub.  Law  291 
Cong.)  1 

§  39.23  (p)  -1  Contributions  of  an  m* 
ployer  to  an  employees’  trust  or  annut  y 
plan  and  compensation  under  a  deferre 
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payment  plan;  in  general,  (a)  Section 
23  (p)  prescribes  limitations  upon  deduc¬ 
tions  for  amounts  contributed  by  an  em¬ 
ployer  under  a  pension,  annuity,  stock 
bonus,  or  profit-sharing  plan,  or  under 
any  plan  of  deferred  compensation.  It 
is  immaterial  whether  the  plan  covers 
present  employees  only,  or  present  and 
former  employees,  or  only  former  em¬ 
ployees.  As  to  inclusion  of  full-time  life 
insurance  salesmen  within  the  class  of 
persons  considered  to  be  employees,  see 
section  3797  (a)  (20).  Section  23  (p) 
does  not  apply  to  a  plan  which  does  not 
defer  the  receipt  of  compensation.  Nor 
does  section  23  (p)  apply  to  deductions 
for  contributions  under  a  plan  w’hich  is 
primarily  a  dismissal  w’age,  or  unemploy¬ 
ment  benefit  plan  or  a  sickness,  accident, 
hospitalization,  medical  expense,  recre¬ 
ational,  welfare,  or  similar  benefit  plan, 
ora  combination  thereof.  Section  23  (p) 
is,  however,  applicable  to  all  contribu¬ 
tions  (including  contributions  to  provide 
incidental  benefits  such  as  life  insurance 
protection)  under  a  stock  bonus,  pension, 
profit-sharing,  or  annuity  plan,  whether 
or  not  the  employees’  rights  in  such  con¬ 
tributions  are  nonforfeitable,  but  deduc¬ 
tions  under  section  23  (p)  are  subject  to 
conditions  and  limitations  under  section 
23  (a)  as  well  as  those  particularly  pro¬ 
vided  in  section  23  (p) . 

(b)  In  order  to  be  deductible  under 
section  23  (p) ,  contributions  must  be  ex¬ 
penses  which  would  be  deductible  under 
section  23  (a)  if  it  were  not  for  the  pro¬ 
vision  in  section  23  (p)  (1)  that  they  are 
deductible,  if  at  all,  only  under  section 
23  (p).  Contributions  may  therefore  be 
deducted  under  section  23  (p)  only  to  the 
extent  that  they  are  ordinary  and  neces¬ 
sary  expenses  during  the  taxable  year  in 
carrying  on  trade  or  business  and  are 
compensation  for  personal  services  actu¬ 
ally  rendered.  In  no  case  is  a  deduc¬ 
tion  allowable  under  section  23  (p)  for 
the  amount  of  any  contribution  for  the 
benefit  cf  an  employee  in  excess  of  the 
amount  which,  together  with  other  de¬ 
ductions  allowed  for  compensation  for 
such  employee’s  services,  constitutes  a 
reasonable  allowance  for  compensation 
tor  the  services  actually  rendered.  What 
constitutes  a  reasonable  allowance  de¬ 
pends  upon  the  facts  in  the  particular 
case.  Among  the  elements  to  be  con¬ 
sidered  in  determining  this  are  the  per¬ 
sonal  services  actually  rendered  in  prior 
years  as  well  as  the  current  year  and  all 
compensation  and  contributions  paid  to 
or  for  such  employee  in  prior  years  as 
*■611  ^  in  the  current  year.  'Thus,  a 
conhibution  which  is  in  the  nature  of 
^ditional  compensation  for  services  per¬ 
formed  in  prior  years  may  be  deductible, 
even  if  the  total  of  such  contributions 
and  other  compensation  for  the  current 
year  would  be  in  excess  of  reasonable 
compensation  for  services  performed  in 
fhe  current  year,  provided  that  such  total 
plus  all  compensation  and  contributions 
Paid  to  or  for  such  employee  in  prior 
years  represents  a  reasonable  allowance 
for  all  services  rendered  by  the  employee 
^  the  end  of  the  current  year.  A  con¬ 
tribution  under  a  plan  which  is  primarily 
for  the  benefit  of  shareholders  of  the  em¬ 
ployer  is  not  deductible.  Such  a  contri- 
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button  may  constitute  a  dividend  within 
the  meaning  of  section  115  (a) .  See  also 
§§  39.23  (a)-6  and  39.23  (a)-8.  In  ad¬ 
dition  to  the  limitations  referred  to 
above,  deductions  under  section  23  (p) 
are  also  subject  to  further  conditions  and 
limitations  particularly  provided  therein. 

(c)  Section  23  (p)  is  not  confined  to 
formal  stock  bonus,  pension,  profit- 
sharing,  and  annuity  plans,  or  deferred 
compensation  plans,  but  it  includes  any 
method  of  contributions  or  compensa¬ 
tion  having  the  effect  of  a  stock  bonus, 
r>ension,  profit-sharing,  or  annuity  plan, 
or  similar  plan  deferring  the  receipt  of 
compensation.  Thus,  where  a  corpora¬ 
tion  pays  pensions  to  such  of  its  retired 
employees  and  in  such  amounts  as  may 
be  determined  from  time  to  time  by  the 
board  of  directors  or  responsible  offi¬ 
cers  of  the  company,  or  where  a  corpo¬ 
ration  is  under  an  obligation,  whether 
funded  or  unfunded,  to  pay  a  pension  or 
other  deferred  compensation  to  an  em¬ 
ployee,  there  is  a  method  having  the  ef¬ 
fect  of  a  plan  deferring  the  receipt  of 
compensation  for  which  deductions  are 
governed  by  section  23  (p).  If  an  em¬ 
ployer  on  the  accrual  basis  defers  pay¬ 
ing  any  compensation  to  an  employee 
until  a  later  year  or  years  under  an  ar¬ 
rangement  having  the  effect  of  a  stock 
bonus,  pension,^ profit-sharing,  or  an¬ 
nuity  plan,  or  similar  plan  deferring  the 
receipt  of  compensation,  he  shall  not  be 
allowed  a  deduction  until  the  year  in 
which  the  compensation  is  paid.  This 
provision  is  not  intended  to  cover  the 
case  where  an  employer  on  the  accrual 
basis  defers  payment  of  compensation 
after  the  year  of  accrual  merely  because 
of  inability  to  pay  such  compensation  in 
the  year  of  accrual,  as,  for  example, 
where  the  funds  of  the  company  are  not 
sufficient  to  enable  payment  of  the  com¬ 
pensation  without  jeopardizing  the  solv¬ 
ency  of  the  company,  or  w’here  the 
liability  accrues  in  the  earlier  year,  but 
the  amount  payable  cannot  be  exactly 
determined  until  the  later  year. 

(d)  Deductions  under  section  23  (p) 
are  generally  allowable  only  for  the  year 
for  which  the  contribution  or  compen¬ 
sation  is  paid,  regardless  of  the  fact  that 
the  taxpayer  may  make  his  return  on 
the  accrual  basis.  Exceptions  are  made 
in  the  case  of  overpayments  as  provided 
in  subparagraphs  (A),  (C),  and  (F)  of 
section  23  (p)  (1),  and,  as  provided  by 
section  23  (p)  (1)  (E),  in  the  case  of 
payments  made  by  a  taxpayer  on  the 
accrual  basis  within  60  days  after  the 
close  of  the  taxable  year  of  accrual. 
This  latter  provision  is  intended  to  per¬ 
mit  a  taxpayer  on  the  accrual  basis 
to  deduct  such  accrued  contribution  or 
compensation,  provided  payment  is  actu¬ 
ally  made  within  60  days  after  the  close 
of  the  year  of  accrual. 

§  39.23  (p)-2  Information  to  he  fur~ 
nished  by  employer  claiming  deductions. 
(a)  If  a  deduction  from  gross  income  is 
claimed  under  section  23  (p)  (1)  (A), 
(B),  (C),  or  (P),  the  employer,  except 
as  otherwise  provided  in  paragraph  (b) 
of  this  section,  must  file  the  following 
information  for  each  plan  Involved  to 
establish  that  it  meets  the  requirements 
of  section  165  (a)  or  23  (p)  (1)  (B),  and 
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that  the  deductions  claimed  do  not  ex¬ 
ceed  the  amount  allowable  under  ’Sub- 
paragraphs  (A),  (B),  (C),  and  (F)  of 
section  23  (p)  (1),  as  the  case  may  be: 

(1)  Verified  copies  of  all  the  instru¬ 
ments  constituting  or  evidencing  the 
plan,  including  trust  indentures,  group 
annuity  contracts,  specimen  copy  of  each 
type  of  individual  contract,  and  speci¬ 
men  copy  of  formal  announcement  and 
comprehensive  detailed  description  to 
employees,  with  all  amendments  to  any 
such  instruments. 

(2)  A  statement  describing  the  plan 
which  identifies  it  and  w^hich  sets  forth 
the  name  or  names  of  the  employers,  the 
effective  date  of  the  plan  and  of  any 
amendments  thereto,  the  method  of  dis¬ 
tribution  or  of  disbursing  benefits 
(whether  by  trustee,  insurance  company, 
or  otherwise),  the  dates  when  the  in¬ 
struments  or  amendments  were  executed, 
the  date  of  formal  announcement  and 
the  dates  when  comprehensive  detailed 
description  of  the  plan  and  of  each 
amendment  thereto  were  made  available 
to  employees  generally,  the  dates  when 
the  plan  and  when  the  trust  or  the  con¬ 
tract  evidencing  the  plan  and  of  any 
amendments  thereto  were  put  into  effect 
so  that  contributions  thereunder  were 
irrevocable  and  a  summary  of  the  pro¬ 
visions  and  rules  relating  to — 

(i)  Employee  eligibility  requirements 
for  participation  in  the  plan, 

(ii)  Employee  contributions, 

(iii)  Employer  contributions, 

(iv)  The  basis  or  formula  for  deter¬ 
mining  the  amount  of  each  type  of  bene¬ 
fit  and  the  requirements  for  obtaining 
such  benefits  and  the  vesting  conditions, 

(V)  The  medium  of  funding  (e.  g., 
self-insured,  unit  purchase  group  an¬ 
nuity  contract,  individual  level  annual 
premium  retirement  endowment  insur¬ 
ance  contracts,  etc.)  and,  if  not  wholly 
insured,  the  medium  of  contributions 
and  the  kind  of  investments,  and 

(vi)  The  discontinuance  or  modifica¬ 
tion  of  the  plan  and  distributions  or 
benefit  payments  upon  liquidation  or 
termination. 

(3)  A  tabulation  in  columnar  form 
showing  the  information  specified  below 
with  respect  to  each  of  the  25  highest 
paid  employees  covered  by  the  plan  in 
the  taxable  year,  listed  in  order  of  their 
no ndef erred  compensation  (where  there 
are  several  plans  of  deferred  compensa¬ 
tion,  the  information  for  each  of  the 
plans  may  be  shown  on  a  single  tabula¬ 
tion  without  repetition  of  the  informa¬ 
tion  common  to  the  several  plans) : 

(i)  Name. 

(ii)  Whether  an  officer. 

(iii)  Percentage  of  eac’a  cla.ss  of  stock 
owned  directly  or  indirectly  by  the  em¬ 
ployee  or  members  of  his  family. 

(iv)  Whether  the  principal  duties  con¬ 
sist  in  supervising  the  work  of  other 
employees. 

(V)  Year  of  birth. 

(vi)  Length  of  service  for  employer  to 
the  close  of  the  year. 

(vii)  Total  nondef erred  compensation 
paid  or  accrued  during  the  taxable  year 
with  a  breakdown  of  such  compensation 
into  the  following  components: 

(a)  Basic  compensation  and  overtime 
pay. 
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(b>  Other  direct  payments,  such  as 
bonuses  and  commissions, 

(c)  Compensation  paid  other  than  in 
cash,  such  as  goods,  services,  insur¬ 
ance  not  directly  related  to  the  benefits 
or  provided  from  funds  under  the  plan, 
etc. 

(viii)  Amount  allocated  during  the 
year  for  the  benefit  of  the  employee  or 
his  beneficiary  (including  any  insurance 
provided  thereby  or  directly  related 
thereto),  less  the  employee’s  contribu¬ 
tions  during  the  year,  under  each  other 
plan  of  deferred  compensation. 

( ix )  Amount  allocated  during  the  year 
for  the  benefit  of  the  employee  or  his 
beneficiary  (including  any  insurance 
provided  thereby  or  directly  related 
thereto),  less  the  employee’s  contribu¬ 
tions  during  the  year,  under  the  plan. 
If  a  profit-sharing  or  stock  bonus  plan, 
also  a  breakdown  of  such  amounts  into 
the  following  components: 

(a)  Amounts  originally  allocated  in 
the  year,  and 

(b)  Amounts  reallocated  in  the  year. 

(X)  Amounts  of  employee  contribu¬ 
tions  during  the  year  under  the  plan. 

( xi )  If  a  pension  or  annuity  plan, 

(a)  the  retirement  age  and  date  and 
the  form  of  the  retirement  benefit, 

(b)  the  amiual  rate  or  amount  of  the 
retirement  benefit,  and 

(c)  the  aggregate  of  all  of  the  em¬ 
ployee’s  contributions  under  the  plan, 

all  based,  in  the  case  of  an  employee 
who  is  not  on  retirement  benefit  under 
the  plan,  upon  the  assumption  of  his  con¬ 
tinued  employment  at  his  current  rate 
of  compensation  until  his  normal  retire¬ 
ment  age  (or  the  end  of  the  current  year 
if  later)  and  retirement  on  such  date 
with  the  normal  form  of  retirement  bene¬ 
fit  under  the  plan. 

(4)  The  following  totals: 

(i)  Total  nondef erred  compensation 
paid  or  accrued  during  the  taxable  year 
for  all  employees  covered  under  the 
plan  and  also  for  all  employees  of  the 
employer. 

(ii)  Total  amount  allocated  during 
the  year  for  the  benefit  of  employees, 
former  or  retired  employees,  or  their 
beneficiaries  (including  any  insurance 
provided  thereby  or  directly  related 
thereto),  le.ss  employee  contributions 
during  the  year  under  the  plan  and,  if 
a  profit-sharing  or  stock  bonus  plan, 
also  a  breakdown  of  such  total  into  the 
following  components: 

(a )  Amount  originally  allocated  in  the 
year,  and 

(b)  Amount  reallocated  in  the  year. 

(5)  A  schedule  showing  the  total 
number  of  employees  as  of  the  close  of 
the  year  for  each  of  the  following  groups, 
based  on  reasonable  estimates: 

(i)  All  employees  ineligible  for  cover¬ 
age  under  the  plan  because  of  require¬ 
ments  as  to  employment  classification, 
specifying  the  reasons  applicable  to  the 
group  (as.  for  example,  temporary, 
seasonal,  part  time,  hourly  pay  basis, 
etc.). 

(ii)  All  employees  ineligible  for  cover¬ 
age  under  the  plan  because  of  require¬ 
ments  as  to  length  of  service  and  not 
included  in  subdivision  (i)  of  this  sub- 
paragraph. 


(iii)  All  employees  ineligible  for  cover¬ 
age  under  the  plan  because  of  require¬ 
ments  as  to  minimum  age  and  not  in¬ 
cluded  in  subdivision  (i)  or  (ii)  of  this 
subparagraph. 

(iv)  All  employees  ineligible  for  cover¬ 
age  under  the  plan  solely  because  of 
requirements  as  to  minimum  rate  of 
compensation. 

(V)  All  employees  ineligible  for  cover¬ 
age  under  the  plan  other  than  those 
employees  included  in  subdivision  (i), 
(ii),  (iii),  or  (iv)  of  this  subparagraph, 
specifying  the  reasons  applicable  to  the 
group. 

( vi )  All  employees  ineligible  for  cover¬ 
age  under  the  plan  for  any  reasons, 
which  should  be  the  sum  of  subdivi¬ 
sions  (i)  to  (V),  inclusive,  of  this  sub- 
paragraph. 

(vii)  All  employees  eligible  for  cover¬ 
age  but  not  covered  under  the  plan. 

(viii)  All  employees  covered  under  the 
plan. 

(ix)  All  employees  of  the  employer, 
which  should  be  the  sum  of  subdivisions 
(Vi),  (vii),  and  (viii)  of  this  subpara¬ 
graph. 

If  it  is  claimed  that  the  requirements  of 
section  165  (a)  (3)  (A)  are  satisfied, 
also  the  data  and  computations  neces¬ 
sary  to  show  that  such  requirements  are 
satisfied. 

(6)  In  the  case  of  a  trust,  a  detailed 
balance  sheet  and  a  detailed  statement 
of  receipts  and  disbursements  during  the 
year;  in  the  case  of  a  nontrusteed  an¬ 
nuity  plan,  a  detailed  statement  of  the 
names  of  the  insurers,  the  contributions 
paid  by  the  employer  and  by  the  em¬ 
ployees,  and  a  statement  as  to  the 
amounts  and  kinds  of  premium  refunds 
or  similar  credits  made  available  and  the 
disposition  of  such  credits  in  the  year. 

(7)  If  a  pension  or  annuity  plan,  a  de¬ 
tailed  description  of  all  the  methods, 
factors,  and  assumptions  used  in  deter¬ 
mining  costs  and  in  adjusting  the  costs 
for  actual  experience  under  the  plan 
(including  any  loadings,  contingency  re¬ 
serves,  or  special  factors  and  the  basis  of 
any  insured  costs  or  liabilities  involved 
therein)  explaining  their  source  and  ap¬ 
plication  in  sufficient  detail  to  permit 
ready  analysis  and  verification  thereof, 
and,  in  the  case  of  a  trust,  a  detailed  de¬ 
scription  of  the  basis  used  in  valuing  the 
investments  held.  Also  a  summary  of 
the  resulting  costs  or  liabilities  and  ad¬ 
justments  for  the  year  under  the  pension 
or  annuity  plan  in  sufficient  detail  to 
permit  ready  verification  of  the  reason¬ 
ableness  thereof. 

(8)  A  statement  of  the  applicable  lim¬ 
itations  under  section  23  (p)  (1)  (A), 
(B),  (C),  or  (F)  and  an  explanation  of 
the  method  of  determining  such  limita¬ 
tions  and  a  summary  of  the  data  and 
computations  necessary  to  determine  the 
allowable  deductions  for  the  taxable 
year. 

(9)  A  statement  of  the  contributions 
paid  in  the  taxable  year,  showing  the 
date  and  amount  of  each  payment. 
Also  a  summary  of  the  deductions 
claimed  for  the  taxable  year  for  the 
plan  with  a  breakdown  of  the  deduc¬ 
tions  claimed  into  the  following  compo¬ 
nents: 


(i)  Under  section  23  (p)  (1)  for  con¬ 
tributions  paid  in  the  taxable  year  before 
giving  effect  to  the  provisions  of  sub- 
paragraph  (F)  thereof. 

(ii)  Under  section  23  (p)  (1)  for  con¬ 
tributions  paid  in  prior  taxable  years 
beginning  after  December  31,  1941,  in 
accordance  W’ith  the  carry-over  provi¬ 
sions  of  subparagraphs  (A)  and  (C) 
thereof  before  giving  effect  to  the  provi¬ 
sions  of  subparagraph  (F)  thereof. 

(iii)  Any  reductions  or  increases  in 
the  deductions  in  accordance  with  the  ! 
provisions  of  subparagraph  (F)  thereof.  | 

(iv)  Under  section  23  (p)  (2)  for  con¬ 
tributions  paid  to  a  pension  trust  in  a 
taxable  year  beginning  before  January 

1.  1942.  I 

(b)  If  there  is  any  change  in  the  plan,  ! 
instruments,  methods,  factors,  or  as-  ; 
sumptions  upon  which  the  data  and  in-  i 
formation  specified  in  subparagraph  (1),  j 
(2),  or  (7)  of  paragraph  (a)  are  based. 

a  detailed  statement  explaining  the  J 
change  and  its  effect  must  be  filed  with 
the  information  otherwise  required  for 
the  taxable  year  in  w'hich  the  change  is 
put  into  effect  and,  insofar  as  there  is  no  ! 
such  change,  after  the  data  and  infor¬ 
mation  specified  in  those  subparagraphs 
has  been  filed  in  connection  with  a  tax 
return,  unless  otherwise  requested  by  the 
Commissioner,  a  statement  that  there 
is  no  such  change  may  be  filed  in  lieu 
of  repeated  filing  of  the  information. 
After  the  information  specified  in  sub-  i 
paragraph  (3)  of  paragraph  (a)  has  been  i 
filed  for  two  consecutive  years,  unless  | 
otherwise  requested  by  the  Commis¬ 
sioner,  so  long  as  the  plan  and  the  1 
method  and  basis  of  allocations  are  not 
changed,  the  tabulation  need  show  such 
information  only  with  respect  to  em¬ 
ployees  who.  at  any  time  in  the  taxable  i 
year,  own,  directly  or  indirectly,  more 
than  5  percent  of  the  voting  stock,  con¬ 
sidering  stock  so  owned  by  an  individ¬ 
ual's  spouse  or  minor  lineal  descendant 
as  owned  by  the  individual  for  this  pur¬ 
pose, 

(c)  If  a  deduction  is  claimed  under 
section  23  (p)  (^1)  (D)  for  the  taxable 
year,  the  taxpayer  shall  furnish  such 
information  as  is  necessary  to  show  that 
the  deduction  is  not  allowable  under  the 
other  subparagraphs  of  section  23  (p)  j 
( 1 ) ,  that  the  amount  paid  is  an  ordinary  j 
and  necessary  expense,  and  that  the  em¬ 
ployees’  rights  to,  or  derived  from,  such 
employer’s  contribution  or  such  com¬ 
pensation  were  nonforfeitable  at  the  i 
time  the  contribution  or  compensation 
was  paid. 

(d)  For  the  purpose  of  the  above  in¬ 
formation,  contributions  paid  in  a  tax¬ 
able  year  should  include  those  deemed 
to  be  so  paid  in  accordance  with  the  pro¬ 
visions  of  section  23  (p)  (1)  (E)  and  ex¬ 
clude  those  deemed  to  be  paid  in  toe 
prior  taxable  year  in  accordance  with 
such  provisions.  As  used  in  this  section, 
‘‘taxable  year”  refers  to  the  taxable  year 
of  the  employer  and,  unless  otherwise 
requested  by  the  Commissioner,  a  “year  ^ 
which  is  not  specified  as  a  “taxable  year 
may  be  taken  as  the  taxable  year  of  the 
employer  or  as  the  plan,  trust,  valuation, 
or  group  contract  year  beginning 
taxable  year  of  the  employer  provided 
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the  same  rule  is  followed  consistently  so 
that  there  is  no  gap  or  overlap  in  the 
Information  furnished  for  each  item. 
In  any  case  the  date  or  period  to  which 
each  item  of  information  furnished  re¬ 
lates  should  be  clearly  shown.  All  the 
Information  required  by  this  section 
should  be  filed  with  the  tax  return  for 
the  taxable  year  in  which  the  deduction 
Is  claimed  except  that,  unless  sooner  re¬ 
quested  by  the  Commissioner,  such 
information,  other  than  that  specified  in 
subparagraphs  (4)  (i)  and  (9)  of  para¬ 
graph  (a),  may  be  filed  within  12 
months  after  the  close  of  the  taxable 
year  provided  there  is  filed  with  the  tax 
return  a  statement  that  the  information 
cannot  reasonably  be  filed  therewith, 
setting  forth  the  reasons  therefor. 

(e)  In  any  case  all  the  information 
and  data  required  by  this  section  must 
be  filed  in  the  office  of  the  district  direc¬ 
tor  of  internal  revenue  in  which  the  em¬ 
ployer  files  his  tax  returns  and  identified 
for  association  with  the  appropriate  re¬ 
turns  and  must  be  filed  independently  of 
any  information  and  data  othen^’ise  sub¬ 
mitted  in  connection  with  a  determina¬ 
tion  of  the  qualification  of  the  trust  or 
plan  under  section  165  (a).  The  Com¬ 
missioner  may,  in  addition,  require  any 
further  information  that  he  considers 
necessary  to  determine  allowable  deduc¬ 
tions  under  section  23  (p)  or  qualifica¬ 
tion  under  section  165  fa)  and  may 
waive  the  filing  of  such  information  re¬ 
quired  herein  which  he  finds  unneces¬ 
sary  in  a  particular  case. 

(f)  Records  substantiating  all  data 
and  information  required  by  this  sec¬ 
tion  to  be  filed  must  be  kept  at  all  times 
available  for  inspection  by  internal  reve¬ 
nue  officers  at  the  main  office  or  place  of 
business  of  the  employer. 

8  39.23  (p)-3  Effect  of  section  162  (d) 
of  the  Revenue  Act  of  1942  upon  deduc¬ 
tions  for  contributions  paid  before  Sep¬ 
tember  1,  1942,  and  carried  over  to 
succeeding  years.  The  amount  of  de¬ 
ductions  allowable  under  the  carry-over 
provisions  of  section  23  fp)  (1)  (A)  (iv) 
(see  §  39.23  (p)-8),  the  third  sen¬ 

tence  of  section  23  (p)  (1)  (C)  (see 
5  39.23  (p)-lO),  or  the  second  sentence 
of  section  23  (p)  (1)  (F)  (see  §39.23 
(p)-12)  for  contributions  paid  in  a  tax¬ 
able  year  beginning  after  December  31, 
1941,  depends  in  part  upon  the  deduc¬ 
tions  allowable  under  section  23  (p)  (1) 
(A),  (B),  (C),  or  (P)  for  the  year  in 
which  the  contributions  were  paid.  In 
certain  cases  where  the  contributions 
were  paid  before  September  1,  1942,  de¬ 
ductions  for  the  taxable  year  beginning 
in  1942  were  subject  to  a  special  provision 
for  alternative  limitations  in  section  162 
(d)  (1)  (c>  of  the  Revenue  Act  of  1942 
(see  §  29.23  (p)-3  of  Regulations  111 
(26  CPR,  1949  ed.,  Supps.)). 

8  39.23  (p)-4  Contributions  of  an  em¬ 
ployer  to  or  under  an  employees'  pension 
trust  or  annuity  plan  that  meets  the  re- 
Vtirements  of  section  165  (a);  applica¬ 
tion  of  section  23  (p)  (1)  (A),  (a)  If 
contributions  are  paid  by  an  employer  to 
or  under  a  pension  trust  or  annuity  plan 
for  employees  and  the  general  conditions 
^nd  limitations  applicable  to  deductions 


FEDERAL  REGISTER 

for  such  contributions  are  satisfied  (see 
§  39.23  (p)-l),  the  contributions  are  de¬ 
ductible  under  section  23  (p)  (1)  (A)  or 
(B)  if  the  further  conditions  provided 
therein  are  also  satisfied.  As  used  here, 
a  “pension  trust”  means  a  trust  forming 
part  of  a  pension  plan  and  an  “annuity 
plan”  means  a  pension  plan  under  which 
retirement  benefits  are  provided  under 
annuity  or  insurance  contracts  without  a 
trust.  For  the  meaning  of  “pension 
plan”  as  used  here,  see  §  39.165-1  (a). 
Where  disability,  withdrawal,  insurance, 
or  survivorship  benefits  incidental  and 
directly  related  to  the  retirement  benefits 
under  a  pension  or  annuity  plan  are  pro¬ 
vided  for  the  employees  or  their  bene¬ 
ficiaries  by  contributions  under  the  plan, 
deductions  on  account  of  such  incidental 
benefits  are  also  covered  under  section 
23  (p)  (1)  (A)  or  (B).  See  §  39.16&-6  as 
to  taxability  to  employees  of  cost  of  inci¬ 
dental  insurance  protection.  In  order  to 
be  deductible  under  section  23  (p)  (1) 
(A),  contributions  to  a  pension  trust 
must  be  paid  in  a  taxable  year  of  the 
employer  w’hich  ends  with  or  within  a 
year  of  the  trust  for  which  it  is  exempt 
under  section  165  (a).  In  order  that 
contributions  carried  over  may  be  de¬ 
ducted  in  a  succeeding  taxable  year  of 
the  employer  in  accordance  with  section 
23  (p)  (1)  (A)  (iv),  the  succeeding  year 
also  must  end  with  or  within  a  taxable 
year  of  the  trust  for  which  it  is  exempt 
under  section  165  (a).  See  §  39.23  (p)-9 
as  to  conditions  for  deductions  under 
section  23  (p)  (1)  (B)  in  the  case  of  an 
annuity  plan.  In  either  case,  the  deduc¬ 
tions  are  also  subject  to  further  limita¬ 
tions  provided  in  section  23  (p)  (1)  (A). 
The  limitations  provided  in  section  23 
(p)  (1)  (A),  W’ith  an  exception  provided 
for  certain  years  under  clause  (i)  thereof 
(see  §  39.23  (p)-5),  are  based  on  the 
actuarial  costs  of  the  plan  and  section 
23  (p)  (1)  (A)  requires  that  the  costs 
and  the  limitations  based  on  costs  under 
that  section  shall  be  determined  under 
regulations  prescribed  by  the  Commis¬ 
sioner  with  the  approval  of  the  Secre¬ 
tary  (or,  in  certain  cases  under  sections 
23  (p)  (1)  (A)  (i),  in  accordance  with  a 
finding  of  the  Commissioner) . 

(b)  In  determining  costs  for  the  pur¬ 
pose  of  limitations  under  section  23  (p) 
(1)  (A),  the  effects  of  expected  mortality 
and  interest  must  be  discounted  and  the 
effects  of  expected  withdrawrals,  changes 
in  compensation,  retirements  at  various 
ages,  and  other  pertinent  factors  may  be 
discounted  or  otherwise  reasonably  rec¬ 
ognized.  A  properly  weighted  retire¬ 
ment  age  based  on  adequate  analyses  of 
representative  experience  may  be  used 
as  an  assumed  retirement  age.  Differ¬ 
ent  basic  assumptions  or  rates  may  be 
used  for  different  classes  of  risks  or  dif¬ 
ferent  groups  where  justified  by  condi¬ 
tions  or  required  by  contract.  In  no 
event  shall  costs  for  the  purpose  of  sec¬ 
tion  23  (p)  (1)  (A)  exceed  costs  based  on 
assumptions  and  methods  all  of  which 
are  reasonable  in  view  of  the  provisions 
and  coverage  of  the  plan,  funding  me¬ 
dium.  reasonable  expectations  as  to  the 
effects  of  mortality  and  interest,  reason¬ 
able  and  adequate  regard  for  other  fac¬ 
tors  such  as  withdrawal  and  deferred 
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retirement,  whether  or  not  discounted, 
which  can  be  expected  to  reduce  costs 
materially,  reasonable  expenses  of  opera¬ 
tion,  and  all  other  relevant  conditions 
and  circumstances.  In  any  case,  in  de¬ 
termining  the  costs  and  limitations,  an 
adjustment  shall  be  made  on  account  of 
any  experience  more  favorable  than  that 
assumed  in  the  basis  of  limitations  for 
prior  years,  and.  unless  such  adjustments 
are  consistently  made  every  year  by  re¬ 
ducing  the'  limitations  otherwise  deter¬ 
mined  by  any  decrease  in  liability  or  cost 
arising  from  experience  in  the  next  pre¬ 
ceding  taxable  year  more  favorable 
than  the  assumed  experience  on  which 
the  costs  and  limitations  wrere  based,  the 
adjustment  shall  be  made  by  some  other 
method  approved  by  the  Commissioner. 

(c)  Any  expenses  incurred  by  the  em¬ 
ployer  in  connection  with  the  plan,  such 
as  trustee’s  and  actuary’s  fees,  which  are 
not  provided  for  by  contributions  under 
it  are  deductible  under  section  23  (a)  to 
the  extent  that  they  are  ordinary  and 
necessary. 

(d)  In  case  deductions  are  allow’able 
under  section  23  (p)  (1)  (C)  as  well  as 
under  section  23  (p)  (1)  (A)  or  (B),  the 
limitations  under  section  23  (p)  (1)  (A) 
and  (C)  are  determined  and  applied 
without  giving  effect  to  the  provisions 
of  section  23  (p)  (1)  (F)  but  the  amounts 
allow’able  as  deductions  are  subject  to 
the  further  limitations  provided  in  sec¬ 
tion  23  (p)  (1)  (F).  See  §  39.23  (p)-12. 

§  39.23  (p)-5  Pension  and  annuity 
plans;  limitations  under  section  23  (p) 
(1)  (A)  (i).  (a)  Subject  to  the  appli¬ 

cable  general  conditions  and  limitations 
(see  §  39.23  (p)-4),  the  initial  limitation 
under  section  23  (p)  (1)  (A)  (i)  is  5  per¬ 
cent  of  the  compensation  otherwise  paid 
or  accrued  during  the  taxable  year  to  all 
employees  under  the  pension  or  annuity 
plan.  This  initial  5-percent  limitation 
applies  to  the  first  taxable  year  for  which 
a  deduction  is  allowed  for  contributions 
to  or  under  such  a  plan  and  also  applies 
to  any  subsequent  year  for  which  the  5- 
percent  figure  is  not  reduced  by  the  Com¬ 
missioner  as  provided  below.  For  years 
to  which  the  initial  5-percent  limitation 
applies,  no  adjustment  on  account  of 
prior  experience  is  required.  If  the  con¬ 
tributions  do  not  exceed  the  initial  5- 
percent  limitation  in  the  first  taxable 
year  to  which  this  limitation  applies,  the 
taxpayer  need  not  submit  actuarial  data 
for  such  year. 

(b)  For  the  first  taxable  year  follow¬ 
ing  the  first  year  to  which  the  initial  5- 
percent  limitation  applies,  and  for  every 
fifth  year  thereafter,  or  more  frequently 
w'here  preferable  to  the  taxpayer,  the 
taxpayer  shall  submit  with  his  return  a 
certification  by  a  qualified  actuary,  or  by 
the  company  underwriting  a  nontrusteed 
annuity  plan,  of  the  amount  reasonably 
necessary  to  provide  the  remaining  un¬ 
funded  cost  of  past  and  current  service 
credits  of  all  employees  under  the  plan 
with  a  statement  explaining  all  the 
methods,  factors,  and  assumptions  used 
in  determining  such  amount.  This 
amount  may  be  determined  as  the  sum 
of  (1)  the  unfunded  past  service  cost  as 
of  the  beginning  of  the  year,  and  (2)  the 
normal  cost  for  the  year,  all  determined 
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by  methods,  factors,  and  assumptions 
appropriate  as  a  basis  of  limitations  un¬ 
der  section  23  (p)  (1)  (A)  (iii).  When¬ 
ever  requested  by  the  Commissioner,  a 
similar  certification  and  statement  shall 
be  submitted  for  the  year  or  years  speci¬ 
fied  in  such  request.  The  Commissioner 
will  make  periodical  examinations  of 
such  data  at  not  less  than  5-year  inter¬ 
vals  and  will  reduce  the  limitation  under 
section  23  (p)  (1)  (A)  (i)  below  the  5- 
percent  limitation  for  the  years  with 
respect  to  which  he  finds  that  the  5-per¬ 
cent  limitation  exceeds  the  amount 
reasonably  necessary  to  provide  the  re¬ 
maining  unfunded  cost  of  past  and  cur¬ 
rent  service  credits  of  all  employees  un¬ 
der  the  plan  Where  the  limitation  is 
so  reduced,  the  reduced  limitation  shall 
apply  until  the  Commissioner  finds  that 
a  subsequent  actuarial  valuation  shows  a 
change  to  be  necessary.  Such  subse¬ 
quent  valuation  may  be  made  by  the  tax¬ 
payer  at  any  time  and  submitted  to  the 
Commissioner  with  a  request  for  a 
change  in  the  limitation. 

(c)  For  the  purpose  of  limitations  un¬ 
der  section  23  (p)  (1)  (A)  (i),  “compen¬ 
sation  otherwise  paid  or  accrued”  means 
all  of  the  compensation  paid  or  accrued 
except  that  for  which  a  deduction  is  al¬ 
lowable  under  a  plan  that  qualifies  under 
section  165  (a),  including  a  plan  that 
qualifies  under  section  23  (p)  (1)  (B). 
Where  two  or  more  pension  or  annuity 
plans  cover  the  same  employee,  under 
section  23  (p)  (1)  (A)  (i)  the  deductions 
with  respect  to  each  such  plan  are  sub¬ 
ject  to  the  limitations  applicable  to  the 
particular  plan  and  the  total  deductions 
for  all  such  plans  are  also  subject  to  the 
limitations  which  would  be  applicable 
thereto  if  they  constituted  a  single  plan. 
Where,  because  of  the  particular  provi¬ 
sions  applicable  to  a  large  class  of  em¬ 
ployees  under  a  plan,  the  costs  with  re¬ 
spect  to  such  employees  are  nominal  in 
comparison  with  their  compensation, 
after  the  first  year  to  which  the  initial 
5-percent  limitation  applies,  deductions 
under  section  23  (p)  (1)  (A)  (i)  are  sub¬ 
ject  to  limitations  determined  by  consid¬ 
ering  the  plan  applicable  to  such  class  as 
if  it  were  a  separate  plan.  Deductions 
are  allow'able  to  the  extent  of  the  appli¬ 
cable  limitations  under  section  23  (p)  (1) 
(A)  (i)  even  where  these  are  greater  than 
the  applicable  limitations  under  section 
23  (p)  (1)  (A)  (ii)  or  section  23  (p)  (1) 
(A)  (iii). 

§  39.23  (p)-6  Pension  and  annuity 
plans:  limitations  under  section  23  (p) 
(/)  (A)  (ii).  (a)  Subject  to  the  appli¬ 

cable  general  conditions  and  limitations 
(see  §  39.23  (p)-4),  under  section  23  (p) 

(1)  (A)  (ii) ,  deductions  may  be  allowed 
to  the  extent,  of  limitations  based  on 
costs  determined  by  distributing  the  re¬ 
maining  unfunded  cost  of  the  past  and 
current  service  credits  with  respect  to  all 
employees  covered  under  the  trust  or 
plan  as  a  level  amount  or  level  percent¬ 
age  of  compensation  over  the  remaining 
service  of  each  such  employee  except 
that,  as  to  any  three  individuals  with  re¬ 
spect  to  whom  more  than  50  percent  of 
such  remaining  unfunded  cost  is  attrib¬ 
utable,  the  remaining  unfunded  cost 
attributable  to  such  individuals  shall  be 
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distributed  over  a  period  of  at  least  five 
taxable  years. 

(b)  The  determination  of  costs  as  a 
basis  of  deductions  under  section  23  (p) 
(1)  (A)  (ii)  may  be  illustrated  by  a  case 
where  it  is  estimated  actuarially  as  of 
the  beginning  of  the  plan  on  the  basis 
of  appropriate  assumptions  and  factors 
that  employer  contributions  of  4  per¬ 
cent  of  compensation  of  each  covered 
employee  during  his  remaining  service 
will  be  suflBcient  to  provide  the  current 
service  credits  of  all  employees  under  the 
plan  and  employer  contributions  of  3 
percent  of  compensation  of  each  covered 
employee  during  his  remaining  service 
will  be  sufficient  to  provide  the  past  serv¬ 
ice  credits  of  all  employees  under  the 
plan,  so  that  the  estimated  cost  for  the 
first  year  is  7  percent  of  compensation 
of  covered  employees. 

(c)  The  statutory  limitation  for  any’ 
taxable  year  under  section  23  (p)  (1) 
(A)  (ii)  is  any  excess  of  the  amount 
necessary  for  the  year  on  the  basis  of 
the  costs  over  the  amount  allowable  as  a 
deduction  under  section  23  (p)  (1)  (A) 
(i),  all  determined  under  regulations 
prescribed  by  the  Commissioner  with  the 
approval  of  the  Secretary. 

(d)  For  this  purpose,  such  excess,  ad¬ 
justed  for  prior  experience,  may  be  com¬ 
puted  for  each  year  as  follows,  all 
determinations  being  made  as  of  the  be¬ 
ginning  of  the  year: 

(1)  Determine  the  value  of  all  bene¬ 
fits  expected  to  be  paid  after  the  begin¬ 
ning  of  the  year  for  all  employees,  any 
former  employees,  and  any  other  bene¬ 
ficiaries,  then  covered  under  the  plan. 

(2)  If  employees  contribute  under  the 
plan,  determine  the  value  of  all  contri¬ 
butions  expected  to  be  made  after  the 
beginning  of  the  year  by  employees  then 
covered  under  the  plan. 

(3)  Determine  the  value  of  all  funds 
of  the  plan  as  of  the  beginning  of  the 
year. 

(4)  Determine  the  amount  remaining 
to  be  distributed  as  a  level  amount  or  as 
a  level  p>ercentage  of  compensation  over 
the  remaining  future  service  of  each  em¬ 
ployee  by  subtracting  from  subparagraph 
(1)  of  this  paragraph  the  sum -of  sub- 
paragraphs  (2)  and  (3)  of  this  para¬ 
graph. 

(5)  Determine  the  value  of  all  com¬ 
pensation  expected  to  be  paid  after  the 
beginning  of  the  year  to  all  employees 
then  covered  under  the  plan. 

(6)  Determine  an  accrual  rate  for  each 
employee  by  dividing  subparagraph  (5) 
of  this  paragraph  into  subparagraph  (4) 
of  this  paragraph. 

(7)  Compute  the  excess  under  section 
23  (p)  (1)  (A)  (ii)  for  the  year  by  multi¬ 
plying  the  compensation  paid  to  all 
employees  covered  under  the  plan  during 
the  year  by  any  excess  of  subparagraph 
(6)  of  this  paragraph  over  5  percent. 
In  general,  where  this  method  is  used, 
the  limitation  under  section  23  (p)  (1) 
(A)  (ii)  will  be  equal  to  the  excess  so 
computed  without  further  adjustment 
on  account  of  prior  favorable  experi¬ 
ence,  provided  all  the  factors  and  as¬ 
sumptions  used  are  reasonable  in  view 
of  all  applicable  considerations  (see 
§  39.23  (p)-4)  and  provided  subpara¬ 


graph  (5)  of  this  paragraph  is  not  less 
than  five  times  the  annual  rate  of  com¬ 
pensation  in  effect  at  the  beginning  of 
the  year. 

(e)  Instead  of  determining  the  excess 
deductible  under  section  23  (p)  (1)  (A) 

(ii)  by  the  above  method,  such  excess  j 
may  be  based  upon  costs  determined  by 
some  other  method  which  is  reasonable  i 
and  appropriate  under  the  circum¬ 
stances.  Thus,  such  excess  may  be  based 
on  the  amounts  necessary  with  respect 
to  each  individual  covered  employee  to 
provide  the  remaining  unfunded  cost  of 
all  his  benefits  under  the  plan  distributed 
as  a  level  amount  over  the  period  re¬ 
maining  until  the  normal  commence¬ 
ment  of  his  retirement  benefits,  in 
accordance  with  other  generally  accepted 
actuarial  methods  which  are  reasonable 
and  appropriate  in  view  of  the  provisions 
of  the  plan  and  the  funding  medium.  In 
view  of  the  relationship  of  section  23  (p)  > 

(1)  (A)  (ii)  to  sections  23  (p)  (1)  (A) 

(i)  and  23  (p)  (1)  (A)  (iii) ,  however,  if 
the  excess  is  determined  by  a  method 
other  than  that  set  forth  in  the  preceding 
paragraph,  the  total  limitations  under 
sections  23  (p)  (1)  (A)  (i)  and  section 
23  (p)  (1)  (A)  (ii)  combined  must  be  i 
determined  by  a  method  approved  by  the 
Commissioner,  except  where  they  do  not 
exceed  the  limitations  under  section  23 
(p)  (1)  (A)  (iii),  adjusted  for  prior 
favorable  experience. 

§  39.23  (p)-7  Pension  and  annuity  | 
plans;  limitations  under  section  23  (p)  = 

(1)  (A)  (iii).  (a)  Subject  to  the  appli¬ 
cable  general  conditions  and  limitations 
(see  §  39.23  (p)-4),  under  section  23  (p) 

(1)  (A)  (iii),  in  lieu  of  amounts  de¬ 
ductible  under  the  limitations  of  section 
23  (p)  (1)  (A)  (i)  and  section  23  (p) 

(1)  (A)  (ii) ,  deductions  may  be  allowed 
to  the  extent  of  limitations  based  on  nor¬ 
mal  and  past  service  or  supplementary 
costs  of  providing  benefits  under  the 
plan.  “Normal  cost”  for  any  year  is  the 
amount  actuarially  determined  which 
would  be  required  as  a  contribution  by 
the  employer  in  such  year  to  maintain 
the  plan  if  the  plan  had  been  in  effect 
from  the  beginning  of  service  of  each 
then  included  employee  and  if  such  costs 
for  prior  years  had  been  paid  and  all 
assumptions  as  to  interest,  mortality, 
time  of  payment,  etc.,  had  been  fulfilled.  _ 
Past  service  or  supplementary  cost  at  any 
time  is  the  amount  actuarially  deter¬ 
mined  which  would  be  required  at  such 
time  to  meet  all  the  future  benefits  pro- 
vided  under  the  plan  which  would  not  be 
met  by  future  normal  costs  and  employee 
contributions  with  respect  to  the  era-  i 
ployees  covered  under  the  plan  at  such 
time, 

(b)  The  limitations  under  section  23 
(p)  (1)  (A)  (iii)  for  any  taxable  year  is 

the  sum  of  normal  cost  for  the  year  plus 
an  amount  not  in  excess  of  one-tenth  of 
the  past  service  or  supplementary  cost  | 
as  of  the  date  the  past  service  or  sup-  j 
plementary  credits  are  provided  under  < 
the  plan,  all  determined  under  regula¬ 
tions  prescribed  by  the  Commissioner  _ 
with  the  approval  of  the  Secretary.  Fo’’  _ 
this  purpose  the  nonnal  costs  may  be  ; 
determined  by  any  generally  accepted  ■ 
actuarial  method  and  may  be  expressed  | 
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either  as  (1)  the  aggregate  of  level 
amounts  with  respect  to  each  employee 
covered  under  the  plan,  (2)  a  level  per¬ 
centage  of  payroll  with  respect  to  each 
employee  covered  under  the  plan,  or  (3) 
the  aggregate  of  the  single  premium  or 
unit  costs  for  the  irnit  credits  accruing 
during  the  year  with  respect  to  each  em¬ 
ployee  covered  under  the  plan,  provided, 
in  any  case,  that  the  method  is  reason¬ 
able  in  view  of  the  provisions  and  cover¬ 
age  of  the  plan,  funding  medium,  and 
other  applicable  considerations.  The 
limitation  may  Include  one-tenth  of 
the  past  service  or  supplementary  cost  as 
of  the  date  the  provisions  resulting  in 
such  cost  were  put  into  effect,  but  is 
subject  to  adjustments  for  prior  favor¬ 
able  experience.  See  §  39.23  (p)-4.  In 
any  case  past  service  or  supplementary 
costs  shall  not  be  included  in  the  limita¬ 
tion  for  any  year  when  the  amount  re¬ 
quired  to  fully  fund  or  purchase  such 
past  service  or  supplementary  credits 
has  been  deducted  and  no  deduction  is 
allowable  for  any  amount  (other  than 
the  normal  cost)  which  is  paid  in  after 
such  credits  are  fully  funded  or  pur¬ 
chased. 

§  39.23  (p)-8  Pension  and  annuity 
plans:  contributions  in  excess  of  limita~ 
tions  under  section  23  (p)  (1)  (A);  ap¬ 
plication  of  section  23  (p)  (1)  (A)  (ip). 
Where  contributions  paid  by  an  em¬ 
ployer  in  a  taxable  year  beginning  after 
December  31,  1941,  to  or  under  a  pension 
or  annuity  plan  exceed  the  limitations 
applicable  under  section  23  (p)  (1)  (A) 
but  otherwise  satisfy  the  conditions  for 
deduction  under  section  23  (p)  (1)  (A)  or 
(B),  then  in  accordance  with  section  23 
(p)  (1)  (A)  (iv),  the  excess  contribu¬ 
tions  are  carried  over  and  are  deductible 
in  succeeding  taxable  years  in  order  of 
time  to  the  extent  of  the  difference  be¬ 
tween  the  amount  paid  and  deductible 
in  each  such  succeeding  year  and  the 
limitation  applicable  to  such  year  under 
sections  23  (p)  (1)  (A)  (i),  23  (p)  (1) 
(A)  (ii),  or  23  (p)  (1)  (A)  (iii).  The 
provisions  of  section  23  Cp)  (1)  (A)  (iv) 
are  to  be  applied  before  giving  effect  to 
the  provisions  of  section  23  (p)  (1)  (F) 
for  any  year.  The  carry-over  provisions 
of  section  23  (p)  (1)  (A)  (iv),  before 
effect  has  been  given  to  section  23  (p) 
<1)  (P) ,  may  be  illustrated  by  the  follow¬ 
ing  example  for  a  plan  put  into  effect  in 
a  taxable  year  ending  December  31, 1952 : 


Taxable  year  ending  Dec.  31,  1952: 

Amount  of  contributions  paid  in 

year _ $100,  000 

Limitation  applicable  to  year _  60, 000 

Amount  deductible  for  year _  60, 000 


Excess  carried  over  to  suc¬ 
ceeding  years _  40, 000 


Amount  of  contributions  paid  in 

year _  25,  000 

Carried  over  from  previous  years-  40,  000 


Total  deductible  subject  to 

limitation _ - _ _  65,  000 

Limitation  applicable  to  year _  60, 000 

Amount  deductible  for  year _  60, 000 


Excess  carried  over  to  suc¬ 
ceeding  years _ _ _  16, 000 


Taxable  year  ending  Dec.  31,  1954; 

Amount  of  contributions  paid  in 

year _  $10,  000 

Carried  over  from  previous 

years _  16, 000 


Total  deductible  subject  to 

limitation _  25,  000 

Limitation  applicable  to  year _ -  45, 000 

Amount  deductible  for  year _  25, 000 


Excess  carried  over  to  suc¬ 
ceeding  years _  None 


In  the  case  of  contributions  paid  before 
September  1, 1942,  which  are  carried  over 
to  taxable  years  beginning  after  Decem¬ 
ber  31,  1951,  the  provisions  of  section  23 
(p)  (1)  (A)  (iv)  are  applied  after  giving 
effect  to  the  special  provision  for  alterna¬ 
tive  limitations  in  section  162  (d)  (1)  (C) 
Of  the  Revenue  Act  of  1942  for  the  tax¬ 
able  year  beginning  in  1942  (see  §  29.23 
(p)-3  of  Regulations  111  (26  CPR,  1949 
ed.,  Supps.)). 

§  39.23  (p)-9  Contributions  of  an 
employer  under  an  employees’  annuity 
plan  which  meets  the  requirements  of 
section  165  (a);  application  of  section 
23  (p)  (1)  (B).  (a)  If  contributions  are 
paid  by  an  employer  under  an  annuity 
plan  for  employees  and  the  general  con¬ 
ditions  and  limitations  applicable  to  de¬ 
ductions  for  such  contributions  are  satis¬ 
fied  (see  §  39.23  (p)-l) ,  the  contributions 
are  deductible  under  section  23  (p)  (1) 
(B)  if  the  further  conditions  provided 
therein  are  satisfied.  For  the  meaning 
of  “annuity  plan”  as  used  here,  see  §  39.23 
(p)-4.  In  order  that  contributions  by 
the  employer  may  be  deducted  under  sec¬ 
tion  23  (p)  (1)  (B),  all  of  the  following 
conditions  must  be  satisfied; 

(1)  The  contributions  must  be  paid 
toward  the  purchase  of  retirement  an¬ 
nuities  (or  for  disability,  severance,  in¬ 
surance,  or  survivorship  benefits  inci¬ 
dental  and  directly  related  to  such  an¬ 
nuities)  under  an  annuity  plan  for  the 
exclusive  benefit  of  the  employer’s  em¬ 
ployees  or  their  beneficiaries.  See 
§  39.165-1  (a). 

(2)  The  contributions  must  be  paid 
in  a  taxable  year  of  the  employer  which 
ends  with  or  within  a  year  of  the  plan 
for  which  it  meets  the  applicable  re¬ 
quirements  with  respect  to  discrimina¬ 
tion  set  out  in  section  165  (a)  (3),  (4), 
(5),  and  (6).  In  order  that  contribu¬ 
tions  carried  over  may  be  deducted  in  a 
succeeding  taxable  year  of  the  employer 
in  accordance  with  section  23  (p)  (1) 
(A)  (iv),  the  succeeding  year  also  must 
end  with  or  within  a  taxable  year  of  the 
plan  for  which  it  meets  such  require¬ 
ments.  See  §§  39.165-3  and  39.165-4. 
These  requirements  are  considered  to  be 
satisfied  for  the  period  beginning  with 
the  date  on  which  an  annuity  plan  yvas 
put  into  effect  and  ending  with  the  fif¬ 
teenth  day  of  the  third  month  following 
the  close  of  the  taxable  year  of  the  em¬ 
ployer  in  which  the  plan  was  put  into 
effect,  if  all  provisions  of  the  plan  which 
are  necessary  to  satisfy  such  require¬ 
ments  are  in  effect  by  the  end  of  such 
period  and  have  been  made  effective  for 
all  purposes  with  respect  to  the  whole  of 
such  period.  See  section  162  (d)  (2)  (B) 
of  the  Revenue  Act  of  1942,  as  amended 
by  Public  Law  511  (78th  Cong.) ,  approved 


December  20, 1944,  as  set  forth  preceding 
§  39.165-1,  and  §  39.165-5. 

(3)  There  must  be  a  definite  written 
arrangement  between  the  employer  and 
the  insurer  that  refunds  of  premiums,  if 
any,  shall  be  applied  within  the  taxable 
year  of  the  employer  in  which  received 
or  within  the  next  succeeding  taxable 
year  toward  the  purchase  of  retirement 
annuities  (or  for  disability,  severance, 
insurance,  or  survivorship  benefits  inci¬ 
dental  and  directly  related  to  such  an¬ 
nuities)  under  the  plan.  For  the  purpose 
of  this  condition,  “refunds  of  premiums” 
means  payments  by  the  insurer  on  ac¬ 
count  of  credits  such  as  dividends,  ex¬ 
perience  rating  credits,  or  surrender  or 
cancellation  credits.  The  arrangement 
may  be  in  the  form  of  contract  provisions 
or  written  directions  of  the  employer  or 
partly  in  one  form  and  partly  in  another. 
'This  condition  will  be  considered  satis¬ 
fied  where 

(i)  All  credits  are  applied  regularly, 
as  they  are  determined,  toward  the  pre¬ 
miums  next  due  under  the  contracts 
before  any  further  employer  contribu¬ 
tions  are  so  applied  and 

(ii)  Under  the  arrangement, 

(a)  No  refund  of  premiums  may  be 
made  during  continuance  of  the  plan 
unless  applied  as  aforesaid  and 

(b)  If  refunds  of  premiums  may  be 
made  after  discontinuance  of  the  plan 
on  account  of  surrenders  or  cancellations 
before  all  retirement  annuities  provided 
rnider  the  plan  with  respect  to  service 
before  its  discontinuance  hdve  been  pur¬ 
chased.  such  refunds  will  be  applied  in 
the  taxable  year  of  the  employer  in  which 
received,  or  in  the  next  succeeding  tax¬ 
able  year,  to  purchase  retirement  annu¬ 
ities  for  employees  by  a  procedure  which 
does  not  contravene  the  conditions  of 
section  165  (a)  (4). 

(b)  Where  the  above  conditions  are 
satisfied,  the  amounts  of  deductions 
under  section  23  (p)  (1)  (B)  are  gov¬ 
erned  by  the  limitations  provided  in  sec¬ 
tion  23  (p)  (1)  (A).  See  §§  39.23  (p)-4 
to  39.23  (p)-8,  inclusive. 

§  39.23  (p)-lO  Contributions  of  an 
employer  to  an  employees’  profit-sharing 
or  stock  bonus  trust  that  meets  the  re¬ 
quirements  of  section  165  (a);  applica¬ 
tion  of  section  23  (p)  (1)  (C).  (a)  If 

contributions  are  paid  by  an  employer  to 
a  profit-sharing  or  stock  bonus  trust  for 
employees  and  the  general  conditions 
and  limitations  applicable  to  deductions 
for  such  contributions  are  satisfied  (see 
§  39.23  (p)-l),  the  contributions  are  de¬ 
ductible  under  section  23  (p)  (1)  (C)  if 
the  further  conditions  provided  therein 
are  also  satisfied.  In  order  to  be  deduct¬ 
ible  under  section  23  (p)  (1)  (C)  the 
contributions  must  be  paid  in  a  taxable 
year  of  the  employer  which  ends  with  or 
within  a  taxable  year  of  the  trust  for 
which  it  is  exempt  under  section  165  (a) 
and.  the  trust  must  not  be  designed  to 
provide  retirement  benefits  for  which  the 
contributions  can  be  determined  actu- 
arially.  In  order  that  contributions  car¬ 
ried  over  may  be  deducted  in  a  succeed¬ 
ing  taxable  year  of  the  employer  in  ac¬ 
cordance  with  the  third  sentence  of  sec¬ 
tion  23  (p)  (1)  (C),  the  succeeding  year 
also  must  end  with  or  within  a  taxable 
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year  of  the  trust  for  which  it  is  exempt 
under  section  165  (a). 

(b)  The  amount  of  deductions  under 
section  23  (p)  (1)  (C)  for  any  taxable 
year  is  subject  to  limitations  based  on 
the  compensation  otherwise  paid  or  ac¬ 
crued  during  such  taxable  year  to  the 
employees  who,  in  such  year,  are  bene¬ 
ficiaries  of  the  trust  funds  accumulated 
under  the  plan.  For  this  purpose  “com¬ 
pensation  otherwise  paid  or  accrued" 
means  all  of  the  compensation  paid  or 
accrued  except  that  for  which  a  deduc¬ 
tion  is  allowable  under  a  plan  that 
qualifies  under  section  165  (a),  includ¬ 
ing  a  plan  that  qualifies  under  section 
23  (p)  (1)  (B).  The  limitations  under 
section  23  (p)  (1)  (C)  apply  to  the  total 
amount  deductible  for  contributions  to 
the  trust  regardless  of  the  manner  in 
which  the  funds  of  the  trust  are  invested, 
applied,  or  distributed,  and  no  other  de¬ 
duction  is  allowable  on  account  of  any 
benefits  provided  by  contributions  to  the 
trust  or  by  the  funds  thereof.  Where 
contributions  are  paid  to  two  or  more 
profit-sharing  or  stock  bonus  trusts  sat¬ 
isfying  the  conditions  for  deduction 
under  section  23  (p)  (1)  (C) ,  such  trusts 
are  considered  as  a  single  trust  in  apply¬ 
ing  these  limitations. 

(c)  The  primary  limitation  on  deduc¬ 
tions  for  a  taxable  year  is  15  percent  of 
the  compensation  otherwise  paid  or  ac¬ 
crued  during  such  taxable  year  to  the 
employees  who,  in  such  year,  are  bene¬ 
ficiaries  of  the  trust  funds  accumulated 
under  the  plan.  So  long  as  the  contri¬ 
butions  do  not  in  any  year  exceed  the 
primary  limitation,  this  is  the  only  limi¬ 
tation  under  section  23  (p)  (1)  (C) 
which  has  any  effect. 

(d)  In  order  that  the  deductions  may 
average  15  percent  of  compensation 
otherwise  paid  or  accrued  over  a  period 
of  years  where  contributions  in  some 
taxable  year  beginning  after  December 
31,  1941,  are  less  than  the  primary  limi¬ 
tation  but  contributions  in  some  suc¬ 
ceeding  taxable  year  exceed  the  primary 
limitation,  deductions  in  each  succeed¬ 
ing  year  are  subject  to  a  secondary 
limitation  instead  of  to  the  primary 
limitation.  The  secondary  limitation 
for  any  year  is  equal  to  the  lesser  of  (1) 
twice  the  primary  limitation  for  the 
year,  or  (2)  any  excess  of  (i)  the  aggre¬ 
gate  of  the  primary  limitations  for  the 
year  and  for  all  prior  years  beginning 
after  December  31,  1941,  over  (ii)  the 
aggregate  of  the  deductions  allowed  or 
allowable  under  the  limitations  provided 
in  section  23  (p)  (1)  (C)  for  all  prior 
years  beginning  after  December  31, 1941. 

(e)  In  any  case  where  the  contribu¬ 
tions  in  a  taxable  year  beginning  after 
December  31,  1941,  exceed  the  amount 
allowable  as  a  deduction  for  the  year 
under  section  23  (p)  (1)  (C),  the  excess 
is  deductible  in  succeeding  taxable  years, 
in  order  of  time,  in  which  the  contribu¬ 
tions  are  less  than  the  primary  limita¬ 
tions,  so  that  the  total  deduction  for  any 
such  succeeding  year  is  equal  to  the  pri¬ 
mary  limitation  for  such  year  but  not 
more  than  the  sum  of  the  contributions 
in  such  year  and  the  excess  contributions 
not  deducted  under  the  limitations  of 


section  23  (p)  (1)  (C)  for  prior  years 
beginning  after  December  31,  1941. 

(f)  In  applying  the  provisions  of 
paragraphs  (d)  and  (e)  of  this  section 
in  the  case  of  deductions  for  contribu¬ 
tions  paid  before  September  1,  1942,  the 
deductions  allowed  or  allowable  under 
the  limitations  of  section  23  (p)  (1)  (C) 
for  the  taxable  year  beginning  in  1942 
and  the  excess  contributions  for  the  tax¬ 
able  year  beginning  in  1942  are  com¬ 
puted  after  giving  effect  to  the  provisions 
of  section  162  (d)  (1)  (C)  of  the  Revenue 
Act  of  1942.  See  §  29.23  (p)-3  of  Regu¬ 
lations  111  (26  CPR,  1949  ed.,  Supps.). 


§  39.23  (p)-ll  Contributions  of  an 
employer  under  a  plan  that  does  not  meet 
the  requirements  of  section  165  (a); 
application  of  section  23  (p)  (I)  (D). 
Section  23  (p)  (1)  (D)  covers  all  cases 
for  which  deductions  are  allowable  Under 
section  23  (p)  (1)  but  not  allowable 
under  subparagraphs  (A),  (B),  (C),  or 
(P)  of  such  section.  No  deduction  is 
allowable  under  section  23  (p)  (1)  (D) 
for  any  contribution  paid  or  accrued  by 
an  employer  under  a  stock  bonus,  pen¬ 
sion,  profit-sharing,  or  annuity  plan,  or 
for  any  compensation  paid  or  accrued  on 
account  of  any  employee  under  a  plan 
deferring  the  receipt  of  such  compensa¬ 
tion,  except  for  the  year  when  paid,  and 
then  only  to  the  extent  allowable  under 
section  23  (p)  (1).  See  §  39.23  (p)-l.  If 
payments  are  made  under  such  a  plan 
and  the  amounts  are  not  deductible 
under  the  other  subparagraphs  of  sec¬ 
tion  23  (p)  (1) ,  they  are  deductible  under 
subparagraph  (D)  to  the  extent  that  the 
rights  of  individual  employees  to,  or 
derived  from,  such  employer’s  contribu¬ 
tion  or  such  compensation  are  nonfor¬ 
feitable  at  the  time  the  contribution  or 
compensation  is  paid.  As  to  what  con¬ 
stitutes  nonforfeitable  rights  of  an  em¬ 
ployee,  see  §  39.165-7.  If  an  amount  is 
accrued  but  not  paid  during  the  taxable 
year,  no  deduction  is  allowable  for  such 
amount  for  such  year.  If  an  amount  is 
paid  during  the  taxable  year  but  the 
rights  of  the  employee  therein  are  for¬ 
feitable  at  the  time  the  amount  is  paid, 
no  deduction  is  allowable  for  such 
amount  for  any  taxable  year. 


(g)  In  case  deductions  are  allowable 

under  section  23  (p)  (1)  (A)  or  (B),  as 
well  as  under  section  23  (p)  (1)  (C),  the 
limitations  under  section  23  (p)  (1)  (A) 
and  (C)  are  determined  and  applied 
without  giving  effect  to  the  provisions 
of  section  23  (p)  (1)  (F),  but  the 

amounts  allowable  as  deductions  are  sub¬ 
ject  to  the  further  limitations  provided 
in  sections  23  (p)  (1)  (F).  See  §39.23 

(p)-12. 

(h)  The  provisions  of  section  23  (p) 
(1)  (C),  before  giving  effect  to  section 
23  (p)  (1)  (F>,  may  be  illustrated  as 
follow's: 


§  39.23  (p)-12  Contributions  of  an 
employer  where  deductions  are  allowable 
under  section  23  (p)  (1)  (A)  or  (B)  and 
also  under  section  23  ip)  (I)  (C) ;  appli- 
cation  of, section  23  (p)  (I)  (F).  (a) 
Where  deductions  are  allowable  under 
section  23  (p)  (1)  (A)  or  (B)  on  account 
of  contributions  under  a  pension  or  an¬ 
nuity  plan  and  deductions  are  also  allow¬ 
able  under  section  23  (p)  (1)  (C)  for 
the  same  taxable  year,  on  account  of 
contributions  to  a  profit-sharing  or  stock 
bonus  trust,  the  total  deductions  under 
these  sections  are  subject  to  the  provi¬ 
sions  of  section  23  (p)  (1)  (F)  unless  no 
employee  who  is  a  beneficiary  under  the 
trusts  or  plans  for  w’hich  deductions  are 
allowable  under  section  23  (p)  (1)  <A) 
or  (B)  is  also  a  beneficiary  under  the 
trusts  for  which  deductions  are  allowable 
under  section  23  (p)  (1)  (C).  The  pro¬ 
visions  of  section  23  (p)  (1)  (F)  apply 
only  to  deductions  for  overlapping  trusts 
or  plans,  i.  e„  for  all  trusts  or  plans  for 
which  deductions  are  allowable  under 
section  23  (p)  (1)  (A),  (B),  or  (C)  ex¬ 
cept  (1)  any  trust  or  plan  for  which 
deductions  are  allowable  under  section 
23  (p)  (1)  (A)  or  (B)  and  which  does 
not  cover  any  employee  who  is  also  cov¬ 
ered  under  a  trust  for  which  deductions 
are  allowable  under  section  23  (p)  ff* 
(C),  and  (2)  any  trust  for  which  deduc¬ 
tions  are  allowable  under  section  23  (P* 
(1)  (C)  and  which  does  not  cover  any 
employee  who  is  also  covered  under  * 
trust  or  plan  for  which  deductions  are 
allowable  under  section  23  (p)  (D 
or  (B).  The  limitations  under  section 


Illustration  of  provisions  of  .sootion  23  (p)  (1)  (C)  for  apian  put  into  offoct  in  the  taxable  (calendar)  year  1952,  before 
giving  effect  to  section  23  (p)  (1)  (F)  (all  figures  represent  thousands  of  dollars) 


Taxable  (calendar)  years 


1952 

1953 

1954 

1955 

1956 

1957 

1958 

1.  Amount  of  contributions: 

65 

10 

15 

100 

70 

40 

30 

3 

38 

0 

8 

0 

0 

4 

5 

2.  Primary  limitation  applicable  to  year; 

57 

54 

51 

48 

45 

42 

3.  Seconefary  limitation  applicable  to  year: 

96 

90 

84 

210 

2.55 

2tr7 

90 

186 

255 

120 

69 

42 

96 

69 

42 

4.  Amount  de<luctible  for  year  on  account  of: 

57 

10 

15 

96 

69 

40 

30 

3 

0 

8 

0 

0 

0 

2 

(iii)  Total . 

57 

18 

15 

96 

69 

42 

31 

8 

U 

0 

4 

5 

3 

8 

■  Compensation  otherwise  paid  or  accrued  during  the  year  to  the  employees  who  are  beneficiaries  of  trust  fundi 
accumulated  under  the  plan  in  the  year. 
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j  23  (P>  for  any  taxable  year  are 

i  based  on  the  compensation  otherwise 
i  paid  or  accrued  during  the  year  to  all 
I  the  employees  who  are  beneficiaries  un- 
I  der  the  overlapping,  trusts  or  plans  in 
j  the  year.  For  this  purpose  “compensa¬ 
tion.  otherwise  paid  or  accrued"  means 
i  all  of  the  compensation  paid  or  accrued 
except  that  for  which  a  deduction  is 
allowable  under  a  plan  that  qualified  un- 
f  der  section  165  (a),  including  a  plan 
that  qualifies  under  section  23  (p)  (1) 
i  (B).  The  employees  who  are  benefici¬ 
aries  under  overlapping  trusts  or  plans 
In  a  year  include  all  the  employees  who, 
in  the  year,  are  beneficiaries  of  the  funds 
accumulated  under  one  or  more  of  the 
overlapping  trusts  or  plans. 

(b)  Under  section  23  (p)  (1)  (P),any 
I  excess  of  the  total  amount  otherwise  de- 
•  ductible  for  the  taxable  year  under  sec- 
i  tion23(p)  (1)  (A),  tB),  or  (C)  for  over- 
j  lapping  trusts  or  plans  over  25  percent 
of  the  compensation  otherwise  paid  or 
3  accrued  during  the  year  to  all  the  em¬ 
ployees  who  are  beneficiaries  under  such 
1  trusts  or  plans  is  not  deductible  for  such 
year  but  is  deductible  for  succeeding  tax¬ 
able  years,  in  order  of  time,  so  that  the 
^  total  deduction  for  such  trusts  or  plans 
for  a  succeeding  taxable  year  is  equal  to 
j  the  lesser  of 

I  (1)  30  percent  of  the  compensation 
f  otherwise  paid  or  accrued  during  the 

(taxable  year  to  all  the  employees  who  are 
beneficiaries  under  such  trusts  or  plans 
I  in  the  year,  or 

I  (2)  The  sum  of  (i)  the  smaller  of  (a) 

I  25  percent  of  the  compensation  other- 
I  wise -paid  or  accrued  during  the  taxable 
I  year  to  all  the  employees  who  are  bene- 
I  ficiaries  under  such  trusts  or  plans  in 
I  the  year,  or  (b)  the  total  of  the  amounts 
f  otherwise  deductible  under  section  23  (p) 

1  (1)  (A) ,  (B) ,  or  (C)  for  the  year  for  such 

I  trusts  or  plans  and  (ii)  any  carry-over  to 
f  the  year  from  prior  years  under  section 
r  23  (p)  (1)  (P) ,  1.  e.,  any  excess  otherwise 
deductible  under  section  23  (p)  (1)  (A), 
(B),  or  (C)  for  a  prior  taxable  year  be¬ 
ginning  after  December  31,  1941,  but  not 
deducted  for  a  prior  taxable  year  be¬ 
cause  of  the  limitations  under  section 
3:  23  (p)  (1)  (P). 

i  (c)  The  limitations  under  section  23 
[  (p)  (1)  (P)  are  determined  and  ap¬ 

plied  after  all  the  limitations,  deductions 
otherwise  allowable,  and  carry-overs  un¬ 
der  section  23  (p)  (1)  (A),  (B),and  (C) 
have  been  determined  and  applied,  and, 
in  particular,  after  effect  has  been  given 
to  the  carry-over  provision  in  section  23 
(p)  (1)  (A)  (iv)  and  in  the  second  and 
third  sentences  of  section  23  (p)  (1)  (C). 
Where  the  limitations  under  section  23 
tp)  (1)  (P)  reduce  the  total  amount  de¬ 
ductible,  the  excess  deductible  in  suc¬ 
ceeding  years  is  treated  as  a  carry-over 
which  is  distinct  from,  and  additional 
r  to,  any  excess  contributions  carried  over 
!_  and  deductible  in  succeeding  years  under 
E  the  provisions  in  section  23  (p)  (1)  (A) 
j-  (iv)  or  in  the  third  sentence  of  section  23 
I  (p)  (1)  (C).  The  application  of  the 
j  provisions  of  section  23  (p)  (1)  (P)  and 
);  the  treatment  of  carry-overs  for  a  case 
^  where  the  taxable  years  are  calendar 
;  years  and  the  overlapping  trusts  or  plans 

t 
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consist  of  a  pension  trust  and  a  profit-  covering  the  same  employees  may  be  il- 
sharing  trust  put  into  effect  in  1952  and  lustrated  as  follows; 

Illustration  of  application  of  provisions  of  section  23  (p)  (1)  (F)  and  of  treatment  of  carry-overs  for  ovcriappinc  pension 
and  profit-sharing  trusts  put  into  elltKJt  in  1W2  and  covering  the  same  employees  (all  figures  repre.sent  thousands 
of  dollars) 


Taxable  (calendar)  years 


- 

19.52 

1953 

1951 

19.55 

BErORE  GIVING  EFFECT  TO  SECTION  23  (p)  (1)  (F) 

rpnsion  trust  contributions  and  limitations,  deductions,  and  carry-overs  under  section 
23  (p)  (1)  (.\): 

1.  rontributions  paid  in  year . . . 

215 

85 

110 

00 

2.  Contributions  curriwl  over  from  prior  years . . . . . 

0 

5 

0 

20 

3.  Total  de<luetible  for  year  subject  to  limitation . . . . . 

215 

90 

110 

80 

4.  Limitation  applieatde  to  year _ 

210 

175 

120 

8.5 

6.  Amount  deductible  for  year _ _ 

210 

90 

120 

80 

6.  Contributions  carrieil  over  to  succeeding  years . . 

5 

0 

20 

0 

Profit-sharing  trust  contributions  and  limitations,  deductions,  ami  carry-overs  under 
section  23  (p)  (1)  (C): 

7.  Contributions  paid  in  /ear _ _ _ _ _ _ 

200 

125 

105 

65 

8.  Contributions  oirried  over  from  prior  years . . . . . . 

0 

35 

10 

0 

9.  Total  deductible  for  year  subject  to  limitation . . . 

200 

100 

115 

05 

10.  Limitation  applicable  to  year _ _ _ 

105 

1.50 

135 

1  no 

11.  Amount  deiliictible  for  year _ _ _ _ 

165 

1.50 

115 

05 

12.  Contributions  carried  over  to  succeeilinR  years . . . . 

35 

10 

0 

0 

APPLICATION  OF  SECTION  23  (p)  (I)  (F) 

Totals  for  pension  and  proflt-sharinp  trust: 

13.  Amount  deductible  for  year  under  section  23  (p)  (1)  (F): 

(1)  .30  percent  of  corhpensjition  covered  in  year* . 

(«) 

300 

270 

180 

(2)  (i)  («)  25  jiercent  of  comiiensation  covertnl  in  year* . 

275 

2.50 

225 

1.50 

(b)  Total  amount  otherwise  deductible  for  year:  item  5  plus  item  11... 

375 

240 

235 

145 

(c)  Smaller  of  (a)  or  (5) . . . . 

275 

240 

225 

145 

(11)  Carry-over  from  prior  years  under  section  23  (p)  (1)  (F). ........ _ 

0 

100 

40 

10 

(iii)  Sum  of  (i)  (e)  and  (11) . 

275 

.340 

205 

1.55 

(3)  Amount  deductible;  lA*sser  of  (1)  or  (2)  (iii) . 

275 

300 

205 

155 

14.  Carry-over  to  succee<lin*!  years  under  section  23  (p)  (1)  (F);  item  13  (2)  (ii)  plus 

item  13  (2)  (i)  (6)  minus  item  13  (3) . . . . . . . . 

100 

40 

10 

0 

•  Includes  carry-over  of  20  from  1954. 

*  Com|H‘nsation  otherwise  paid  or  accrued  during  the  year  to  the  employees  who  are  beneficiaries  under  the  trusts 
in  the  year. 

» 30  percent  limitation  not  applicable  to  first  year  of  plan. 

(d)  In  applsdng  the  provisions  of  sec¬ 
tion  23  (p)  (1)  (P)  in  the  case  of  deduc¬ 
tions  for  contributions  ‘  paid  prior  to 
September  1,  1942,  the  amounts  other¬ 
wise  deductible  under  section  23  (p)  (1) 

(A),  (B),  or  (C)  for  the  taxable  year 
beginning  in  1942  and  any  carry-over 
from  that  year  under  section  23  (p)  (1) 

(P)  are  computed  after  giving  effect  to 
the  provisions  of  section  162  (d)  (1)  (C) 
of  the  Revenue  Act  of  1942.  See  §  29.23 
to,  any  excess  contributions  carried  over 
(p)-12  of  Regulations  111  (26  CFR, 

1949  ed.,  Supps.). 

§  39.23  (q)  Statutory  provisions:  de¬ 
ductions  from  gross  income;  charitable 
and'other  contributions  by  corporations. 

Sec.  23.  Deductions  from  gross  income. 

In  computing  net  income  there  shall  be  al¬ 
lowed  as  deductions:  •  •  • 

(q)  Charitable  and  other  contributions 
by  corporations.  In  the  case  of  a  corpora¬ 
tion,  contributions  or  gifts  payment  of  which 
is  made  within  the  taxable  year  to  or  for 
the  use  of; 

(1)  The  United  States,  any  State,  Terri¬ 
tory,  or  any  political  subdivision  thereof  or 
the  District  of  Columbia,  or  any  possession 
of  the  United  States,  for  exclusively  public 
purposes:  or 

(2)  A  corporation,  trust,  or  community 
chest,  fund,  or  foundation,  created  or  or¬ 
ganized  in  the  United  States  or  in  any  pos¬ 
session  thereof  or  under  the  law  of  the 
United  states,  or  of  any  State  or  Territory, 
or  of  the  District  of  Columbia,  or  of  any  pos¬ 
session  of  the  United  States,  organized  and 
operated  exclusively  for  religious,  charitable, 
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scientific,  veteran  rehabilitation  service,  lit¬ 
erary,  or  educational  purposes  or  for  the  pre¬ 
vention  of  cruelty  to  children  (but  In  the 
case  of  contributions  or  gifts  to  a  trust, 
chest,  fund,  or  foundation,  payment  of  which 
Is  made  within  a  taxable  year  beginning  after 
December  31,  1948,  only  if  such  contribu¬ 
tions  or  gifts  are  to  be  used  within  the 
United  States  or  any  of  its  possessions  ex¬ 
clusively  for  such  purposes),  no  part  of  the 
net  earnings  of  which  Inures  to  the  benefit 
of  any  private  shareholder  or  Individual, 
and  no  substantial  part  of  the  activities 
of  which  Is  carrying  on  propaganda,  or  other¬ 
wise  attempting,  to  Infiuence  legislation. 
For  disallowance  of  certain  charitable,  etc., 
deductions  otherwise  allowable  under  this 
paragraph,  see  sections  3813  and  162  (g)  (2); 
or 

(3)  Posts  or  organizations  of  war  veterans, 
or  auxiliary  units  of,  or  trusts  or  foundations 
for,  any  such  posts  or  organizations.  If  such 
posts,  organizations,  units,  trusts,  or  founda¬ 
tions  are  organized  in  the  United  States  or 
any  of  its  possesions,  and  if  no  part  of  their 
net  earnings  inure  to  the  benefit  of  any 
private  shareholder  or  Individual;  or 

(4)  the  United  Nations,  but  only  if  such 
contributions  or  gifts  (A)  are  to  be  used  ex¬ 
clusively  for  the  acquisition  of  a  site  In  the 
city  of  New  York  for  its  headquarters,  and 
(B)  are  made  after  December  1,  1946,  and 
before  December  2,  1947; 

to  an  amount  which  does  not  exceed  5  per 
centum  of  the  taxpayer’s  net  income  as  com¬ 
puted  without  the  benefits  of  this  subsection. 
Such  contributions  or  gifts  shall  be  allow¬ 
able  as  deductions  only  If  verified  under  rules 
and  regulations  prescribed  oy  the  Commis¬ 
sioner,  with  the  approval  of  the  Secretary. 
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RULES  AND  REGULATIONS 


In  the  case  of  a  corporation  reporting  its 
net  Income  on  the  accrual  basis,  at  the  elec¬ 
tion  of  the  taxpayer  any  contribution  or  gift 
payment  of  which  is  made  after  the  close  of 
the  taxable  year  and  on  or  before  the  15th 
day  of  the  third  month  following  the  close 
of  such  year  shall,  for  the  purposes  of  this 
subsection,  be  considered  as  paid  during  such 
taxable  year  if,  during  such  year,  the  board 
of  directors  authorized  such  contribution  or 
gift.  Such  election  shall  be  made  only  at 
the  time  of  the  filing  of  the  return  for  the 
taxable  year,  and  shall  be  signified  In  such 
manner  as  the  Commissioner,  with  the  ap¬ 
proval  of  the  Secretary,  shall  by  regulations 
prescribe. 

(Sec.  23  (q)  as  amended  by  sec.  224  (b),  Rev. 
Act  1939;  sec.  126,  Rev,  Act  1942;  sec.  114, 
Rev.  Act.  1943;  sec.  2,  Pub.  Law  7  (80th 
Cong.);  sec.  16,  Pub.  Law  384  (80th  Cong.); 
sec.  3  (a).  Pub.  Law  378  (8l6t  Cong.);  sec. 
332  (b).  Rev,  Act  1950] 

Sec.  11.  Denial  of  tax  deductions  and  ex¬ 
emptions  (Internal  Security  Act  of  1950). 
(a)  Notwithstanding  any  other  provision 
of  laWi  no  deduction  for  Federal  Income-tax 
purposes  shall  be  allowed  In  the  case  of  a 
contribution  to  or  for  the  use  of  any  organi¬ 
zation  if  at  the  time  of  the  making  of  such 
contribution  (1)  such  organization  is  regis¬ 
tered  under  section  7,  or  (2)  there  Is  In  effect 
a  final  order  of  the  Board  (the  Subversive 
Activities  Control  Board]  requiring  such 
organization  to  register  under  section 
•  •  • 

§  39.23  (q)-l  Contributions  or  gifts  by 
corporations,  (a)  A  corporation  may, 
subject  to  the  limitations  provided  by 
section  23  (q),  deduct  from  its  gross  in¬ 
come  contributions  or  gifts  to  organiza¬ 
tions  described  in  section  23  (q) .  Except 
as  otherwise  provided  in  paragraph  (c) 
of  this  section,  such  deduction  shall,  to 
the  extent  provided  by  section  23  (q), 
be  allowed  only  for  the  taxable  year  in 
which  such  contributions  or  gifts  are 
actually  paid,  regardless  of  when  pledged 
and  regardless  of  the  method  of  account¬ 
ing  employed  by  the  corporation  in  keep¬ 
ing  its  books  and  records.  As  to  charita¬ 
ble  contributions  by  corporations  not  de¬ 
ductible  under  section  23  (a),  see  §  39.23 

(a)-13.  Sums  of  money  expended  for 
lobbying  purposes,  the  promotion  or  de¬ 
feat  of  legislation,  the  exploitation  of 
propaganda,  including  advertising  other 
than  trade  advertising,  and  contributions 
for  campaign  expenses  are  not  deducti¬ 
ble  from  gross  income.  For  disallowance 
of  certain  charitable,  etc.,  deductions 
otherwise  allowable  under  section  23  (q) 
(2).  see  sections  3813  and  162  (g)  (2) 
and  the  regulations  promulgated  pursu¬ 
ant  thereto. 

(b)  The  provisions  of  §  39.23  (o)-l, 

relating  to  ( 1 )  the  statement  in  returns 
of  the  name  and  address  of  each  organi¬ 
zation  to  w’hich  a  contribution  or  gift 
was  made  and  the  amount  and  tlie  ap¬ 
proximate  date  of  the  actual  payment  of 
the  contribution  or  gift,  (2)  the  substan¬ 
tiation  of  tlie  claims  for  deductions  when 
required  by  the  Commissioner,  and  (3) 
the  basis  for  calculation  of  the  amount  of 
a  contribution  or  gift  which  is  other 
than  money,  are  equally  applicable  to 
claims  for  deductions  of  contributions 
or  gifts  by  corporations  under  section 
23  (q).  , 

(c)  A  corp^*tation  reporting  its  net  in¬ 
come  on  the  accrual  basis  may  elect  to 
have  considered  as  paid  during  the  tax- 
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able  year  any  contribution  or  gift  to  or¬ 
ganizations  described  in  section  23  (q), 
with  the  exceptions  hereinbefore  de¬ 
scribed,  payment  of  which  contribution 
or  gift  is  made  after  the  close  of  the 
taxable  year  and  on  or  before  the  fif¬ 
teenth  day  of  the  third  month  following 
the  close  of  such  year  if,  during  such 
year,  the  board  of  directors  authorized 
such  contribution  or  gift.  Such  election 
shall  be  made  only  at  the  time  of  the 
filing  of  the  return  for  the  taxable  year 
and  shall  be  signified  by  reporting  such 
contribution  or  gift  on  the  return. 
There  shall  be  attached  to  such  return 
a  written  declaration  that  the  resolu¬ 
tion  authorizing  the  contribution  or  gift 
was  adopted  by  the  board  of  directors 
during  the  taxable  year,  and  such  decla¬ 
ration  shall  be  verified  by  a  statement 
signed  by  the  president  or  other  principal 
officer  of  the  corporation  that  it  is  made 
under  the  penalties  of  perjury.  With  re¬ 
spect  to  contributions  or  gifts  author¬ 
ized  on  or  after  January  1,  1953,  there 
shall  be  attached  to  the  return,  in  addi¬ 
tion  to  the  written  declaration  referred 
to  in  the  preceding  sentence,  a  copy  of 
the  resolution  of  the  board  of  directors 
authorizing  such  contribution  or  gift. 

§  39.23  (r)  Statutory  provisions;  de¬ 
ductions  from  gross  income;  dividends 
paid  by  banking  corporations. 

Sec.  23.  Deductions  from  gross  income.  In 
computing  net  Income  there  shall  be  allowed 
as  deductions:  •  •  • 

(r)  Dividends  paid  hy  banking  corpora¬ 
tions.  (1)  In  the  case  of  mutual  savings 
banks,  cooperative  banks,  and  domestic 
building  and  loan  associations,  amounts  paid 
to,  or  credited  to  the  accounts  of,  depositors 
or  holders  of  accounts  as  dividends  on  their 
dep)osits  or  withdrawable  accounts,  if  such 
amounts  paid  or  credited  are  withdrawable 
on  demand  subject  only  to  custewnary  notice 
of  intention  to  withdraw. 

(2)  For  deduction  of  dividends  paid  by 
certain  other  banking  corporations,  see  sec¬ 
tion  121. 

(Sec.  23  (r)  as  amended  by  sec.  313  (f).  Rev. 
Act.  1951 1 

§  39.23  (r)-l  Dividends  paid  by  mu¬ 
tual  savings  banks,  building  and  loan 
associations,  and  cooperative  banks — (a) 
In  general.  (1)  A  mutual  savings  bank 
not  having  capital  stock  represented  by 
shares,  a  domestic  building  and  loan 
association,  and  a  cooperative  bank  with¬ 
out  capital  stock  organized  and  operated 
for  mutual  purposes  and  without  profit 
may  deduct  from  gross  income  amounts 
which  during  the  taxable  year  are  paid  to 
or  credited  to  the  accounts  of  depositors 
or  holders  of  accounts,  as  dividends  on 
their  deposits  or  withdrawable  accounts, 
if  such  amounts  paid  or  credited  are 
withdrawable  on  demand  subject  only 
to  customary  notice  of  intention  to 
withdraw. 

(2)  The  deduction  provided  in  section 
23  (r)  (1)  is  applicable  to  the  taxable 
year  in  which  amounts  credited  as  divi¬ 
dends  become  withdrawable  by  the  de¬ 
positor  or  holder  of  account  subject  only 
to  customary  notice  of  intention  to  with¬ 
draw.  Thus,  amounts  credited  as  divi¬ 
dends  as  of  the  last  day  of  the  taxable 
year  which  are  not  withdrawable  by  de¬ 
positors  or  holders  of  accounts  until  the 


business  day  next  succeeding  are  deduct¬ 
ible  under  this  section  in  the  year  subse¬ 
quent  to  the  taxable  year  in  which  they 
were  credited.  A  deduction  under  this 
section  will  not  be  denied  by  reason  of 
the  fact  that  amounts  credited  as  divi- 
dends,  otherwise  deductible  under  this 
section,  are  subject  to  the  terms  of  a 
pledge  agreement  between  the  institution 
and  the  depxisitor  or  holder  of  account. 
In  the  case  of  a  building  and  loan  asso¬ 
ciation  having  nonwithdraw^able  capital 
stock  represented  by  shares,  no  deduction 
is  allow’able  under  this  section  for 
amounts  paid  or  credited  as  dividends  on 
such  shares. 

(b)  Serial  associations,  bonus  plans, 
etc.  In  the  case  of  a  building  and  loan 
association  which  operates  in  whole  or  in 
part  as  a  serial  association,  which  main¬ 
tains  a  bonus  plan,  or  which  issues  shares 
subject  to  fines,  penalties,  forfeitures,  or 
other  withdrawal  fees,  there  is  deductible 
under  section  23  (r)  (1)  the  total  amount 
credited  as  dividends  upon  such  shares, 
credited  to  a  bonus  account  for  such 
shares,  or  allocated  to  a  series  of  shares 
for  the  taxable  year,  notwithstanding 
that  as  a  customary  condition  of  with¬ 
drawal  : 

( 1 )  Amounts  invested  in,  and  earnings 
credited  to,  series  shares  must  be  with¬ 
drawn  in  multiples  of  even  shares,  or 

(2)  Such  association  has  the  right, 
pursuant  to  by-law,  contract,  or  other¬ 
wise,  to  retain  or  recover  a  portion  of 
the  total  amount  invested  in,  or  credited 
as  earnings  upon,  such  shares,  such 
bonus  account  or  series  of  shares,  as  a 
fine,  penalty,  forfeiture  or  other  with¬ 
drawal  fee. 

In  any  taxable  year  In  W'hich  the  right 
referred  to  in  subparagraph  (2)  of  this 
paragraph  is  exercised,  there  is  includible 
in  the  gross  income  of  such  association 
for  such  taxable  year,  amounts  retained 
or  recovered  by  the  association  pursuant 
to  the  exercises  of  such  right. 

§  39.23  (r)-2  Dividends  paid  by  cer¬ 
tain  banking  corporations  other  than 
mutual  savings  banks,  building  and  loan 
associations,  and  cooperative  banks.  For 
deduction  of  dividends  paid  by  certain 
banking  corporations  other  than  mutual 
savings  banks,  building  and  loan  asso¬ 
ciations.  and  cooperative  bank.s,  see  sec¬ 
tion  121. 

§  39.23  (s)-(u)  Statutory  provisions; 
deductions  from  gross  income;  cross  ref¬ 
erences;  alimony,  etc.,  payments. 

Sec.  23.  Deductions  from  gross  income.  la 
computing  net  Income  there  shall  be  allowed 
as  deductions:  •  •  • 

(s)  Net  operating  loss  deductions.  For  any 
taxable  year  beginning  after  December  31, 
1939,  the  net  operating  loss  deduction  com¬ 
puted  under  section  122. 

(Sec.  23  (s)  as  added  by  sec.  211  (a),  Be^- 
Act  1939] 

(t)  Amortization  deduction,  nie  deduc¬ 
tion  for  amortization  provided  In  section  124 
and  section  124A. 

(Sec.  23  (t)  as  added  by  sec.  301,  Second  Rev. 
Act  1940;  amended  by  sec.  216  (b).  Rev.  Act 
1950] 

(u)  Alimony,  etc.,  payments.  In  the  case 
of  a  husband  described  In  section  22  (k)* 
amounts  includible  under  section  22  (k)  ^ 
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the  gross  Income  of  his  wife,  payment  of 
which  Is  made  within  the  husband’s  taxable 
year.  If  the  amount  of  any  such  payment  Is. 
under  section  22  (k)  or  section  171,  stated 
to  be  not  includible  in  such  husband’s  gross 
income,  no  deduction  shall  be  allowed  with 
respect  to  such  payment  under  this  sub¬ 
section, 

(See.  23  (u)  as  added  by  sec.  120  (b).  Rev. 
Act  1942] 

§  39.23  (u)-l  Periodic  alimony  'pay¬ 
ments.  (a)  A  deduction  is  allowable  un¬ 
der  section  23  (u)  with  respect  to  periodic 
payments  in  the  nature  of,  or  in  lieu  of, 
alimony  or  an  allowance  for  support  ac¬ 
tually  paid  by  the  taxpayer  during  his 
taxable  year  and  required  to  be  included 
in  the  income  of  the  payee  wife  or  former 
wife,  as  the  case  may  be,  under  section 
22  (k).  As  to  the  amounts  required  to 
be  included  in  the  income  of  the  wife  or 
former  w^ife,  as  the  case  may  be,  see 
§39.22  ( k )  -1 ,  For  definition  of  husband 
and  wife  in  such  cases,  see  section  3797 
(al  (17). 

(b)  The  deduction  under  section  23 
(u)  is  allowed  only  to  the  obligor  spouse. 
It  is  not  allowed  to  an  estate,  trust,  cor¬ 
poration,  or  any  other  person  who  may 
pay  the  alimony  obligation  of  such  obli¬ 
gor  spouse.  The  obligor  spouse,  how¬ 
ever,  is  not  allowed  a  deduction  for  any 
periodic  payment  includible  under  sec¬ 
tion  22  (k)  in  the  income  of  the  wife  or 
former  wife,  as  the  case  may  be,  which 
payment  is  attributable  to  property 
transferred  in  discharge  of  his  obliga¬ 
tion  and  which,  under  section  22  (k>  or 
section  171,  is  stated  not  to  be  includible 
in  his  gross  income. 

(c)  The  following  examples  illustrate 
cases  in  which  a  deduction  is  or  is  not 
allowed  under  section  23  (u) : 

Example  (1).  Pursuant  to  the  terms  of 
a  decree  of  divorce,  H,  in  1952,  transfers 
•ecurlttes  valued  at  $100,000  in  trust  for  the 
benefit  of  W,  which  fully  discharges  all  his 
obligations  to  W.  The  periodic  payments 
made  by  the  trust  to  W  are  required  to  be 
included  In  W’s  Income  under  section  22  (k). 
Such  payments  are  stated  In  section  22  (k) 
not  to  be  Includible  In  H’s  Income  and.  there¬ 
fore,  under  section  23  (u)  are  not  deductible 
from  his  Income. 

Example  (2).  A  decree  of  divorce  obtained 
by  W  from  H  Incorporated  a  previous  agree¬ 
ment  of  H  to  establish  a  trust,  the  trustees 
of  which  were  Instructed  to  pay  W  $5,000  a 
year  for  her  life.  The  court  retained  Juris¬ 
diction  to  order  H  to  provide  further  pay¬ 
ments  If  necessary  for  the  support  of  W.  In 
1952  the  trustees  paid  to  W  $4,000  from  the 
Income  of  the  trust  and  $1,000  from  the  cor¬ 
pus  of  the  trust.  Under  the  provisions  of 
sections  22  (k)  and  171  (b),  W  will  Include 
15,000  In  her  Income  for  1952.  (The  trustees 
*111  deduct  $4,000  from  the  Income  of  the 
fnist  under  section  162.)  H  will  not  Include 
sny  part  of  the  $5,000  In  his  Income  nor  take 
>  deduction  therefor.  If  H  had  paid  the 
91,000  to  W,  rather  than  allowing  the  trustees 
fo  pay  it  out  of  corpus,  he  would  have  been 
entitled  to  a  deduction  of  $1,000  under  the 
provisions  of  section  23  (u). 

(d)  For  other  examples,  see  §  39,22 
<k)-i. 

§  39.23  (v)-(x)  Statutory  provisions; 
deductions  from  gross  income;  cross 
references;  medical,  dental,  etc., 
expenses. 
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Sec.  23.  Deductions  from  gross  income.  In 
computing  net  Income  there  shall  be  allowed 
as  deductions:  •  •  • 

(v)  Bond  premium  deduction.  In  the  case 
of  a  bondholder,  the  deduction  for  amortiza¬ 
ble  bond  premium  provided  In  section  125. 

[Sec.  23  (v)  as  added  by  sec.  126  (a),  Rev. 
Act  1942] 

(w)  Deductions  of  estate,  etc.,  on  account 
of  decederit’s  deductions.  (1)  In  the  case  of 
a  person  described  In  section  126  (b),  the 
amount  of  the  deductions  In  respect  of  a 
decedent  to  the  extent  allowed  by  such 
subsection. 

(2)  In  the  case  of  a  person  described  in 
section  126  (a),  the  amount  of  the  deduc¬ 
tions  In  respect  of  a  decedent  to  the  extent 
allowed  by  section  126  (c). 

(Sec.  23  (w)  as  added  by  sec.  134  (d).  Rev. 
Act  1942] 

(X)  Medical,  dental,  etc.,  expenses.  Ex¬ 
penses  paid  during  the  taxable  year,  not 
compensated  for  by  insurance  or  otherwise, 
for  medical  care  of  the  taxpayer,  his  spouse, 
or  a  dependent  speciflied  in  section  25  (b) 
(3)  — 

(1)  If  neither  the  taxpayer  nor  his  spouse 
has  attained  the  age  of  65  before  the  close  of 
the  taxable  year,  to  the  extent  that  such 
expenses  exceed  5  per  centum  of  the  adjusted 
gross  Income;  or 

(2)  If  either  the  taxpayer  or  his  spouse 
has  attained  the  age  of  65  before  the  close 
of  the  taxa'  le  year,  (A)  the  amount  of  such 
expenses  for  the  care  of  the  taxpayer  and 
his  spouse,  and  (B)  the  amount  by  which 
such  expenses  for  the  care  of  such  dep)endents 
exceed  5  per  centum  of  the  adjusted  gross 
Income. 

The  deduction  under  this  subsection  shall 
not  be  In  excess  of  $1,250  multiplied  by  the 
•  umber  of  exemptions  allowed  under  section 
25  (b)  for  the  taxable  year  (exclusive  of 
exemptions  allowed  under  section  25  (b)  (1) 
(B)  or  (C),  with  a  maximum  deduction  of 
$2,500,  except  .hat  the  maximum  deduction 
shall  be  $5,000  In  the  case  of  a  joint  return 
of  husband  and  wife  under  section  51  (b). 
The  term  ’’medical  care”,  as  used  In  this  sub¬ 
section,  shall  include  amounts  paid  for  the 
diagnosis,  cure,  mitigation,  treatment,  or 
prevention  of  disease,  or  for  the  purpose  of 
affecting  any  structure  or  function  of  the 
body  (Including  amounts  paid  for  accident 
or  health  insurance).  The  determination  of 
whether  an  Individual  is  married  at  any 
time  during  the  taxable  year  shall  be  made 
In  accordance  with  the  provisions  of  section 
51  (b)  (5). 

(Sec.  23  (x)  as  added  by  sec.  127  (a).  Rev. 
Act  1942;  amended  by  sec.  8  (c).  Individual 
Income  Tax  Act  1944;  sec.  102  ^b)  (1),  Rev. 
Act  1945;  sec.  304,  Rev.  Act  1948;  sec.  307 
(a).  Rev,  Act  1951] 

§  39.23  (x)-l  Medical,  dental,  etc., 
expenses,  (a)  Section  23  (x)  permits  a 
deduction  from  gross  income  of  pay¬ 
ments  for  certain  medical  expenses. 
The  deduction  is  allowable  only  to  indi¬ 
viduals  and  only  with  respect  to  medical 
expenses  actually  paid  during  the  tax¬ 
able  year,  regardless  of  when  the  inci¬ 
dent  or  event  which  occasioned  the  ex¬ 
penses  occurred  and  regardless  of  the 
method  of  accounting  employed  by  the 
taxpayer  in  making  his  income  tax  re¬ 
turn.  If  the  medical  expenses  are  in¬ 
curred  blit  not  paid  during  the  taxable 
year,  no  deduction  can  be  taken  for  such 
year.  Thus,  if  an  expenditure  was  in¬ 
curred  in  December  1952,  but  not  paid 
until  January  1953,  no  deduction  may 
be  taken  for  the  year  1952. 
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(b)  (1)  Except  as  prescribed  in  para¬ 
graph  (c)  of  this  section,  only  such 
medical  expenses  are  deductible  as  ex¬ 
ceed  5  percent  of  the  adjusted  gross  in¬ 
come  for  the  taxable  year.  As  to  what 
constitutes  adjusted  gross  income,  see 
section  22  (n).  The  maximum  deduc¬ 
tion  allowable  for  medical  expenses  paid 
in  any  one  taxable  year  is  $1,250  multi¬ 
plied  by  the  number  of  exemptions  al¬ 
lowed  under  section  25  (b)  (exclusive  of 
exemptions  allowed  under  section  25  (b) 
(1)  (B)  for  a  taxpayer  or  spouse  attain¬ 
ing  the  age  of  65  years  or  section  25  (b) 
(1)  (C)  for  a  blind  taxpayer  or  blind 
spouse) ,  but  not  in  excess  of  $2,500  in  the 
case  of  a  single  individual  or  a  married 
individual  making  a  separate  return  and 
not  in  excess  of  $5,000  in  the  case  of  a 
joint  return  of  husband  and  wife. 

(2)  The  application  of  this  paragraph 
may  be  illustrated  by  the  following  ex¬ 
ample: 

Example.  H  and  W  make  a  Joint  re¬ 
turn  for  the  calendar  year  1952,  on  which  five 
exemptions  are  allowed  (exclusive  of  exemp¬ 
tions  under  section  25  (b)  (1)  (B)  or  (C)), 
one  for  each  taxpayer  and  three  for  their 
dependent  minor  children.  The  adjusted 
gross  income  of  H  and  W  In  1952  Is  $40,000. 
’They  pay  during  that  year  $9,000  for  medi¬ 
cal  care,  no  part  of  which  Is  compensated 
for  by  Insurance  or  otherwise.  The  deduc¬ 
tion  allowable' under  section  23  (x)  for  the 
calendar  year  1952  is  $5,000,  computed  as 
follows: 


Payment  for  medical  care  in  1952 _ $9,  000 

Less*  5  percent  of  $40,000  (adjusted 

gross  income) _  2,000 


Excess  of  medical  expenses  in  1952 
over  5  percent  of  adjusted  gross  In¬ 
come  _  7, 000 

Allowable  deduction  for  1952  ($1,250 
multiplied  by  5  exemptions  allowed 
under  section  25  (b)  (1)  (A)  and 
*  (D)  but  not  In  excess  of  $5,000) _ _  5,000 


(c)  (1)  There  is  no  five  percent  limi¬ 
tation  on  the  deduction  for  medical  ex¬ 
penses,  not  compensated  for  by  insur¬ 
ance  or  otherwise,  paid  for  the  care  of  the 
taxpayer  or  his  spouse,  where  either  the 
taxpayer  or  his  spouse  has  attained  the 
age  of  65  before  the  close  of  the  taxable 
year.  In  such  a  case  the  taxpayer  may 
deduct,  subject  to  the  maximum  deduc¬ 
tion  allowable  as  described  in  paragraph 
(b)  of  this  section,  (i)  the  amount  of  all 
payments  for  the  medical  care  of  the 
taxpayer  and  his  spouse;  and  (ii)  the 
amount  by  which  his  payments  for  the 
medical  care  of  his  dependents  exceeds 
5  percent  of  his  adjusted  gross  income. 
In  determining  the  amount  of  medical 
expenses  deductible  under  subdivision 
(ii)  of  this  subparagraph,  the  amount 
deductible  under  subdivision  (i)  of  this 
subparagraph  shall  not  be  taken  into 
account  for  the  purpose  of  computing 
the  excess  of  medical  expenses  over  the 
5  percent  limitation.  In  determining 
the  age  of  an  individual  for  the  pur¬ 
pose  of  the  unlimited  deduction  for 
medical  expenses  during  old  age,  the  last 
day  of  the  taxable  year  of  the  taxpayer 
is  the  controlling  date.  Thus,  a  taxpayer 
who  has  not  attained  the  age  of  65  by 
the  end  of  the  taxable  year  may  not 
claim  the  unlimited  deduction  with  re¬ 
spect  to  payments  made  for  the  medical 
care  of  himself  or  his  spouse  if  the  spouse 

§  39.23  (x)-l 
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dies  before  attaining  the  age  of  65  even 
though  such  spouse,  had  she  not  died, 
would  have  attained  the  age  of  65  before 
the  close  of  the  taxable  year  of  the 
taxpayer. 

(2)  The  application  of  this  paragraph 
may  be  illustrated  by  the  following 
examples: 

Example  (I).  Taxpayer  E,  who  attained 
the  age  of  65  years  on  February  22.  1952, 
makes  his  return  on  the  basis  of  the  calendar 
year.  During  the  year  1952,  E  has  adjusted 
gross  Income  of  $8,000,  and  pays  the  follow¬ 
ing  medical  bills;  (a)  $240  (3  percent  of  ad¬ 
justed  grors  Income)  for  the  medical  care 
of  himself  and  his  spouse,  and  (b)  $320  (4 
percent  of  adjusted  gross  income)  for  the 
medical  care  of  his  dependent  son.  The  al¬ 
lowable  deduction  under  section  23  (x)  for 
1952  is  $240.  No  deduction  is  allowable  for 
the  amount  of  $320  paid  for  medical  care 
of  the  dependent  son  since  the  amount  of 
such  payment  (determined  without  regard 
to  the  payments  for  the  care  of  the  taxpayer 
and  his  spouse )  does  not  exceed  5  percent  of 
adjusted  gross  income. 

Example  (2).  H  and  W  make  a  Joint  re¬ 
turn  for  the  calendar  year  1952  on  which 
four  exemptions  are  allowed  (exclusive  of 
exemptions  under  section  25  (b)  (1)  (B)  or 
(O),  one  for  each  taxpayer  and  two  for 
their  dependent  minor  children.  W  became 
65  years  of  r.ge  on  August  15,  1952.  The  ad¬ 
justed  gross  Income  of  H  and  W  in  1952  is 
$40,000  and  they  pay  in  such  year  the  fol¬ 
lowing  amounts  for  medical  care:  (a)  $1,500 
for  the  medical  care  of  H;  (b)  $2,500  for  the 
medical  care  of  W;  and  (c)  $3,500  for  the 
medical  care  of  the  children.  The  allowable 
deduction  under  section  23  (x)  for  medical 
expenses  paid  in  1952  Is  $5,000  computed  as 
follows: 

Payment  for  medical  care  of  H  and  W 

in  1952 - - $4,000 

Payment  for  medical  care  of  children 

in  1952 . - . $3,500 

Less  5  percent  of  $40,000 
(adjusted  gross  in¬ 
come) _  2,000 

-  1,500 


5,  500 

Maximum  allowable  deduction  in 

1952 _  5,  000 

(d)  (1)  Tlie  expenses  paid  must  be  for 
medical  care  of  the  taxpayer,  his  spouse, 
or  a  dependent  of  the  taxpayer  (see 
§  39.25-2  (e)  for  description  of  depend¬ 
ents).  not  compensated  for  by  insurance 
or  otherwise.  The  term  “medical  care” 
as  used  in  this  section  and  in  section  23 
(X)  includes  amounts  paid  for  the  diag¬ 
nosis,  cure,  mitigation,  treatment,  or  pre¬ 
vention  of  disease,  or  for  the  puipose  of 
affecting  any  structure  or  function  of  the 
body  (including  amounts  paid  for  acci¬ 
dent  or  health  insurance).  Payments 
for  hospitalization  insurance,  or  for 
membership  in  an  association  furnishing 
C(X)perative  or  so-called  free-choice 
medical  service,  or  group  hospitalization 
and  clinical  care  are  amounts  which  may 
be  deducted.  Amounts  paid  for  or>era- 
tions  or  treatments  affecting  any  portion 
of  the  body,  including  obstetrical  ex¬ 
penses  and  expenses  of  X-ray  or  therapy 
treatments,  are  deemed  to  be  for  the  pur¬ 
pose  of  affecting  any  structure  or  func¬ 
tion  of  the  body  and  are  therefore  de¬ 
ductible.  Amounts  expended  for  illegal 
operations  or  treatments  or  illegally  pro¬ 
cured  drugs  are  not  deductible.  Allow¬ 
able  deductions  under  section  23  (x) 


will  be  confined  strictly  to  expenses  in¬ 
curred  primarily  for  the  prevention  or 
alleviation  of  a  physical  or  mental  defect 
or  illness.  Thus,  payments  for  expenses 
for  hospital,  nursing  (including  nurses’ 
board  where  paid  by  the  taxpayer) ,  med¬ 
ical,  laboratory,  surgical,  dental  and 
other  diagnostic  and  healing  services,  for 
X-rays,  for  drugs  and  medical  and  dental 
supplies  (including  artificial  teeth  or 
limbs),  and  for  ambulance  hire  and 
travel  primarily  for  and  essential  to  the 
rendition  of  the  medical  services  or  to 
the  prevention  or  alleviation  of  a 
physical  or  mental  defect  or  illness,  are 
deductible, 

(2)  The  application  of  this  paragraph 
may  be  illustrated  by  the  following  ex¬ 
ample  : 

Example.  T.axpayer  A.  married  to  B  and 
having  one  dependent  child,  had  adjusted 
gross  income  for  1952  of  $3,000.  During  1952 
he  paid  $300  for  medical  care,  of  which  $100 
was  for  treatment  of  his  dependent  child 
and  $200  for  an  operation  in  September  1951, 
on  B.  In  1952  be  received  a  payment  of  $50 
for  health  insurance  covering  B’s  illness 
during  1951. 

The  deduction  allowable  under  section  23 
(x)  for  the  calendar  year  1952  is  $100,  com¬ 
puted  as  follows: 


Payment  for  medical  care  in  1952 _  $300 

Less:  Amount  of  Insurance  received 

in  1952 . . . . .  50 


Payment  for  medical  care  in  1952  not 

compensated  for  during  1952 _  250 

Less:  5  percent  of  $3,()00  (adjusted 
gross  income) _  150 


Excess,  allowable  as  a  deduction  for 

1952 _  100 


(e)  (1)  Where  reimbursement,  from 
insurance  or  othei*w'ise,  for  medical  ex¬ 
penses  is  not  received  until  a  taxable 
year  .subsequent  to  tlie  year  in  which  al¬ 
lowable  medical  expenses  were  paid,  the 
reimbursement  must  be  included  in  the 
gross  income  of  the  taxpayer  for  the  tax¬ 
able  year  in  which  the  reimbursement  is 
received  to  the  extent  Such  reimburse¬ 
ment  is  attributable  to  (and  not  in  excess 
of)  deductions  allowed  under  section  23 
(X)  for  any  prior  taxable  year  (see  sec¬ 
tion  22  (b)  (5)).  Where,  during  the 
year  for  which  the  deduction  is  taken, 
payments  are  made  for  medical  care 
which  are  not  compensated  for  during 
such  year  but  for  which  compensation 
is  received  in  a  subsequent  year  or  years, 
the  entire  amount  of  the  compensation 
so  received,  if  equal  to  or  less  than  the 
amount  which  was  deducted,  shall  be 
considered  as  attributable  to  the  deduc¬ 
tion  taken  for  such  prior  year.  If  the 
amount  of  the  compensation  received  in 
the  subsequent  year  or  years  is  greater 
than  the  amount  which  was  deducted 
for  the  prior  year,  such  portion  of  the 
compensation  received  which  is  equal 
in  amount  to  the  deduction  taken  shall 
be  considered  as  attributable  to  such  de¬ 
duction.  If  the  deduction  for  the  prior 
year  would  have  been  greater  but  for 
the  limitations  on  the  maximum  amount 
of  such  deduction  provided  by  section 
23  (X)  (see  paragraph  (b)  of  this  sec¬ 
tion),  then,  for  purposes  of  the  two  pre¬ 
ceding  sentences,  the  amount  of  the 


compensation  received  in  a  subsequent 
year  or  years  shall  be  reduced  by  an 
amount  equal  to  the  amount  by  which 
the  deduction  for  the  prior  year  would, 
but  for  the  applicable  maximum  limita¬ 
tions,  have  been  increased.  If  compen¬ 
sation  is  received  in  a  subsequent  year  or 
years,  the  net  deduction  for  medical 
expenses  will  thus  be  the  same  as  if  the 
compensation  had  been  received  in  the 
year  in  which  the  payments  for  medical 
care  were  made. 

(2)  The  deduction  for  medical  ex¬ 
penses  shall  not  be  deemed  to  have  been 
allowed  for  any  taxable  year  for  which 
the  taxpayer  claimed  and  was  allowed 
the  standard  deduction  under  section  23 
(aa). 

(3)  'The  application  of  this  paragraph 
may  be  Illustrated  by  the  following  ex¬ 
amples  : 

Example  (I),  Taxpayer  C,  a  single  indi¬ 
vidual  with  one  dependent.  Is  entitled  to 
two  exemptions  under  the  provisions  of  sec¬ 
tion  25  (b).  He  had  an  adjusted  gross  in¬ 
come  of  $35,000  for  the  calendar  year  1952. 
During  1952  he  paid  $9,000  for  medical  care. 
C  received  no  compensation  for  such  medical 
expenses  in  1952,  but  In  1953  he  receives 
$5,000  UF>on  an  insurance  policy  covering  the 
medical  expenses  which  he  paid  in  1952.  C 
was  allowed  a  deduction  of  $2,500  (the  maxi¬ 
mum)  from  his  gross  Income  for  1952.  The 
amount  which  C  must  include  in  his  gross 
Income  for  1953  is  $250  and  the  amount  to  be 
excluded  from  gross  income  for  1953  is  $4,750, 
computed  as  follows  (see  section  22  (b)  (5)): 

Payment  for  medical  care  in  1952 

(not  compensated  for  in  1952) _ $9,000 


Less:  5  percent  of  $35,000  (adjusted 

gross  income) _  1,750 


Exce.'s  of  uncompensated  medical  ex¬ 
penses  in  1952  over  5  percent  of 

adjusted  gross  Income _  7, 250 

Allowable  deduction  for  1952 _  2,500 


Amount  by  which  the  medical  de¬ 
duction  for  1952  would  have  been 
greater  than  $2,500  but  for  the 
limitations  on  the  maximum 
amount  provided  by  section  23  (x) .  4, 750 
Comiiensatlon  received  in 

1953 . $5,000 

Less:  Amount  by  which  the 
medical  deduction  for  1952 
would  have  been  greater 
than  $2,500  but  for  the 
limitations  on  the  maxi¬ 
mum  amount  provided  by 
section  23  (X) _  4,750 


Compensation  received  in  1953  re¬ 
duced  by  the  amount  by  which 
the  medical  deduction  for  1952 
would  have  been  greater  than 
$2,500  but  for  the  limitations  on 
the  maximum  amount  provided  by 
section  23  (x) _  250 

Amount  attributed  to  medical  de¬ 
duction  taken  for  1952 _  250  , 

Amount  to  be  included  in  gross  in¬ 
come  for  1953 _ 250 

Amount  to  be  excluded  from  gross 

income  for  1953  ($5,000  less  $250).  4.  750 

Example  (2).  Assuming  that  C,  in  ex¬ 
ample  (1),  receives  $8,000  in  1953  as  com¬ 
pensation  for  the  medical  expenses  which  he 
paid  in  1952,  the  amount  which  C  must 
Include  in  his  gross  Income  for  1953  1* 
$2,500  and  the  amount  to  be  excluded  tram 
gross  Income  for  1953  is  $5,500,  computed  W 
follows  (see  section  22  (b)  (5)): 
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Compensation  received  in  1953 _ $8,  000 

Less:  Amount  by  which  the  medical 
deduction  for  1952  would  have 
been  greater  than  $2,500  but  for  the 
limitations  on  the  maximum 
amount  provided  by  section  23  (x)  _  4,  750 


Compensation  received  in  1953  re¬ 
duced  by  the  amount  by  which  the 
medical  deduction  for  1952  would 
have  been  greater  than  $2,500  but 
lor  the  limitations  on  the  maxi¬ 
mum  amount  provided  by  section 
23  (X) . . - .  3,250 


Deduction  allowable  for  1952 _  2,  500 

Amount  of  compensation  received  in 
1953  to  be  Included  in  gross  Income 
lor  1953  as  attributable  to  deduc¬ 
tion  allowable  for  1952 _  2,  500 

Amount  to  be  excluded  from  gross 
Income  for  1953  ($8,000  less  $2,500) .  5,  500 


(f)  In  the  case  of  medical  expenses 
for  the  care  of  a  person  who  is  the  tax¬ 
payer’s  spouse  or  dependent,  the  deduc¬ 
tion  under  section  23  (x)  is  allowable  if 
the  status  of  such  person  as  “spouse”  or 
“dependent”  of  the  taxpayer  exists 
either  at  the  time  the  expenses  were  in¬ 
curred  or  at  the  time  the  payment  of 
the  expenses  was  made.  Thus,  payments 
made  in  June  1952,  by  A,  for  medical 
services  rendered  to  B,  his  wife,  in  1951 
may  be  deducted  by  A  for  1952  even 
though,  before  the  payments  were  made, 
B  died  or  secured  a  divorce;  and  pay¬ 
ments  made  in  July  1952,  by  C,  for  medi¬ 
cal  services  rendered  to  D  in  1951  may 
be  deducted  by  C  for  1952  even  though 
C  and  D  were  not  married  until  Tune 
1952.  However,  the  status  of  a  person  as 
the  “spouse”  of  the  taxpayer  must  exist 
as  of  the  close  of  the  taxable  year  of  the 
taxpayer  in  which  either  the  expenses 
were  incurred  or  the  payment  was  made, 
or,  in  the  case  of  the  death  of  the  spouse 
in  either  such  year,  as  of  the  time  of  such 
death.  In  determining  whether  such 
status  exists  a  taxpayer  who  is  legally 
separated  from  his  spouse  under  a  decree 
of  separate  maintenance  is  not  con¬ 
sidered  as  married. 

(g)  In  connection  with  claims  for  de¬ 
ductions  under  section  23  (x),  the  tax¬ 
payer  shall  furnish  the  name  and  address 
of  each  person  to  whom  payment  for 
medical  expenses  was  made  and  the 
amount  and  the  approximate  date  of  the 
actual  payment  thereof  in  each  case.  If 
payment  was  in  kind,  then  such  fact 
shall  be  so  reflected.  Claims  for  deduc¬ 
tions  must  be  substantiated,  when  re¬ 
quested  by  the  Commissioner,  by  a  state¬ 
ment  from  the  individual  or  entity  to 
which  payment  for  medical  expenses  was 
made  showing  the  nature  of  the  service 
rendered,  to  or  for  whom  rendered,  the 
amount  paid  therefor,  and  the  date  of 
the  actual  payment  thereof,  and  by  such 
other  information  as  the  Commissioner 
thay  deem  necessary. 


(e).  Rev.  Act  1948,  with  respect  to  taxable 
years  beginning  after  December  31,  1947.) 

(z)  Amounts  representing  taxes  and  in¬ 
terest  paid  to  cooperative  apartment  corpo¬ 
ration — (1)  In  general.  In  the  case  of  a 
tenant-stockholder  (as  defined  in  paragraph 
(2)),  amounts,  not  otherwise  deductible, 
paid  or  accrued  to  a  cooperative  apartment 
corijoration  within  the  taxable  year,  if  such 
amounts  represent  that  proportion  of  the 
real  estate  taxes  on  the  apartment  building 
and  the  land  on  which  it  is  situated,  allow¬ 
able  as  deductions  under  subsection  (c) ,  paid 
or  incurred  by  the  corporation,  or  of  the  in¬ 
terest  paid  or  incurred  by  the  corporation  on 
its  indebtedness  contracted  in  the  acqui¬ 
sition,  construction,  alteration,  rehabilita¬ 
tion,  or  maintenance  of  such  apartment 
building  or  in  the  acquisition  of  the  land 
on  which  the  building  is  located,  which  the 
stock  of  the  corporation  owned  by  the  ten¬ 
ant-stockholder  is  of  the  total  outstanding 
stock  of  the  corporation,  including  that  held 
by  the  corporation. 

(2)  Definition.  For  the  purposes  of  this 
subsection — 

(A)  Cooperative  apartment  corporation, 
Tlie  term  “cooperative  apartment  corpora¬ 
tion"  means  a  corporation — 

(1)  Having  one  and  only  one  class  of  stock 
outstanding, 

(li)  All  of  the  stockholders  of  which  are 
entitled,  solely  by  reason  of  their  ownership 
of  stock  in  the  corporation,  to  occupy  for 
dwelling  purposes  apartments  in  a  building 
owned  or  leased  by  such  corporation,  and 
who  are  not  entitled,  either  conditionally  or 
unconditionally,  except  upon  a  complete  or 
partial  liquidation  the  corporation,  to  re¬ 
ceive  any  distribution  not  out  of  earnings 
and  profits  of  the  corporation,  and 

(ill)  80  per  centum  or  more  of  the  gross 
Income  of  which  for  the  taxable  year  in 
which  the  taxes  and  Interest  described  in 
paragraph  (1)  are  paid  or  Incurred  is  de¬ 
rived  from  tenant-stockholders. 

(B)  Tenant-stockholder.  The  term  “ten¬ 
ant-stockholder"  means  an  individual  who  is 
a  stockholder  in  a  cooperative  apartment  cor¬ 
poration,  and  whose  stock  is  fully  paid-up  in 
an  amount  not  less  than  an  amount  shown 
to  the  satisfaction  of  the  Commissioner  as 
bearing  a  reasonable  relationship  to  the  p>or- 
tion  of  the  value  of  the  corporation’s  equity 
in  the  building  and  the  land  on  which  it  is 
situated  which  is  attributable  to  the  apart¬ 
ment  which  such  Individual  is  entitled  to 
occupy. 


[Sec.  23  (z)  as  added  by  sec.  128,  Rev.  Act 
1942] 


5  39.23  (y)-(z)  Statutory  provisions: 
Eductions  from  gross  income;  de¬ 
duction  for  the  blind;  amounts  repre¬ 
senting  taxes  and  interest  paid  to  coop¬ 
erative  apartment  corporation. 

Sec.  23.  Deductions  from  gross  income, 
Tn  computing  net  income  there  shall  be  al¬ 
lowed  as  deductions:  •  •  • 

(y)  Special  deduction  for  blind  individ- 
•  •  •  [Repealed  by  section  202 


§  39.23  (z)-l  Amounts  representing 
taxes  and  interest  paid  to  cooperative 
apartment  corporation,  (a)  A  tenant- 
stockholder  may  deduct  from  his  gross 
income  amounts  paid  or  accrued  within 
his  taxable  year  to  a  cooperative  apart¬ 
ment  corporation  representing  certain 
taxes  or  interest  paid  or  incurred  by  such 
corporation.  Such  amounts  are  not  al¬ 
lowable  as  a  deduction  unless  they  repre¬ 
sent  the  tenant-stockholder’s  proportion¬ 
ate  share  of  the  real  estate  taxes  on  the 
apartment  building  and  the  land  on 
which  it  is  situated,  allowable  as  deduc¬ 
tions  under  section  23  (c),  paid  or  in¬ 
curred  by  the  cooperative  apartment  cor¬ 
poration  before  the  close  of  the  taxable 
year  of  the  tenant-stockholder,  or  of  the 
interest  paid  or  incurred  by  the  corpora¬ 
tion  before  such  time  on  its  indebtedness 
contracted  in  the  acquisition,  construc¬ 
tion,  alteration,  rehabilitation,  or  main¬ 
tenance  of  such  apartment  building  or 
in  the  acquisition  of  the  land  on  which 
the  building  is  situated. 


(b)  The  deduction  allowable  under 
section  23  (z)  shall  not  exceed  the 
amount  of  the  tenant-stockholder’s  pro¬ 
portionate  share  of  the  taxes  and  interest 
described  therein.  In  case  a  tenant- 
stockholder  pays  or  incurs  all  or  a  part 
of  his  proportionate  share  of  such  taxes 
and  interest  to  the  corporation,  the 
amount  so  paid  or  incurred  representing 
taxes  and  interest  is  allowable  as  a  de¬ 
duction  if  the  requirements  of  section  23 
(z)  are  otherwise  satisfied.  As  used  m 
this  section,  the  tenant-stockholder’s 
proportionate  share  is  that  proportion 
which  the  stock  of  the  cooperative  apart¬ 
ment  corpKjration  owned  by  the  tenant- 
stockholder  ^is  of  the  total  outstanding 
stock  of  the  Corporation,  including  that 
held  by  the  corporation.  If  a  tenant- 
stockholder  pays  or  incurs  to  the  cor¬ 
poration  an  amount  on  account  of  such 
taxes  and  interest  and  other  items,  such 
as  maintenance,  overhead  expenses,  and 
curtailment  of  mortgage  indebtedness, 
the  amount  representing  such  taxes  and 
interest  is  an  amount  which  bears  the 
same  ratio  to  the  total  amount  of  the 
tenant-stockholder’s  payment  or  lia¬ 
bility,  as  the  case  may  be.  as  the  total 
amount  of  the  tenant-stockholder’s  pro¬ 
portionate  share  of  such  taxes  and  in¬ 
terest  bears  to  the  total  amount  of  the 
tenant-stockholder’s  proportionate  share 
of  the  taxes,  interest,  and  other  items 
on  account  of  which  such  payment  is 
made  or  liability  incurred.  No  deduc¬ 
tion  is  allowable  under  section  23  (z)  for 
such  part  of  amounts  representing  the 
taxes  or  interest  described  therein  as  is 
deductible  by  a  tenant-stockholder  un¬ 
der  any  other  provision  of  the  Internal 
Revenue  Code. 

(c)  In  order  to  qualify  as  a  “coopera¬ 
tive  apartment  corporation”  under  sec¬ 
tion  23  (z).  the  corporation  shall  have 
only  one  class  of  stock  outstanding. 
Each  stockholder  of  the  corporation  shall 
be  entitled  to  occupy  for  dwelling  pur¬ 
poses  an  apartment  in  a  building  owned 
or  leased  by  such  corporation.  The 
stockholder  is  not  required  to  occupy 
the  apartment.  The  right  as  against  the 
corporation  to  occupy  the  apartment  is 
sufficient.  Such  right  shall  be  conferred 
on  each  stockholder  solely  by  reason  of 
his  ownership  of  stock  in  the  corporation, 
that  is.  the  stock  shall  entitle  the  owner 
thereof  either  to  occupy  the  apartment 
or  to  a  lease  of  the  apartment.  The  fact 
that  the  right  to  continue  to  occupy  the 
apartment  is  dependent  upon  the  pay¬ 
ment  of  charges  to  the  corporation  in  the 
nature  of  rentals  or  assessments  is  im¬ 
material.  None  of  the  stockholders  of 
the  corporation  shall  be  entitled,  either 
conditionally  or  unconditionally,  except 
upon  a  complete  or  partial  liquidation  of 
the  corporation,  to  receive  any  distribu¬ 
tion  other  than  out  of  earnings  or  profits 
of  the  corporation.  It  is  a  prerequisite 
to  the  allowance  of  a  deduction  under 
section  23  (z>  that  at  least  80  percent  of 
the  gross  income  of  the  corporation  for 
the  taxable  year  of  the  corporation  in 
which  the  taxes  and  interest  are  paid  or 
incurred  is  derived  from  tenant-stock¬ 
holders. 

(d)  The  term  “tenant-stockholder” 
means  an  individual  who  is  a  stockholder 
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in  a  cooperative  apartment  corporation 
as  defined  in  section  23  (z),  and  whose 
stock  is  fully  paid  up  in  an  amount  at 
least  equal  to  an  amount  shown  to  the 
satisfaction  of  the  Commissioner  as  bear¬ 
ing  a  reasonable  relationship  to  the  por¬ 
tion  of  the  fair  market  value,  as  of  the 
date  of  the  original  issuance  of  the  stock, 
of  the  corporation’s  equity  in  the  build¬ 
ing  and  the  land  on  which  it  is  situated 
which  is  attributable  to  the  apartment 
which  such  individual  is  entitled  to 
occupy. 

(e)  The  application  of  section  23  (z) 
may  be  illustrated  by  the  following  ex¬ 
amples: 

Example  (1).  The  X  Corporation  Is,  and 
at  all  times  since  1950  has  been,  a  coopera¬ 
tive  apartment  corporation  within  the  mean¬ 
ing  of  section  23  (z).  In  1950  It  purchased 
a  site  and  constructed  thereon  a  building 
with  10  apartments  at  a  total  cost  of  $200,000. 
The  fair  market  value  of  the  land  and  build¬ 
ing  was  likewise  $200,000  at  the  time  of  com¬ 
pletion  of  the  building.  Ek\ch  apartment  Is 
of  equal  value.  Upon  completion  of  the 
building,  the  X  Corporation  mortgaged  the 
land  and  building  for  $100,000,  and  sold  Its 
total  authorized  capital  stock,  consisting  of 
1,000  shares  of  common  stock,  for  $100,000. 
The  stock  was  purchased  by  10  Individuals, 
each  of  whom  paid  $10,000  for  100  shares. 
Each  certificate  for  100  shares  provides  that 
the  holder  thereof  is  entitled  to  a  lease  of 
a  particular  apartment  In  the  building  for  a 
specified  term  of  years.  Each  lease  provides 
that  the  lessee  shall  pay  his  proportionate 
part  of  the  corporation’s  expenses.  In  1950 
the  original  owner  of  100  shares  of  the  com¬ 
mon  stock  of  the  X  Corporation  and  of  the 
lea.'^  to  apartment  No.  1  made  a  gift  of  the 
stock  and  lease  to  A.  an  Individual.  Tlie  tax¬ 
able  year  of  A  and  of  the  X  Corporation  Is 
the  calendar  year.  The  corporation  computes 
Its  net  Income  on  the  accrual  basis,  while  A 
computes  his  net  Income  on  the  cash  receipts 
and  disbursements  basis.  In  1951  the  X 
Corporation  Incurred  expenses  aggregating 
$13,800,  namely,  $4,000  for  the  real  estate 
taxes  on  the  land  and  building,  $5,000  for  the 
Interest  on  the  mortgage,  $3,000  for  the  main¬ 
tenance  of  the  building,  and  $1,800  for  other 
expenses.  In  1952.  A  pays  the  X  Corporation 
$1,380,  representing  his  proportionate  part 
of  the  expenses  Incurred  by  the  corporation. 
The  entire  gross  income  of  the  X  Corporation 
for  1951  was  derived  from  tenant-stockhold¬ 
ers.  A  Is  entitled  under  section  23  (z)  to  a 
deduction  of  $900  In  computing  his  net  In¬ 
come  for  1952.  The  deduction  Is  computed 


as  follows; 

Shares  of  stock  of  X  Corporaticn 

owned  by  A _  100 

Shares  of  stock  of  X  Corporation 
owned  by  9  other  tenant-stock- 
holders  _  900 


Total  shares  of  stock  of  X  Corpora¬ 
tion  outstanding _  1,  000 

Proportion  of  outstanding  stock  of  X 

Corporation  owned  by  A _  i/io 


Expenses  Incurred  by  X  Corporation : 

Real  estate  taxes _ $4,  000 

Interest _  5,  000 

Maintenance _  3, 000 

Other  expenses _  1,800 

-  $13,800 

Amount  paid  by  A  representing  his 
proportionate  part  of  such  ex¬ 
penses  (1 10  of  $13,800) _  1,380 


A’s  proportionate  part  of  real  estate 
taxes  and  Interest  based  on  his 
stock  ownership  (Ho  of  $9,000) _  900 
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A’s  proportionate  part  of  total  cor¬ 
porate  expenses  based  on  his  stock 

ownership  (Ho  of  $13,800) _  $1,380 

Amount  of  A’s  payment  representing 
real  estate  taxes  and  Interest 

(««<?i.i8oOf$1.380) _ 900 

A’s  allowable  deduction _  900 


Since  the  stock  which  A  acquired  by  gift  was 
fully  paid  up  by  his  donor  in  an  amount 
equal  to  the  portion  of  the  fair  market  value, 
as  of  the  date  of  the  original  Issuance  of  the 
stock,  of  the  corporation’s  equity  in  the  land 
and  building  which  Is  attributable  to  apart¬ 
ment  No.  1,  the  requirement  of  section  23 
(z)  in  this  regard  Is  satisfied.  The  fair 
market  value  at  the  time  of  the  gift  of  the 
corporation’s  equity  attributable  to  the 
apartment  is  Immaterial. 

Example  (2) .  The  facts  are  the  same  as  In 
example  (1)  except  that  the  building  con¬ 
structed  by  the  X  Corporation  contained,  In 
addition  to  the  10  apartments,  business  space 
on  the  ground  fioor,  which  the  corporation 
rented  at  $2,400  for  the  calendar  year  1951; 
the  corporation  deducted  the  $2,400  from  Its 
expenses  in  determining  the  amount  of  the 
expenses  to  be  prorated  among  Its  tenant- 
stockholders;  the  amount  paid  by  A  to  the 
corporation  in  1952  Is  $1,140  instead  of 
$1,380;  and  more  than  80  percent  of  the 
gross  Income  of  the  corporation  for  1951  was 
derived  from  tenant-stockholders.  A  is  en¬ 
titled  under  section  23  (z)  to  a  deduction  of 
$743.48  In  computing  his  net  Income  for 
1952.  The  deduction  Is  computed  as  follows: 


Expenses  incurred  by  X  Corpora¬ 
tion _ $13,  800.  00 

Less  rent  from  business  space _  2,  400.  00 


Expenses  to  be  prorated  among 

tenant -stockholders _  11,  400. 00 

Amount  paid  by  A  representing 
his  proportionate  part  of  such 
expenses  (’io  of  $11,400) _  1,140.00 

A’s  proportionate  part  of  real 
estate  taxes  and  Interest  based 
on  his  stock  ownership  (Ho 

of  $9,000) . . COO.  00 

A’s  proportionate  part  of  total 
corporate  expenses  based  on 
his  stock  ownership  (Ho  of 

$13,800) _ 1,380.00 

Amount  of  A’s  payment  repre¬ 
senting  real  estate  taxes  and 

Interest  (fo^h^o  of  $1,140) _  743.48 

A’s  allowable  deduction _  743.  48 


Since  the  portion  of  A’s  payment  allocable 
to  real  estate  taxes  and  Interest  Is  only 
$743.48,  that  amount  instead  of  $900  Is  al¬ 
lowable  as  a  deduction  In  computing  A’s  net 
Income  for  1952. 

Example  (3) .  ’The  facts  are  the  same  as  In 
example  (2)  except  that  the  amount  paid  by 
A  to  the  X*  Corporation  In  1952  Is  $1,000 
Instead  of  $1,140.  A  Is  entitled  under  sec¬ 
tion  23  (z)  to  a  deduction  of  $652.17  In  com¬ 
puting  his  net  Income  for  1952.  The  deduc¬ 
tion  Is  computed  as  follows; 


Total  amount  paid  by  A _ $1,  000.  00 

A’s  proportionate  part  of  real 
estate  taxes  and  interest  based 
on  his  stock  ownership  (Ho  of 

$9,000)  _ _ 900.  00 

A’s  proportionate  part  of  total 
corporate  expenses  based  on 
his  stock  ownership  (Ho  of 

$13,800)  . . 1.300.00 

Amount  of  A’s  payment  represent¬ 
ing  real  estate  taxes  and  Inter¬ 
est  (£h»H3so  of  $1,000) .  652.  17 

A’s  allowable  deduction _  652.  17 


Since  the  portion  of  A’s  payment  allocable 
to  real  estate  taxes  and  Interest  Is  only 
$652.17,  that  amount  instead  of  $900  Is 
allowable  as  a  deduction  in  computing  A’s 
net  income  for  1952. 


§  39.23  (aa)  Statutory  provisions; 
deductions  from  gross  income;  optional 
standard  deduction  for  individuals. 

Sec.  23.  Deductions  from  gross  income. 

In  computing  net  Income  there  shall  be 
allowed  as  deductions:  •  •  * 

(aa)  Optional  standard  deduction  for  in-  f 
dividuals — (1)  Allowance.  In  the  case  of  an  - 
Individual,  at  his  election  a  standard  deduc¬ 
tion  as  follows: 

(A)  Adjusted  gross  income  S5.000  or  more.  j 
If  his  adjusted  gross  Income  is  $5,000  or 
more,  the  standard  deduction  shall  be 
$1,000  or  an  amount  equal  to  10  per  centum 

of  the  adjusted  gross  Income,  whichever  Is 
the  lesser,  except  that  In  the  case  of  a  sepa-  . 
rate  return  by  a  married  Individual,  the 
standard  deduction  shall  be  $500.  ! 

(B)  Adjusted  gross  income  less  than  ‘ 
$5,000.  If  his  adjusted  gross  Income  Is  less  » 
than  $5,000,  the  standard  deduction  shall  be 

an  amount  equal  to  10  per  centum  of  the 
adjusted  gross  income  upon  the  basis  of 
which  the  tax  applicable  to  the  adjusted 
gross  Income  of  the  taxpayer  Is  determined 
under  the  tax  table  provided  In  section  400. 

(2)  In  lieu  of  certain  deductions  and  i 
credits.  The  standard  deduction  shall  be  in  j 
lieu  of:  (A)  all  deductions  other  than  those 
which  under  section  22  (n)  are  to  be  sub¬ 
tracted  from  gross  Income  In  computing  ad¬ 
justed  gross  Income,  (B)  all  credits  with  re¬ 
spect  to  taxes  of  foreign  countries  and  pos¬ 
sessions  of  the  United  States,  (C)  all  credits 
with  respect  to  taxes  withheld  at  the  source 
under  section  143  (a)  (relating  to  Interest 

on  tax-free  covenant  bonds),  and  (D)  all 
credits  against  net  Income  with  respect  to 
interest  on  certain  obligations  of  the  United 
States  and  Government  corporations  of  the 
character  specified  in  section  25  (a)  (1) 
and  (2). 

(3)  Method  and  effect  of  election.  (A)  It  ' 
the  adjusted  gross  Income  shown  on  the 
return  Is  $5,000  or  more,  the  standard  de¬ 
duction  shall  be  allowed  if  the  taxpayer  so 
elects  in  his  return,  and  the  Commissioner, 
with  the  approval  of  the  Secretary,  shall  by 
regulations  prescribe  the  manner  of  signify¬ 
ing  such  election  In  the  return. 

(B)  If  the  adjusted  gross  Income  shown 
on  the  return  Is  less  than  $5,000,  the  stand¬ 
ard  deduction  shall  be  allowed  If  the  tax¬ 
payer  elects.  In  the  manner  provided  in 
Supplement  T,  to  pay  the  tax  imposed  by 
such  supplement. 

(C)  If  the  taxpayer  upon  making  his  re¬ 
turn  fails  to  signify,  In  the  manner  provided 
by  subparagraph  (A)  or  (B),  his  election  to 
take  the  standard  deduction,  such  failure 
shall  be  considered  his  election  not  to  take 
the  standard  deduction. 

(D)  If  the  adjusted  gross  income  shown 
on  the  return  Is  $5,000  or  more,  but  the  cor¬ 
rect  adjusted  gross  income  Is  less  than  $5,000, 
then  an  election  by  the  taxpayer  under  sub- 
paragraph  (A)  to  take  the  standard  deduc¬ 
tion  shall  be  considered  as  his  election  to 
pay  the  tax  Imposed  by  Supplement  T;  and 
his  failure  to  make  under  subparagraph  (A) 
an  election  to  take  the  standard  deduction 
shall  be  considered  his  election  not  to  pay 
the  tax  Imposed  by  Supplement  T.  If  the 
adjusted  gross  Income  shown  on  the  return 
is  less  than  $5,000,  but  the  correct  adjusted 
gross  Income  Is  $5,000  or  more,  then  an  elec¬ 
tion  by  the  taxpayer  under  subpar"<graph 
(B)  to  pay  the  tax  Imposed  by  Supplement  . 

■r  shall  be  considered  as  his  election  to  take 
the  standard  deduction;  and  his  failure  to 
elect  under  subparagraph  (B)  to  pay  the 
tax  imposed  by  Supplement  T  shall  be  con¬ 
sidered  his  election  not  to  take  the  standard 
deduction. 

(4)  Husband  and  wife.  In  the  case  of  ' 
husband  and  wife,  the  standard  deduction 
shall  not  be  allowed  to  either  If  the  net  in¬ 
come  of  one  of  the  spouses  Is  determined 
without  regard  to  the  standard  deduction. 
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(5)  Short  period.  In  the  case  of  a  taxable 
year  of  less  than  twelve  months  on  account 
of  a  change  In  the  accounting  period,  the 
itandard  deduction  shall  not  be  allowed, 

(6)  Determination  of  status.  For  the  pur¬ 
poses  of  this  subsection — 

(A)  The  determination  of  whether  an  in¬ 
dividual  is  married  shall  be  made  as  of  the 
close  of  his  taxable  year,  unless  his  sp>ouse 
dies  during  his  taxable  year,  in  which  case 
such  determination  shall  be  made  as  of  the 
time  of  such  death;  and 

(B)  An  Individual  legally  separated  from 
his  spouse  under  a  decree  of  divorce  or  of 
separate  maintenance  shall  not  be  con¬ 
sidered  as  married. 

(7)  Change  of  election.  Under  regulations 
prescribed  by  the  Secretary,  a  change  of  an 
election  to  take,  or  not  to  take,  the  standard 
deduction  for  any  taxable  year  may  be  made 
after  the  filing  of  the  return  for  such  year. 
If  the  spouse  of  the  taxpayer  filed  a  separate 
return  for  any  taxable  year  corresponding, 
for  the  purposes  of  paragraph  (4),  to  the 
taxable  year  of  the  taxpayer,  the  change 
shall  not  be  allowed  unless,  in  accordance 
with  such  regulations — 

(A)  The  spouse  makes  a  change  of  elec¬ 
tion  with  respect  to  the  standard  deduction 
for  the  taxable  year  covered  in  such  separate 
return,  consistent  with  the  change  of  elec¬ 
tion  sought  by  the  taxpayer,  and 

(B)  The  taxpayer  and  his  spouse  consent 
In  writing  to  the  assessment,  within  such 
period  as  may  be  agreed  upon  with  the  Secre¬ 
tary.  of  any  deficiency,  to  the  extent  at¬ 
tributable  to  such  change  of  election,  even 
though  at  the  time  of  the  filing  of  such  con¬ 
sent  the  assessment  of  such  deficiency  would 
otherwise  be  prevented  by  the  operation  of 
any  law  or  rule  of  law. 

This  paragraph  shall  not  apply  if  the  tax 
liability  of  the  taxpayer’s  spouse,  for  the  tax¬ 
able  year  corresponding  (for  the  purposes  of 
paragraph  (4)  to  the  taxable  year  of  the  tax¬ 
payer,  has  been  compromised  under  the  pro¬ 
visions  of  section  3761. 

[Sec.  23  (aa)  as  added  by  sec.  9  (a),  Tndl- 
Tldual  Income  Tax  Act  1944,  amended  by  sec, 
302,  Rev.  Act  1943  and  sec.  308  (a),  (b).  Rev. 
Act.  1951) 

5  39.23  faa)-l  Standard  deduction — 

(a)  General.  (1)  The  taxpayer  may 
elect  to  take,  in  addition  to  the  deduc¬ 
tions  from  gross  income  allowable  in 
computing  adjusted  gross  income,  a 
standard  deduction  in  lieu  of  all  non¬ 
business  deductions  (that  is,  deductions 
other  than  those  allowable  under  section 
22  (n) )  and  in  lieu  of  certain  credits  al¬ 
lowable  to  the  taxpayer  had  he  not  so 
elected.  Such  credits  are  the  credit  pro¬ 
vided  by  sections  31  and  131  for  income 
tax  paid  to  foreign  countries  or  posses¬ 
sions  of  the  United  States,  the  credit 
provided  by  section  32  for  tax  paid  at 
the  source  under  section  143  (a)  by  the 
obligor  on  tax-free  covenant  bonds  with 
tespect  to  interest  on  such  bonds,  and 
the  credit  provided  by  section  25  (a)  (1) 
And  (2)  for  normal-tax  purposes  with 
vespect  to  interest  on  United  States  ob¬ 
ligations  and  interest  on  obligations  of 
instrumentalities  of  the  United  States. 

<2)  In  the  case  of  taxpayers  whose  ad¬ 
justed  gross  income  is  $5,000  or  more, 
the  standard  deduction  is  $1,000  or  10 
Percent  of  adjusted  gross  income,  which¬ 
ever  is  the  lesser,  except  that  in  the  case 
a  separate  return  by  a  married  in- 
•hvidual,  the  standard  deduction  is  $500. 

the  purpose  of  the  preceding 
sentence,  the  determination  of  whether 
An  individual  is  married  shall  be  made  as 


of  the  close  of  his  taxable  year  unless 
his  spouse  dies  during  his  taxable  year, 
in  which  case  such  determination  shall 
be  made  as  of  the  time  of  such  death; 
and  an  individual  shall  be  considered  as 
married  even  though  living  apart  from 
his  spouse  unless  legally  separated  under 
a  decree  of  divorce  or  separate  main¬ 
tenance.  In  the  case  of  taxpayers  whose 
adjusted  gross  income  is  less  than  $5,000, 
the  standard  deduction  is  about  10  per¬ 
cent  of  the  adjusted  gross  income  upon 
which  the  tax  is  determined  in  the  table 
provided  in  section  400.  A  taxpayer  hav¬ 
ing  adjusted  gross  income  of  less  than 
$5,000,  who  does  not  elect  to  pay  the  tax 
imposed  by  Supplement  T,  may  not  take 
the  standard  deduction. 

(3)  In  the  case  of  a  joint  return,  there 
is  only  one  adjusted  gross  income  and 
only  one  standard  deduction.  For  ex¬ 
ample,  if  a  husband  has  an  income  of 
$15,000  and  his  spouse  has  an  income  of 
$12,000  for  the  taxable  year  for  which 
they  file  a  joint  return,  and  they  have 
no  deductions  allowable  for  the  purpose 
of  computing  adjusted  gross  income,  the 
adjusted  gross  income  is  $27,000,  and  the 
standard  deduction  is  $1,000  (and  not 
$2,000). 

(4)  The  standard  deduction  is  not 
allowable: 

(i)  In  the  case  of  a  taxable  year  of  less 
than  12  months  where  such  taxable  year 
arises  because  of  a  change  in  accounting 
period  under  section  47  (a) ; 

(ii)  In  the  case  of  a  return  for  a  frac¬ 
tional  part  of  a  year  under  section  146 
(a)  (1) ; 

(iii)  In  the  case  of  an  estate  or  trust; 

(iv)  In  the  case  of  common  trust 
funds ; 

(V)  In  the  determination  of  the  net 
income  of  a  partnership; 

(vi)  In  the  case  of  nonresident  alien 
individuals  (including  those  who  enter 
and  leave  the  United  States  at  frequent 
intervals) ;  and 

(vii)  In  the  case  of  a  citizen  of  the 
United  States  entitled  to  the  benefits  of 
section  251. 

(5)  An  election  to  take  the  standard 
deduction  is  not  precluded  by  reason  of 
the  fact  that  the  return  is  made  for  a 
taxable  year  of  less  than  12  months  on 
account  of  the  death  of  the  taxpayer. 

(b)  Manner  and  effect  of  election  to 
take  the  standard  deduction.  The  fol¬ 
lowing  rules  are  prescribed  with  respect 
to  the  manner  of  signifying  an  election 
by  a  taxpayer  to  take  the  standard 
deduction : 

(1)  A  taxpayer  whose  adjusted  gross 
income  as  shown  by  his  return  is  $5,000 
or  more  shall  be  allowed  the  standard  de¬ 
duction  if  he  signifies  on  his  return  his 
election  to  take  such  deduction.  Such 
taxpayer  shall  so  signify  on  his  return  by 
claiming  thereon  the  deduction  in  the 
amount  provided  for  in  section  23  (aa) 
instead  of  itemizing  the  deductions  al¬ 
lowable  under  section  23  other  than  tho.se 
specified  in  section  22  (n).  The  amount 
to  be  claimed  on  the  return  by  such  tax¬ 
payer  is  $1,000  or  10  percent  of  the  ad¬ 
justed  gross  income,  whichever  is  lesser 
(except  that  in  the  case  of  a  separate  re¬ 
turn  by  a  married  individual,  the  amount 
is  $500).  If  in  any  case  the  adjusted 


gross  income  shown  on  the  return  of  the 
taxpayer  is  $5,000  or  more,  but  the  cor¬ 
rect  adjusted  gross  income  is  less  than 
$5,000,  then: 

(1)  If  the  taxpayer  has  elected  on  his 
return  to  take  the  standard  deduction 
such  election  shall  be  deemed  to  be  an 
election  by  the  taxpayer  to  pay  the  tax 
imposed  by  Supplement  T;  and 

(ii)  If  the  taxpayer  has  not  so  elected 
upon  his  return,  it  shall  be  deemed  that 
the  taxpayer  has  elected  not  to  pay  the 
tax  under  Supplement  T. 

(2)  If  the  adjusted  gross  Income 
shown  on  the  return  is  less  than  $5,000, 
the  standard  deduction  is  allowable  if  the 
taxpayer  elects  in  the  manner  provided 
in  Supplement  T  to  pay  the  tax  imposed 
by  such  supplement.  As  to  the  manner 
and  effect  of  election  to  pay  the  tax  under 
Supplement  T,  see  §  39.402-1.  In  any 
case,  however,  in  which  adjusted  gross 
income  shown  on  the  return  is  less  than 
$5,000  but  the  correct  adjusted  gross  in¬ 
come  is  in  fact  $5,000  or  more,  then: 

(1)  If  the  taxpayer  has  elected  to  pay 
the  tax  imposed  under  Supplement  T. 
it  shall  be  deemed  that  he  has  elected  to 
take  the  standard  deductions;  and 

(ii)  If  the  taxpayer  has  not  elected  on 
his  return  to  pay  the  tax  under  Supple¬ 
ment  T,  it  shall  be  deemed  that  he  has 
made  an  election  not  to  take  the  standard 
deduction. 

(c)  Husband  and  tvife.  (1)  In  the 
case  of  husband  and  wife  (except  as 
qualified  below) .  if  the  net  income  of  one 
spouse  is  determined  without  regard  to 
the  standard  deduction,  the  other  spouse 
may  not  elect  to  take  the  standard  de¬ 
duction.  If  a  joint  return  is  filed  and 
election  made  thereon  to  take  the  stand¬ 
ard  deduction,  such  deduction  shall  be 
determined  by  reference  to  the  aggre¬ 
gate  adjusted  gross  income  of  both 
spouses.  If  Form  1040  A  is  filed  as  a  com¬ 
bined  return,  the  standard  deduction  is 
allowed  through  the  application  to  the 
adjusted  gross  income  shown  on  such 
return  of  the  tax  table  in  Supplement  T. 
See  §  39.51-2  limiting  the  use  of  Form 
1040 A  as  a  combined  return  to  cases  in 
w’hich  the  aggregate  adjusted  gross  in¬ 
come  of  the  spouses  is  less  than  $5,000. 

(2)  If  each  spouse  files  Form  1040,  both 
must  elect  to  take  the  standard  deduc¬ 
tion  or  both  are  denied  the  standard 
deduction.  If  one  spouse  files  Form  1040 
and  does  not  elect  to  take  the  standard 
deduction,  the  other  spouse  may  not  elect 
to  take  the  standard  deduction  and. 
hence,  may  not  file  Form  1040 A  as  his  or 
her  return.  Thus,  if  A  and  his  wife  B 
have  adjusted  gross  incomes  of  $G,C00 
and  $3,500  from  wages  subject  to  with¬ 
holding.  respectively,  and  A  files  Form 
1040  and  does  not  elect  thereon  to  take 
the  standard  deduction.  B  may  not  file 
Form  1040A  but  must  file  Form  1040, 
taking  thereon  only  her  actual  allowable 
deductions  and  not  the  standard  deduc¬ 
tion.  In  such  case,  however,  if  both 
elect  to.  take  the  standard  deduction.  A 
must  file  Form  1040,  but  B  may  file  Form 
1040A  or.  in  the  alternative,  she  may  file 
Form  1040  and  compute  the  tax  under 
Supplement  T.  Under  either  altemative, 
effect  is  given  to  the  standard  deduc¬ 
tion  through  the  application  of  Supple¬ 
ment  T. 
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(3)  The  restriction  upon  the  right  of  a 
married  person  to  elect  the  standard 
deduction  in  his  separate  retiirn  is  ap¬ 
plicable  with  respect  to  the  taxable 
years  of  the  husband  and  wife  ending  in 
the  same  calendar  year,  except  that  in 
the  event  of  the  death  of  one  spouse  the 
restriction  is  applicable  with  respect  to 
the  taxable  year  ended  with  death  and 
the  taxable  year  of  the  surviving  spouse 
in  which  such  death  occurs.  The  re¬ 
striction  applies  unless  the  spouses  are 
legally  separated  under  a  decree  of  di¬ 
vorce  or  separate  maintenance.  The 
determination  of  whether  an  individual 
Is  married  (whether  or  not  living  with 
his  spouse)  for  the  purpose  of  the  al¬ 
lowance  of  the  standard  deduction  shall 
be  made  as  of  the  last  day  of  such  in¬ 
dividual’s  taxable  year,  unless  his  spouse 
dies  during  such  taxable  year,  in  which 
event  the  determination  shall  be  made  as 
of  the  date  of  the  death  of  such  spouse. 

(4)  The  provisions  of  this  paragraph 
may  be  illustrated  by  the  following  ex¬ 
amples; 

Example  (1).  Taxpayer  A  and  his  wife  B 
both  make  their  returns  on  a  calendar  year 
basis.  In  July  1952  they  enter  into  a  separa¬ 
tion  agreement  and  thereafter  live  apart  but 
no  decree  of  divorce  or  separate  maintenance 
is  issued  until  March  1953.  If  A  itemizes 
and  claims  his  actual  deductions  on  his  re¬ 
turn  for  the  calendar  year  1952,  B  may  not 
elect  the  standard  deduction  on  her  return 
for  such  year  since  B  Is  considered  as  mar¬ 
ried  to  A  (although  permanently  separated 
by  agreement)  on  the  last  day  of  1952. 

Example  (2).  Taxpayer  A  makes  his  re¬ 
turns  on  the  basis  of  a  fiscal  year  ending 
June  30.  His  wife  B  makes  her  returns  on 
the  calendar  year  basis.  A  died  in  October 
1952.  In  such  case,  since  A  and  B  were  mar¬ 
ried  as  of  the  date  of  death,  B  may  not  elect 
the  standard  deduction  for  the  calendar  year 
1952  if  the  Income  of  A  for  the  short  taxable 
year  ending  with  the  date  of  his  death  is  de¬ 
termined  without  regard  to  the  standard  de¬ 
duction. 

(d)  Change  of  election  to  take,  or  not 
to  take,  the  standard  deduction.  (1)  A 
change  of  the  election  to  take,  or  not  to 
take,  the  standard  deduction  for  any 
taxable  year  may  be  made  before  or  after 
the  time  prescribed  for  filing  the  return 
for  the  taxable  year.  However,  the 
period  of  time  prescribed  in  section  322 
within  which  claim  for  credit  or  refund 
of  tax  must  be  made  is  not  extended  by 
the  right  to  effect  a  change  of  election. 
See  3  C9.S22-7. 

(2)  If  the  spouse  of  the  taxpayer  filed 
a  separate  return  for  any  taxable  year 
that  corresponds,  for  the  purpose  of  sec¬ 
tion  23  (aa)  (4)  (see  paragraph  (c)  of 
this  section),  to  the  taxable  year  of  the 
taxpayer,  a  change  of  election  may  not 
bo  made  by  the  taxpayer  unless  (i)  the 
spou.se  makes  a  change  of  election  in  such 
separate  return  with  respect  to  the 
standard  deduction  consistent  with  the 
change  of  election  sought  by  the  tax¬ 
payer,  and  (ii)  the  taxpayer  and  his 
spouse  file  a  consent  in  writing  to  the 
asse.'jsment,  within  such  period  of  time  as 
may  be  agreed  upon,  of  any  deficiency  of 
either  to  the  extent  attributable  to  such 
change  of  election  even  though  at  the 
time  of  the  filing  of  such  consent  the  as¬ 
sessment  of  such  deficiency  would  other- 
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wise  be  prevented  by  the  operation  of 
any  law  or  rule  of  law. 

(3)  A  change  of  election  for  any  tax¬ 
able  year  shall  not  be  permitted  if  the 
tax  liability  of  the  taxpayer  for  the  tax¬ 
able  year,  or  of  the  taxpayer’s  spouse  for 
the  taxable  year  corresponding,  for  the 
purpose  of  section  23  (aa)  (4)  (see  para¬ 
graph  (c)  of  this  section),  to  the  taxable 
year  of  the  taxpayer,  has  been  compro¬ 
mised  under  the  provisions  of  section 
3761. 

§  39.23  (bb)  Statutory  provisions;  de¬ 
ductions  from  gross  income;  circula¬ 
tion  expenditures. 

SBC.  23.  Deductions  from  gross  income. 
In  computing  net  Income  there  shall  be  al¬ 
lowed  as  deductions:  *  •  • 

(bb)  Circulation  expenditures.  Notwith¬ 
standing  section  24  (a),  all  expenditures 
(other  than  expenditures  for  the  purchase 
of  land  or  depreciable  property  or  for  the 
acquisition  of  circulation  through  the  pur¬ 
chase  of  any  part  of  the  business  of  another 
publisher  of  a  newspaper,  magazine,  or  other 
periodical)  to  establish,  maintain,  or  increase 
the  circulation  of  a  newspaper,  magazine,  or 
other  periodical:  except  that  the  deduction 
shall  not  be  allowed  with  respect  to  the  por¬ 
tion  of  such  expenditures  as,  under  regula¬ 
tions  prescribed  by  the  Secretary,  is  charge¬ 
able  to  capital  account  If  the  taxpayer  elects, 
in  accordance  with  such  regulations,  to  treat 
such  portion  as  so  chargeable.  Such  election, 
if  made,  must  be  for  the  total  amount  of  such 
portion  of  the  expenditures  which  is  so 
chargeable  to  capital  account,  and  shall  be 
binding  for  all  subsequent  taxable  years  un¬ 
less,  upon  application  by  the  taxpayer,  the 
Secretary  permits  a  revocation  of  such  elec¬ 
tion  subject  to  such  conditions  as  he  deems 
necessary. 

(See.  23  (bb)  as  added  by  sec.  294  (a),  Rev. 
Act  19501 

§  39.23  (bb)-l  Circulation  expendi¬ 
tures — (a)  Allowance  of  deduction. 
Section  23  (bb)  provides  for  the  deduc¬ 
tion  from  gross  income  (notwithstand¬ 
ing  the  provisions  of  section  24  (a)  and 
the  regulations  thereunder,  relating  to 
items  not  deductible  from  gross  income) 
of  all  expenditures  to  establish,  main¬ 
tain,  or  increase  the  circulation  of  a 
newspaper,  magazine,  or  other  periodical 
subject  to  the  two  following  rules: 

(1)  The  deduction  is  not  allowable 
W’ith  respect  to  expenditures  for  the  pur¬ 
chase  of  land  or  depreciable  property  or 
for  the  acquisition  of  circulation  through 
the  purchase  of  any  part  of  the  business 
of  another  publisher  of  a  newspaper, 
magazine,  or  other  periodical. 

(2)  The  deduction  is  allowable  only  to 
the  publisher  making  the  circulation  ex¬ 
penditures. 

(b)  Election  to  capitalize.  A  taxpayer 
entitled  to  the  deduction  for  circulation 
expenditures  provided  in  section  23  (bb) 
may,  in  lieu  of  taking  such  deduction, 
elect  to  charge  to  capital  account  the 
portion  of  such  circulation  expenditures 
which,  under  approved  standard  methods 
of  accounting,  is  properly  chargeable  to 
capital  account.  As  a  general  rule,  ex¬ 
penditures  normally  made  from  year  to 
year  in  an  effort  to  maintain  circulation 
are  not  properly  chargeable  to  capital 
account;  however,  expenditures  made  in 
an  effort  to  establish  or  to  increase  cir¬ 
culation  are  properly  chargeable  to 


capital  account.  For  example,  if  a  news¬ 
paper  normally  employs  five  persons  to 
obtain  renewals  of  subscriptions  by  tele¬ 
phone,  the  expenditures  in  connection 
therewith  would  not  be  properly  charge¬ 
able  to  capital  account.  However,  if  such 
newspaper,  in  a  special  effort  to  increase 
its  circulation,  hires  for  a  limited  period 
20  additional  employees  to  obtain  new 
subscriptions  by  means  of  telephone  calls 
to  the  general  public,  the  expenditures  in 
connection  therewith  would  be  properly 
chargeable  to  capital  account.  If  an 
election  is  made  by  the  taxpayer  to  treat 
any  portion  of  his  circulation  expendi¬ 
tures  as  chargeable  to  capital  account, 
such  election  must  be  for  the  total 
amount  of  all  such  expenditures  which 
are  properly  so  chargeable ;  in  such  case, 
no  deduction  will  be  allowed  for  any  such 
expenditures  which  are  properly  charge¬ 
able  to  capital  account.  If  such  election 
is  made  with  respect  to  a  particular  tax¬ 
able  year,  the  taxpayer  must  continue 
for  subsequent  taxable  years  to  charge 
to  capital  account  all  circulation  ex¬ 
penditures  which  are  properly  so  charge¬ 
able,  unless  the  Commissioner,  on  appli¬ 
cation  in  w’liting  made  to  him  by  the 
taxpayer,  permits  a  revocation  of  such 
election  with  respect  to  any  subsequent 
taxable  year,  subject  to  such  conditions 
as  the  Commissioner  deems  necessary. 
The  election  referred  to  in  this  para¬ 
graph  shall  be  made  by  a  statement  at¬ 
tached  to  the  taxpayer’s  return  for  the 
first  taxable  year  to  which  such  election 
is  applicable. 

§  39.23  (cc)  Statutory  provisions;  de¬ 
ductions  from  gross  income;  deduction 
of  expenditures  paid  or  incurred  for  the 
development  of  mines  or  other  natural 
deposits. 

Sec.  23.  Deductions  from  gross  income.  la 
computing  net  income  there  shall  be  allowed 
as  deductions:  •  •  • 

(cc)  Development  of  mines — (1)  In  gen¬ 
eral.  Except  as  provided  in  paragraph  (2), 
all  expenditures  paid  or  incurred  during  the 
taxable  year  for  the  development  of  a  mine 
or  other  natural  deposit  (other  than  an  oil 
or  gas  well)  If  paid  or  Incurred  after  Decem¬ 
ber  31,  1950,  and  after  the  existence  of  ore* 
or  minerals  In  commercially  marketable 
quantities  has  been  disclosed.  This  subsec¬ 
tion  shall  not  apply  to  expenditures  for  the 
acquisition  or  Improvement  of  property  of  a 
character  which  is  subject  to  the  allowance 
for  depreciation  provided  in  section  23  (1). 
but  allowances  for  depreciation  shall  be  con¬ 
sidered,  for  the  purposes  of  this  subsection, 
as  expenditures. 

(2)  Election  of  taxpayer.  At  the  election 
of  the  taxpayer,  nvade  in  accordance  with 
regulations  prescribed  by  the  Secretary,  ex¬ 
penditures  described  In  paragraph  (1)  paid 
or  incurred  during  the  taxable  year  shall  be 
treated  ns  deferred  expenses  and  shall  be 
deductible  on  a  ratable  basis  as  the  units 
of  produced  ores  or  minerals  benefited  by 
such  expenditures  are  sold.  In  the  case  of 
such  expenditures  paid  or  Incurred  during 
the  development  stage  of  the  mine  or  deposit, 
the  election  shall  apply  only  with  respect  to 
the  excess  of  such  expenditures  during  the 
taxable  year  over  the  net  receipts  during 
the  taxable  year  from  the  ores  or  mineral* 
produced  from  such  mine  or  deposit.  The 
election  under  this  paragraph,  if  made,  must 
be  for  the  total  amount  of  such  expenditure*, 
or  the  total  amount  of  such  excess,  as  the 
case  may  be,  with  respect  to  the  mine  at 
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deposit,  and  shall  be  binding  for  such  taxable 
year. 

(3)  Adjusted  basis  of  mine  or  deposit. 
The  amount  of  expenditures  which  are 
treated  under  paragraph  (2)  as  deferred  ex¬ 
penses  shall  be  taken  into  account  in  con>- 
putlng  the  adjusted  basis  of  the  mine  or 
deposit,  except  that  such  amount,  and  the 
adjustments  to  basis  provided  In  section  113 
(b)  (1)  fJ).  shall  be  disregarded  in  deter¬ 
mining  the  adjusted  basis  of  the  property 
for  the  purpose  of  computing  a  deduction 
(or  depletion  under  section  114. 

|Sec.  23  (cc)  as  added  by  sec.  3C9  (a),  Rev. 
Act  1951] 

§  39.23  (cc)-l  Mine  development  ex¬ 
penditures — (a)  Allowance  of  deduction. 

(1)  Section  23  (cc)  (1)  provides  for  a 
deduction  from  gross  income  of  all  ex¬ 
penditures  for  the  development  of  a 
mine  or  other  natural  deposit  (other 
than  an  oil  or  gas  well)  paid  or  incurred 
by  the  taxpayer  after  the  existence  of 
ores  or  minerals  in  commercially  mar¬ 
ketable  quantities  has  been  disclosed 
subject  to  the  following  rules.  The  de¬ 
duction  is  not  allowable  with  respect  to 
expenditures  for  the  acquisition  or  im¬ 
provement  of  property  of  a  character 
subject  to  allowance  for  depreciation  un¬ 
der  section  23  (1).  However,  allowances 
for  depreciation  shall  be  considered  for 
the  purposes  of  this  section  as  expendi¬ 
tures  for  development  to  the  extent  al¬ 
locable  to  development.  Such  develop¬ 
ment  expenditures  are  deductible  under 
section  23  (cc)  (1)  (notwithstanding  the 
provisions  of  §  39.23  (m)-15)  whether 
paid  or  incurred  by  the  taxpayer  while 
the  mine  or  deposit  is  in  the  development 
or  while  in  the  production  stage. 

(2)  For  the  purposes  of  this  section, 
expenditures  thus  described  include  only 
those  which,  except  for  this  section, 
would  not  qualify  as  a  deduction  for  the 
taxable  year.  For  treatment  of  certain 
exploration  expenditures,  see  section  23 
(ff)  and  §  39.23  (ff)-l.  In  general,  the 
provisions  of  this  section  are  applicable 
only  to  costs  paid  or  incurred  by  the 
taxpayer  in  respect  of  development  un¬ 
dertaken  (directly  or  through  a  con¬ 
tract)  by  the  taxpayer  and  do  not  apply, 
for  example,  to  such  costs  of  develop¬ 
ment  undertaken  by  other  persons  as 
may  be  reflected  in  the  acquisition  cost 
paid  or  incurred  by  the  taxpayer  for 
wholly  or  partially  developed  property. 

(3)  As  to  the  deductibility  of  expen¬ 
ditures  attributable  to  a  grant  or  loan 
made  to  a  taxpayer  by  the  United  States 
for  the  encouragement  of  the  explora¬ 
tion,  development,  or  mining  of  critical 
and  strategic  minerals,  see  section  22 
(b)  (15). 

(b)  Election  to  defer.  (1)  A  taxpayer 
entitled  to  the  deduction  under  section 
23  (cc)  (1)  may,  in  lieu  of  taking  such 
deduction  in  the  year  when  the  expen¬ 
ditures  for  development  were  paid  or 
incurred .  elect  under  section  23  (cc)  (2) 
to  treat  such  expenditures  as  deferred 
expenses  to  be  deducted  ratably  as  the 
tmits  of  the  produced  ore  or  minerals 
benefited  by  the  expenditures  are  sold, 
fn  the  case  of  such  expenditures  paid  or 
incurred  while  the  mine  or  deposit  is  in 
the  development  stage,  the  election  is 
applicable  only  in  respect  of  the  excess  of 
auch  expenditures  paid  or  incurred  dur¬ 


ing  the  taxable  year  over  the  net  receipts 
during  the  taxable  year  from  the  ore  or 
minerals  produced  from  the  mine  or  de¬ 
posit.  The  amount  of  such  expenditures 
not  in  excess  of  net  receipts  from  the 
ore  or  mineral  for  the  taxable  year  while 
the  mine  or  deposit  is  in  the  development 
stage  shall  be  deductible  in  full.  See 
§  39.23  (m)-15  (a)  for  description  as  to 
when  a  mine  will  be  considered  to  have 
passed  from  a  development  to  a  produc¬ 
tion  stage. 

(2)  The  amount  of  the  deduction  al¬ 
lowable  during  the  taxable  year  is  an 
amount  A,  which  bears  the  same  ratio 
to  B  (the  total  deferred  development 
expenditures  for  a  particular  mine  or 
deposit  reduced  by  the  amount  of  such 
expenditures  deducted  in  prior  taxable 
years)  as  C  (the  number  of  units  of 
the  ore  or  mineral  benefited  by  such 
expenditures  sold  during  the  taxable 
year)  bears  to  D  (the  number  of  units 
of  ore  or  mineral  benefited  by  such  ex¬ 
penditures  remaining  as  of  the  taxable 
year).  For  the  purposes  of  this  propor¬ 
tion.  the  “number  of  units  of  ore  or  min¬ 
eral  benefited  by  such  expenditures  re¬ 
maining  as  of  the  taxable  year’’  is  the 
number  of  units  of  ore  or  mineral  bene¬ 
fited  by  the  deferred  development  ex¬ 
penditures  remaining  at  the  end  of  the 
year  to  be  recovered  from  the  mine  or 
deposit  (including  units  benefited  by 
such  expenditures  recovered  but  not 
sold)  plus  the  number  of  units  benefited 
by  such  expenditures  sold  within  the 
taxable  year.  The  principles  outlined  in 
§  39.23  (m)-9  are  applicable  in  estimat¬ 
ing  the  number  of  units  remaining  as  of 
the  taxable  year  and  the  number  of  units 
sold  during  the  taxable  year.  The  esti¬ 
mate  is  subject  to  revision  in  accordance 
with  that  section  in  the  event  it  is  ascer¬ 
tained  as  the  result  of  operations  or  de¬ 
velopment  that  the  remaining  units  are 
materially  greater  or  less  than  the  num¬ 
ber  of  units  remaining  from  a  prior 
estimate.  Sections  39.23  (e)-3  and  39.23 
(f)-l  contain  rules  relating  to  the  treat¬ 
ment  of  losses  resulting  from  abandon¬ 
ment. 

(3)  If  the  taxpayer  has  paid  or  in¬ 
curred  expenditures  of  the  character 
described  herein,  has  made  the  election 
to  defer  such  expenditures,  and  there¬ 
after  leases  the  developed  property  re¬ 
taining  a  royalty  interest  therein,  he 
shall  be  allowed  the  ratable  deduction 
indicated  in  subparagraph  (2)  of  this 
paragraph. 

(4)  The  election  referred  to  in  this 
paragraph  shall  be  made  for  each  mine 
or  deposit  by  a  clear  indication  on  the 
return  or  by  a  statement  filed  with  the 
district  director  of  internal  revenue  with 
whom  the  return  was  filed  not  later  than 
six  months  after  the  filing  of  the  return 
for  the  taxable  year  to  which  such  elec¬ 
tion  is  applicable,  or,  in  case  the  return 
for  the  taxable  year  to  which  such  elec¬ 
tion  is  applicable  is  filed  on  or  before 
March  15,  1953,  by  a  statement  in  writ¬ 
ing  to  that  effect  filed ’with  the  district 
director  of  internal  revenue  with  whom 
the  return  was  filed  on  or  before  Septem¬ 
ber  15,  1953.  If  such  an  election  is  made 
by  the  taxpayer,  such  election  must  be 
for  the  total  amount  of  all  such  expendi¬ 


tures  during  the  taxable  year  while  the 
mine  or  ^posit  is  in  the  producing  stage. 
If  the  mine  or  deposit  is  in  the  develop¬ 
ment  stage,  such  election  must  be  for  all 
of  the  excess  of  such  expenditures  over 
the  net  receipts  during  the  taxable  year 
from  the  ore  or  mineral  produced.  The 
election  shall  be  binding  for  the  taxable 
year  with  respect  to  which  the  election 
was  made. 

§  39.23  (dd)  Statutory  provisions; 
deductions  from  gross  income:  repay¬ 
ment  by  mutual  savings  banks,  etc.,  of 
certain  loans. 

Sec.  23.  Deductions  from  gross  income.  In 
computing  net  income  there  shall  be  allowed 
as  deductions:  •  •  • 

(dd)  Repayment  by  mutual  savings  banks, 
etc.,  of  certain  loans.  In  the  case  of  a 
mutual  savings  bank  not  having  capital 
stock  represented  by  shares,  a  domestic  build¬ 
ing  and  loan  association,  or  a  cooperative 
bank  without  capital  stock  organized  and 
operated  for  mutual  purposes  and  without 
profit,  amounts  paid  by  the  taxpayer  during 
the  taxable  year  in  repayment  of  loans  made 
prior  to  September  1,  1951,  by  (1)  the  United 
States  or  any  agency  or  instrumentality 
thereof  which  is  wholly  owned  by  the  United 
States,  or  (2)  any  mutual  fund  established 
under  the  authority  of  the  laws  of  any  State. 

[Sec.  23  (dd)  as  added  by  sec.  313  (g).  Rev, 
Act  1951] 

§  39.23  (dd)-l  Repayment  of  certain 
loans  by  mutual  savings  banks,  building 
and  loan  associations,  and  cooperative 
banks.  There  is  deductible,  under  sec¬ 
tion  23  (dd),  from  the  gross  income  of  a 
mutual  savings  bank  not  having  capital 
stock  represented  by  shares,  a  domestic 
building  and  loan  association,  or  a  co¬ 
operative  bank  without  capital  stock  or¬ 
ganized  and  operated  for  mutual  pur¬ 
poses  and  without  profit,  amounts  paid 
by  such  institutions  during  the  taxable 
year  in  repayment  of  loans  made  before 
September  1,  1951,  by  the  United  States 
or  any  agency  or  instrumentality  thereof 
which  is  wholly  owned  by  the  United 
States,  and  amounts  paid  to  a  mutual 
fund  established  under  the  authority  of 
the  laws  of  any  State.  For  example, 
amounts  paid  by  such  institution  in  re¬ 
payment  of  loans  made  by  the  Recon¬ 
struction  Finance  Corporation  before 
September  1,  1951,  are  deductible  under 
this  section.  Section  23  (dd)  is  not  ap¬ 
plicable,  however,  in  the  case  of  amounts 
paid  to  an  agency  or  instrumentality  not 
wholly  owned  by  the  United  States. 

§  39.23  (ee)-(ff)  Statutory  provi¬ 

sions:  deductions  from  gross  income: 
cross  reference:  exploration  expendi¬ 
tures. 

Sec.  23.  Deductions  from  gross  income.  In 
computing  net  Income  there  shall  be  al¬ 
lowed  as  deductions:  •  •  • 

(ee)  Long-term  capital  gains.  In  the  ca.se 
of  a  taxpayer  other  than  a  corporation,  the 
deduction  for  long-term  capital  gains  pro¬ 
vided  in  section  117  (b). 

[Sec.  23  (ee)  as  added  by  sec.  322,  Rev.  Act 
1951 1 

(ff)  Deduction  of  exploration  expendi¬ 
tures — (1)  In  general.  In  the  case  of  ex¬ 
penditures  paid  or  Incurred  during  the  tax¬ 
able  year  for  the  purpose  of  ascertaining  the 
existence,  location,  extent,  or  quality  of  any 
deposit  of  ore  or  other  mineral,  and  paid  or 
incurred  prior  to  the  beginning  of  the  de- 
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velopment  stage  of  the  mine  or  deposit,  so 
much  of  such  expenditures  as  does  not  ex¬ 
ceed  $75,000.  This  subsection  shall  apply 
only  with  respect  to  the  amount  of  such  ex¬ 
penditures  which,  but  for  this  subsection, 
would  not  be  allowable  as  a  deduction  for 
the  taxable  year.  This  subsection  shall  not 
apply  to  expenditures  for  the  acquisition  or 
Improvement  of  property  of  a  character 
which  is  subject  to  the  allowance  for  de¬ 
preciation  provided  in  section  23  (1),  but 
allowances  for  depreciation  shall  be  con¬ 
sidered,  for  the  purposes  of  this  subsection, 
as  expenditures  paid  or  incurred.  In  no  case 
shall  this  subsection  apply  with  respect  to 
amounts  paid  or  Incurred  for  the  purpose 
of  ascertaining  the  existence,  location,  extent, 
or  quality  of  any  deposit  of  oil  or  gas. 

(2)  Election  of  taxpayer.  If  the  taxpayer 
elects,  in  accordance  with  regulations  pre¬ 
scribed  by  the  Secretary,  to  treat  as  deferred 
expenses  any  portion  of  the  amount  de¬ 
ductible  for  the  taxable  year  under  para- 
gaph  ( 1 ) ,  such  portion  shall  not  be  deductible 
under  paragraph  (1)  but  shall  be  deductible 
on  a  ratable  basis  as  the  units  of  produced 
ores  or  minerals  discovered  or  explored  by 
reason  of  such  expenditures  are  sold.  An 
election  made  under  this  paragraph  for  any 
taxable  year  shall  be  binding  for  such  year. 

(3)  Limitation.  This  subsection  shall  not 
apply  to  any  amounts  paid  or  Incurred  In  any 
taxable  year  if  In  any  four  preceding  years 
the  taxpayer,  or  any  Individual  or  corpora¬ 
tion  who  has  transferred  to  the  taxpayer 
any  mineral  property  under  circumstances 
which  make  the  provisions  of  paragraph  (7) , 
(8).  (11).  (13).  (15).  (17),  (20).  or  (22)  of 
section  113  (a)  applicable  to  such  transfer, 
has  either  (A)  been  allowed  a  deduction  un¬ 
der  paragraph  (1)  of  this  subsection  or  (B) 
made  the  election  provided  under  paragraph 
(2)  of  this  subsection. 

(4)  Adjusted  basis  of  mine  or  deposit. 
The  amount  of  expenditures  which  are 
treated  under  paragraph  (2)  as  deferred  ex¬ 
penses  shall  be  taken  Into  account  in  com¬ 
puting  the  adjusted  basis  of  the  mine  or 
deposit,  but  such  amounts,  and  the  adjust¬ 
ments  to  basis  provided  in  section  113  (b) 
(1)  (M)  shall  be  disregarded  In  determining 
the  adjusted  basis  of  the  property  for  the 
purpose  of  computing  a  deduction  for  deple¬ 
tion  under  section  114. 

(Sec.  23  (ff)  as  added  by  sec.  342  (a),  Rev. 
Act  951] 

§  39.23  (fD-l  Discovery  or  exploration 
expenditures — (a)  Allowance  of  deduc¬ 
tion.  (1)  Subject  to  the  limitation  pre¬ 
scribed  in  paragraph  (c)  of  this  section, 
section  23  (ff)  (1)  provides  for  a  deduc¬ 
tion  from  gross  income  of  expenditures 
for  ascertaining  the  existence,  location, 
extent,  or  quality  of  any  deposit  of  ore  or 
other  mineral  (other  than  oil  or  gas) 
paid  or  incurred  by  the  taxpayer  before 
the  beginning  of  the  development  stage. 
The  expenditures  thus  described  include 
only  those  which,  except  for  this  section, 
would  not  qualify  as  a  deduction  for  the 
taxable  year  and  do  not  include  expendi¬ 
tures  for  the  acquisition  or  improvement 
of  property  of  a  character  which  is  sub¬ 
ject  to  the  allowance  for  depreciation 
provided  for  in  section  23  (1).  However, 
allowances  for  depreciation  shall  be  con¬ 
sidered  for  the  purposes  of  this  section  as 
expenditures  paid  or  incurred.  For  the 
purposes  of  this  section,  such  expendi¬ 
tures  do  not  include  expenditures  paid  or 
incurred  after  the  existence  of  ores  or 
minerals  in  cjommercially  marketable 
quantities  has  been  disclosed.  For  treat¬ 
ment  of  development  expenditures  see 
secUon  23  (cc)  and  S  39.23  (cc)-l.  In 
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general,  the  provisions  of  this  section  are 
applicable  only  to  costs  paid  or  incurred 
by  the  taxpayer  in  respect  of  exploration 
or  discovery  undertaken  (directly  or 
through  contract)  by  the  taxpayer  and 
do  not  apply,  for  example,  to  such  costs 
of  exploration  or  discovery  undertaken 
by  other  persons  as  may  be  reflected  in 
the  acquisition  cost  paid  or  incurred  by 
the  taxpayer  for  the  property. 

(2)  As  to  the  deductibility  of  expendi¬ 
tures  attributable  to  a  grant  or  loan 
made  to  a  taxpayer  by  the  United  States 
for  the  encouragement  of  the  explora¬ 
tion,  development  or  mining  of  critical 
and  strategic  minerals,  see  section  22 
(b)  (15). 

(b)  Election  to  defer.  (1)  A  taxpayer 
entitled  to  the  deduction  under  section 
23  (ff)  (1)  may,  in  lieu  of  taking  such 
deduction  to  which  he  is  entitled  in  the 
year  when  the  expenditures  for  discovery 
or  exploration  were  paid  or  incurred, 
elect  under  section  23  (ff)  (2)  to  treat 
any  portion  of  such  deductible  expendi¬ 
tures  as  deferred  expen.ses  to  be  deducted 
ratably  as  the  units  of  produced  ores  or 
minerals  discovered  or  explored  by  rea¬ 
son  of  such  expenditures  are  sold. 

(2)  The  amount  of  the  deduction  al¬ 
lowable  during  the  taxable  year  is  an 
amount  A,  which  bears  the  same  ratio 
to  B  (the  total  deferred  discovery  or  ex¬ 
ploration  expenditures  reduced  by  the 
amount  of  such  expenditures  deducted 
in  prior  taxable  years)  as  C  (the  number 
of  units  of  the  pr(xluced  ore  or  mineral 
sold  during  the  taxable  year)  bears  to  D 
(the  number  of  units  of  ore  or  mineral 
remaining  as  of  the  taxable  year).  For 
the  purposes  of  this  proportion,  the 
“number  of  units  of  ore  or  mineral  re¬ 
maining  as  of  the  taxable  year”  is  the 
number  of  units  of  ore  or  mineral  re¬ 
maining  at  the  end  of  the  year  to  be  re¬ 
covered  from  the  mines  or  deposits  bene¬ 
fited  by  such  expenditures  (including 
units  recovered  but  not  sold)  plus  the 
number  of  units  sold  within  the  taxable 
year.  The  principles  outlined  in 
§  39.23  (m)-9  are  applicable  in  estimat¬ 
ing  the  number  of  units  remaining  as  of 
the  taxable  year  and  the  number  of  units 
sold  during  the  year.  The  estimate  is 
subject  to  revision  in  accordance  with 
that  section  in  the  event  it  is  ascertained 
as  the  result  of  further  discovery,  devel¬ 
opment  or  operations  that  the  remaining 
units  are  materially  greater  or  less  than 
the  units  remaining  from  a  prior  esti¬ 
mate,  Sections  39.23  (e)-3  and  39.23 
(f)-l  contain  rules  relating  to  the  treat¬ 
ment  of  losses  resulting  from  abandon¬ 
ment. 

(3)  If  the  taxpayer  has  paid  or  In¬ 
curred  expenditures  of  the  character  de¬ 
scribed  herein,  has  made  the  election  to 
defer  such  expenditures  and  thereafter 
leases  the  mine  or  deposit  benefited  by 
such  expenditures  retaining  a  royalty 
interest  therein,  he  shall  be  allowed  the 
ratable  deduction  indicated  in  subpara¬ 
graph  (2)  of  this  paragraph. 

(4)  The  election  referred  to  in  this 
paragraph  shall  be  made  by  a  clear  in¬ 
dication  on  the  return  or  by  a  statement 
filed  with  the  district  director  of  internal 
revenue  with  whom  the  return  was  filed 
not  later  than  six  months  after  the  filing 


of  the  return  for  the  taxable  year  to 
which  such  election  is  applicable,  or,  in 
case  the  return  for  the  taxable  year  to 
which  such  election  is  applicable  is  filed 
on  or  before  March  15,  1953,  by  a  state¬ 
ment  in  writing  to  that  effect  filed  with 
the  district  director  of  internal  revenue 
with  whom  the  return  was  filed  on  or 
before  September  15,  1953.  In  such 
statement,  the  taxpayer  shall  disclose 
the  amount  to  be  deferred,  and  the  name, 
location,  extent  and  nature  of  the  min¬ 
eral  deposit  to  which  the  election  relates. 
The  election  shall  be  binding  for  the  tax¬ 
able  year  with  respect  to  which  the  elec¬ 
tion  was  made. 

(c)  Limitation.  The  deduction  de¬ 
scribed  in  paragraph  (a)  of  this  section 
is  allowable  only  for  the  amount  of  all 
such  expenditures  paid  or  incurred  by 
the  taxpayer  in  the  taxable  year  as  does 
not  exceed  $75,000.  Amounts  otherwise 
allowable  as  deductions  without  refer¬ 
ence  to  this  section  (except  allowances 
for  depreciation)  are  not  to  be  taken  into 
account  in  determining  this  limitation. 
The  limitation  applies  to  all  such  de¬ 
scribed  expenditures  of  the  taxpayer  and 
is  not  a  total  amount  allowable  with 
respect  to  each  mine  or  deposit.  No  de¬ 
duction  under  section  23  (ff)  (1)  or  elec¬ 
tion  under  section  23  (ff)  (2)  may 
taken  or  exercised  if  in  any  four  pre¬ 
ceding  years  (not  necessarily  consecu¬ 
tive  years)  the  taxpayer,  or  any  individ¬ 
ual  or  corporation  who  has  transferred 
to  the  taxpayer  any  mineral  or  ore  prop¬ 
erty  under  circumstances  which  make 
the  provisions  of  paragraph  (7),  (8), 
(11),  (13),  (15),  (17),  (20),  or  (22)  of 
section  113  (a)  applicable  to  such  trans¬ 
fer,  has  been  allowed  a  deduction  or 
elected  to  treat  such  expenditures  as  de¬ 
ferred  expenses  under  section  23  (ff)  (1) 
or  section  23  (ff)  (2),  respectively.  Thus, 
under  such  circumstances,  no  deduction 
under  section  23  (ff)  (1)  or  election  un¬ 
der  section  23  (ff)  (2)  may  be  taken  or 
exercised  after  the  combined  deductions 
and  elections  so  taken  or  exercised  by  one 
or  more  transferors  and  the  taxpayer 
equal  four.  For  the  purpose  of  the  pr^ 
ceding  sentence,  a  deduction  and  an 
election  availed  of  in  any  taxable  year 
by  a  particular  taxpayer  or  transferor 
shall  be  considered  as  having  been  taken 
or  exercised  only  once. 

Example  (1).  Assume  that  a  taxpaj'er  who 
has  never  claimed  the  benefits  of  section 
23  (ff)  received  In  1956  a  mineral  deposit 
from  X  corporation  upon  a  distribution  In 
complete  liquidation  of  the  latter  under  con¬ 
ditions  which  would  make  the  provisloni 
of  section  113  (a)  (15)  applicable  in  deter¬ 
mining  the  basis  of  the  property  in  the  bands 
of  the  taxpayer,  and  that  during  the  year 
1955  X  corporation  expended  $60,000  for  ex¬ 
ploration  expendlttues  which  X  corporation 
elected  to  treat  as  deferred  expenses.  On  the 
basis  of  these  facts  the  taxpayer  may  deduct 
or  defer  for  any  three  (not  necessarily  con¬ 
secutive)  subsequent  taxable  years  similar 
expenditures  made  in  those  years  not  to  ex¬ 
ceed  $75,000  in  any  year.  Where  the  amount 
expended  in  any  taxable  year  Is  less  than 
$75,000  the  difference.  If  any,  may  not  b* 
carried  over  or  back  to  other  taxable  years. 

Example  (2).  Assume  the  same  facts 
stated  In  example  (1)  except  that,  prior  ^ 
acquisition  by  the  taxpayer  of  the 
from  corporation  X  In  1956,  corporation 
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bad  acquired  the  deposit  In  1654  In  a  similar 
distribution  from  Y  corporation  which,  in 
the  years  1952  and  1953,  deducted  explora¬ 
tion  costs  paid  in  respect  of  an  entirely  dif¬ 
ferent  deposit  in  the  amounts  of  $30,000  and 
150,000  respectively.  Under  these  circum¬ 
stances,  the  taxpayer  may  deduct  or  defer 
exploration  expenditures  paid  or  incurred 
lor  only  one  taxable  year  in  an  amount  not 
In  excess  of  $75,000. 

§  39.24  (a)  Statutory  provisions;  items 
not  deductible;  in  general. 

Sec.  24.  Items  not  deductible — (a)  General 
rule.  In  computing  net  Income  no  deduction 
shall  In  any  case  be  allowed  In  respect  of — 

(1)  Personal,  living,  or  family  expenses, 
except  extraordinary  medical  expenses  deduc¬ 
tible  under  section  23  (x); 

(2)  Any  amount  paid  out  for  new  build¬ 
ings  or  for  permanent  Improvements  or  bet¬ 
terments  made  to  Increase  the  value  of  any 
property  or  estate,  except  expenditures  for 
the  development  of  mines  or  deposits  deduc¬ 
tible  under  section  23  (cc); 

(3)  Any  amount  expended  In  restoring 
property  or  In  making  good  the  exhaustion 
thereof  for  which  an  allowance  Is  or  has  been 
made; 

(4)  Premiums  paid  on  any  life  Insurance 
policy  covering  the  life  of  any  ofBcer  or  em¬ 
ployee,  or  of  any  person  financially  interested 
In  any  trade  or  business  carried  on  by  the 
taxpayer,  when  the  taxpayer  Is  directly  or  in¬ 
directly  a  beneficiary  under  such  policy; 

(5)  Any  amount  otherwise  allowable  as  a 
deduction  which  Is  allocable  to  one  or  more 
classes  of  Income  other  than  Interest 
(whether  or  not  any  amount  of  Income  of 
that  class  or  classes  Is  received  or  accrued) 
wholly  exempt  from  the  taxes  Imposed  by 
this  chapter,  or  any  amount  otherwise  al¬ 
lowable  under  section  23  (a)  (2)  which  Is 
allocable  to  Interest  (whether  or  not  any 
amount  of  such  Interest  Is  received  or  ac¬ 
crued)  wholly  exempt  from  the  taxes  Im¬ 
posed  by  this  chapter; 

(6)  Any  amount  paid  or  accrued  on  in¬ 
debtedness  Incurred  or  continued  to  pur¬ 
chase  a  single  premium  life  insurance  or 
endowment  contract.  For  the  purposes  of 
this  paragraph.  If  substantially  all  the  pre¬ 
miums  on  a  life  Insurance  or  endowment  con¬ 
tract  are  paid  within  a  period  of  four  years 
from  the  date  on  which  such  contract  Is 
purchased,  such  contract  shall  be  considered 
a  single  premium  life  Insurance  or  endow- 
aent  contract;  or 

(7)  Amounts  paid  or  accrued  for  such 
taxes  and  carrying  charges  as,  under  regu¬ 
lations  prescribed  by  the  Commissioner  with 
the  approval  of  the  Secretary,  are  charge¬ 
able  to  capital  account  with  respect  to  prop¬ 
arty.  If  the  taxpayer  elects.  In  accordance 
with  such  regulations,  to  treat  such  taxes  or 
charges  as  so  chargeable. 

[Sec.  24  (a)  as  amended  by  secs.  121  (b), 
127  (b),  129,  130  (a).  Rev.  Act  1942;  sec. 
309  (c).  Rev.  Act  1951] 

§  39.24  ta)-l  Personal  and  family  ex¬ 
panses.  Insurance  paid  on  a  dwelling 
0U7ied  and  occupied  by  a  taxpayer  is  a 
^rsonal  expense  and  not  deductible, 
petniums  paid  for  life  insurance  by  the 
Insured  are  not  deductible.  In  the  case 
of  a  professional  man  who  rents  a  prop¬ 
erty  for  residential  purposes,  but  inci- 
oentally  receives  clients,  patients,  or  call¬ 
ers  there  in  connection  with  his  profes¬ 
sional  work  (his  place  of  business  be- 
ws  elsewhei-e),  no  part  of  the  rent  is 
deductible  as  a  busine.ss  expense.  If, 
nouever,  he  uses  part  of  the  house  for 
nis  office,  such  portion  of  the  rent  as 
Is  properly  attributable  to  such  office 
«  deductible.  If  the  father  is  entitled 


to  the  services  of  his  minor  children, 
any  allowances  which  he  gives  them, 
whether  said  to  be  in  consideration  of 
services  or  otherwise,  are  not  allowable 
deductions  in  his  return  of  income. 
Amounts  paid  as  damages  for  breach  of 
promise  to  marry  and  attorneys’  fees  and 
other  costs  of  suit  to  recover  such  dam¬ 
ages  are  not  deductible.  Generally,  at¬ 
torneys’  fees  paid  in  a  suit  for  divorce 
or  separate  maintenance  are  not  deduct¬ 
ible,  However,  the  part  of  an  attor¬ 
ney’s  fee  paid  in  a  divorce  or  separate 
maintenance  proceeding  which  is  prop¬ 
erly  attributable  to  the  production  or 
collection  of  amounts  includible  in  gross 
income  under  section  22  (k)  is  deducti¬ 
ble  under  section  23  (a)  (2).  Amounts 
paid  as  alimony  or  allowance  for  support 
upon  divorce  or  separation  are  not  de¬ 
ductible  except  as  provided  in  section 
23  (u).  The  cost  of  equipment  of  an 
Army  officer  to  the  extent  only  that  it 
is  especially  required  by  his  profession 
and  does  not  merely  take  the  place  of 
articles  required  in  civilian  life  is  de¬ 
ductible,  Accordingly,  the  cost  of  a 
sword  is  an  allowable  deduction,  but  the 
cost  of  a  uniform  is  not.  For  deduction 
of  extraordinary  medical  expenses  (in¬ 
cluding  amounts  paid  for  accident  or 
health  insurance),  see  section  23  (x). 

§  39.24  (a) -2  Capital  expenditures — 
(a)  Expenditures  except  non-depreciable 
mine  development  expenditures. 
Amounts  paid  for  increasing  the  capital 
value  or  for  making  good  the  deprecia¬ 
tion  (for  which  a  deduction  has  been 
made)  of  property  are  not  deductible 
from  gross  income.  See  section  23  (1). 
Amounts  expended  for  securing  a  copy¬ 
right  and  plates,  which  remain  the  prop¬ 
erty  of  the  person  making  the  payments, 
are  investments  of  capital.  The  cost  of 
defending  or  perfecting  title  to  property 
constitutes  a  part  of  the  cost  of  the  prop¬ 
erty  and  is  not  a  deductible  expense. 
The  amount  expended  for  architects’ 
services  is  part  of  the  cost  of  the  build¬ 
ing.  Commissions  paid  in  purchasing 
securities  are  a  part  of  the  cost  price  of 
such  securities.  Commissions  paid  in 
selling  securities  are  an  offset  against  the 
selling  price,  except  that  in  the  case  of 
dealers  in  securities  such  commissions 
may  be  treated  as  an  ordinary  and  neces¬ 
sary  business  expense.  Amounts  to  be 
assessed  and  paid  under  an  agreement 
between  bondholders  or  shareholders  of 
a  corporation,  to  be  used  in  a  reorgan¬ 
ization  of  the  corporation,  are  invest¬ 
ments  of  capital  and  not  deductible  for 
any  purpose  in  returns  of  income.  See 
§  39.22  (a)-16.  An  assessment  paid  by 
a  shareholder  of  a  national  bank  on  ac¬ 
count  of  his  statutory  liability  is  ordi¬ 
narily  not  deductible  but,  subject  to  the 
provisions  of  the  Internal  Revenue  Code, 
may  in  certain  cases  represent  a  loss. 
Expenses  of  the  organization  of  a  cor¬ 
poration,  such  as  incorporation  fees, 
attorneys’  and  accountants’  charges,  are 
capital  expenditures  and  not  deductible 
from  gross  income.  A  holding  company 
which  guarantees  dividends  at  a  specified 
rate  on  the  stock  of  a  subsidiary  corpora¬ 
tion  for  the  purpose  of  securing  new 
capital  for  the  subsidiary  and  increas¬ 
ing  the  value  of  its  stock  holdings  in  the 


subsidiary  may  not  deduct  amounts  paid 
in  carrying  out  this  guaranty  in  com¬ 
puting  its  net  income,  but  such  payments 
may  be  added  to  the  cost  of  its  stock  in 
the  subsidiary. 

(b)  Non-depreciable  expenditures  for 
mine  development.  Section  23  (cc)  pro¬ 
vides  that  certain  expenditures  (not  sub¬ 
ject  to  depreciation  allowance  under  sec¬ 
tion  23  (1)  paid  or  incurred  by  the 
taxpayer  for  mine  development  may  be 
deducted  or  treated  as  deferred  expenses. 
For  the  rules  governing  treatment  of 
such  expenditures,  see  section  23  (cc), 
and  §  39.23  (cc)-l. 

§  39.24  (a) -3  Premiums  on  busi¬ 

ness  insurance.  Premiums  paid  by  a  tax¬ 
payer  on  an  insurance  policy  on  the  life 
of  an  officer,  employee,  or  other  indi¬ 
vidual  financially  interested  in  the  tax¬ 
payer’s  business,  for  the  purpose  of  pro¬ 
tecting  the  taxpayer  from  loss  in  the 
event  of  the  death  of  the  officer  or  em¬ 
ployee  insured  are  not  deductible  from 
the  taxpayer’s  gross  income.  If,  how¬ 
ever,  the  taxpayer  is  not  a  beneficiary 
under  such  a  policy,  the  premiums  so 
paid  w'ill  not  be  disallowed  as  deductions 
merely  because  the  taxpayer  may  derive 
a  benefit  from  the  increased  efficiency  of 
the  officer  or  employee  insured.  See 
§§  39.23  (a)-6  to  39.23  (a)-9.  inclusive. 
In  either  case  the  proceeds  of  such  pol¬ 
icies  paid  by  resison  of  the  death  of  the 
insured  may  be  excluded  from  gross  in¬ 
come  whether  the  beneficiary  is  an  in¬ 
dividual  or  a  corporation,  except  in  the 
case  of  certain  transferees  as  provided 
in  S  39.22  (b)  (2) -3  and  in  the  case  of  a 
spouse  to  whom  such  proceeds  are  in- 
come^under  section  22  (k) .  See  generally 
section  22  (b)  (1)  and  (2)  and  the  reg¬ 
ulations  thereunder. 

§  39.24  (a) -4  Amounts  allocable  to 
exempt  income — (a)  Class  of  exempt  in¬ 
come.  (1)  As  used  in  this  section,  the 
term  “class  of  exempt  income’’  means 
any  class  of  income,  including  interest 
only  to  the  extent  that  amounts  other¬ 
wise  allowable  under  section  23  (a)  (2) 
are  allocable  thereto  (whether  or  not 
any  amount  of  income  of  that  class  or 
classes  is  received  or  accrued),  wholly 
exempt  from  the  taxes  imposed  by  chap¬ 
ter  1.  Included  are  any  item  or  class  of 
income,  including  interest  only  to  the 
extent  that  amounts  otherwise  allowable 
under  section  23  (a)  (2)  are  allocable 
thereto,  constitutionally  exempt  from 
the  taxes  imposed  by  chapter  1;  any 
item  or  class,  as  above  defined,  excluded 
from  gross  income  under  any  provision 
of  section  22  or  section  116;  and  any  item 
or  class  of  income,  as  above  defined,  ex¬ 
empt  under  the  provisions  of  any  other 
law  from  the  taxes  imposed  by  chapter  1. 
As  used  in  this  section,  the  term  “taxable 
income”  means  income  which  is  required 
to  be  included  in  gross  income;  and  the 
term  “exempt  income”  means  income 
which  is  not  required  to  be  included  in 
gross  income, 

(2)  The  object  of  section  24  (a)  (5) 
is  to  segregate  the  exempt  income  from 
the  taxable  income,  in  order  that  a  dou¬ 
ble  exemption  may  not  be  obtained 
through  the  reduction  of  taxable  income 
by  expenses  and  other  items  incurred  in 
the  production  of  items  of  income  wholly 
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exempt  from  tax.  Accordingly,  just  as 
exempt  items  of  income  are  excluded 
from  the  computation  of  gross  income 
under  section  22,  so  section  24  (a)  (5) 
excludes  from  the  computation  of  de¬ 
ductions  under  section  23  all  items  re¬ 
ferable  to  the  production  of  exempt  in¬ 
come,  as  above  defined. 

(b)  Determination  of  amounts  alloca¬ 
ble  to  a  class  of  exempt  income.  ( 1 )  No 
deduction  may  be  allowed  for  the 
amount  of  smy  item  or  part  thereof  al¬ 
locable  to  a  class  or  classes  of  exempt 
income.  For  example,  expenses  paid  or 
incurred  for  the  production  or  collection 
of  income  which  is  wholly  exempt  from 
income  taxes,  such  as  interest  or  divi¬ 
dends  of  a  type  not  includible  in  gross 
income,  are  not  deductible  expenses. 
Items,  or  parts  of  such  items,  directly 
attributable  to  any  class  or  classes  of 
exempt  income,  shall  be  allocated  there¬ 
to;  and  items,  or  parts  of  such  items, 
directly  attributable  to  any  class  or 
classes  of  taxable  income,  shall  be  allo¬ 
cated  thereto. 

(2)  If  an  item  is  indirectly  attribut¬ 
able  both  to  taxable  income  and  exempt 
income,  a  reasonable  proportion  thereof, 
determined  in  the  light  of  all  the  facts 
and  circumstances  in  each  case,  shall  be 
allocated  to  each.  Apportionments  must 
in  all  cases  be  reasonable. 

(c)  Statement  of  items  of  exempt  in~ 
come;  records.  (DA  taxpayer  receiving 
any  class  of  exempt  Income  or  holding 
any  property  or  engaging  in  any  activity 
the  income  from  which  is  exempt  shall 
submit  with  his  return  as  a  part  thereof 
an  itemized  statement,  in  detail,  show¬ 
ing  (!)  the  amount  of  each  class  of  ex¬ 
empt  income,  and  (ii)  the  amount  of 
items,  or  parts  of  items,  allocated  to  each 
such  class  (the  amount  allocated  by  ap- 
p<jrtionment  being  shown  separately)  as 
required  by  paragraph  (b)  of  this  sec¬ 
tion.  If  an  item  is  apportioned  between 
a  class  of  exempt  income  and  a  class 
of  taxable  income,  the  statement  shall 
show  the  basis  of  the  apportionment. 
Such  statement  shall  also  recite  that 
each  deduction  claimed  in  ..he  return  is 
not  in  any  way  referable  to  exempt 
income. 

(2)  The  taxpayer  shall  keep  such  rec¬ 
ords  as  will  enable  him  to  make  the  allo¬ 
cations  required  by  this  section  (see  sec¬ 
tion  54). 

?  39.24  (a)-5  Sinole  premium  life 
insurance  or  endowment  contracts. 
Amounts  paid  or  accrued  on  indebtedne.ss 
incurred  or  continued,  directly  or  indi¬ 
rectly,  to  purchase  a  single  premium  life 
Insurance  or  endowment  contract  are  not 
deductible  under  section  23  (b)  or  any 
other  provision  of  chapter  1.  This  pro¬ 
hibition  applies  even  though  the  insur¬ 
ance  is  not  on  the  life  of  the  ta.xpayer. 
A  contract  shall  be  considered  a  single 
premium  life  insurance  or  endowment 
contract,  for  the  purposes  of  this  sec¬ 
tion,  if  substantially  all  the  premiums 
on  such  contracts  are  paid  within  a  pe¬ 
riod  of  four  years  from  the  date  on  which 
the  contract  was  purchased. 

5  39.24  (a) -6  Taxes  and  carrying 
charges  chargeable  to  capital  account 
and  treated  as  capital  items — (a)  Gcn- 
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eral.  In  accordance  with  section  24  (a) 
(7),  items  enumerated  in  paragraph  (b) 
(1)  of  this  section  may  be  capitalized  at 
the  election  of  the  taxpayer.  Thus,  taxes 
and  carrying  charges  with  respect  to 
property,  of  the  tsrpe  described  in  this 
section,  are  chargeable  to  capital  account 
at  the  election  of  the  taxpayer  notwith¬ 
standing  that  they  are  expressly  deduct¬ 
ible  under  section  23,  No  deduction  is 
permitted  for  any  items  so  treated. 

(b)  Taxes  and  carrying  charges.  (1) 
The  following  items  may  upon  the  elec¬ 
tion  of  the  taxpayer,  in  the  manner  pro¬ 
vided  in  paragraph  (c)  of  this  section, 
be  treated  as  chargeable  to  capital  ac¬ 
count  (either  as  a  component  of  original 
cost  or  other  basis,  for  the  purposes  of 
section  113  (a),  or  as  an  adjustment  to 
basis,  for  the  purposes  of  section  113 
(b)  (1)  (A) ),  notwithstanding  that  they 
are  expressly  deductible  under  section  23 : 

(i)  In  the  case  of  unimproved  and  un¬ 
productive  real  property,  annual  taxes, 
interest  on  a  mortgage,  and  other  carry¬ 
ing  charges, 

(ii)  In  the  case  of  real  property, 
whether  improved  or  unimproved  and 
whether  productive  or  unproductive,  ex¬ 
penditures  (otherwise  deductible)  paid 
or  incurred  in  the  development  thereof 
or  in  the  construction  of  an  improve¬ 
ment  or  additional  improvement  thereon, 
up  to  the  time  the  development  or  con¬ 
struction  w’ork  has  been  completed,  such 
as  interest  on  a  loan  made  or  continued 
to  furnish  funds  for  this  purpose  (but 
not  including  theoretical  interest  of  a 
taxpayer  using  his  own  funds),  taxes  of 
the  owner  of  the  property  measuied  by 
compensation  paid  to  his  employees  and 
taxes  of  such  owner  imposed  on  the 
purchase  of  materials  for  such  work  or  on 
the  storage,  use,  or  other  consumption 
in  the  State  of  materials  for  such  work 
which  are  purchased  for  storage,  use,  or 
other  consumption  in  that  State,  and 
other  necessary  expenditures  paid  or  in¬ 
curred  in  connection  therewith  up  to  the 
time  the  development  or  construction 
work  has  been  completed.  The  develop¬ 
ment  or  construction  work  with  respect 
to  which  such  items  are  incurred  may 
relate  to  unimproved  and  unproductive 
real  estate  w’hether  the  construction 
work  wall  make  the  property  productive 
of  taxable  income  (as  in  the  case  of  a 
factory)  or  not  (as  in  the  case  of  a  per¬ 
sonal  residence) ,  or  may  relate  to  prop¬ 
erty  already  improved  or  productive  (as 
in  the  case  of  a  plant  addition  or  im¬ 
provement,  such  as  the  construction  of 
another  floor  on  a  factory  or  the  installa¬ 
tion  of  insulation  therein), 

(iii)  In  the  case  of  personal  property, 
taxes  of  an  employer  measured  by  com¬ 
pensation  for  services  rendered  in  trans¬ 
porting  machinery  or  other  fixed  assets 
to  his  plant  or  in  installing  them  therein, 
interest  on  a  loan  to  purchase  such  prop¬ 
erty  or  to  pay  for  transporting  or  in¬ 
stalling  the  same,  and  taxes  of  the  ow’ner 
thereof  imp)osed  on  the  purchase  of  such 
property  or  on  the  storage,  use,  or  other 
consumption  of  such  property  in  the 
State  which  is  purchased  for  storage, 
use,  or  other  consumption  in  that  State, 
paid  or  incurred  up  to  the  date  of  in¬ 
stallation  or  the  date  when  such  prop¬ 


erty  is  first  put  into  use  by  the  taxpayer, 
whichever  date  is  later, 

(iv)  Any  other  taxes  and  carrying 
charges  with  respect  to  property,  other¬ 
wise  deductible,  which  in  the  opinion  of 
the  Commissioner  are,  under  sound  ac¬ 
counting  principles,  chargeable  to  capi- 
tal  account. 

(2)  If  for  any  taxable  year  there  are 
two  or  more  items,  such  as  social  security 
taxes,  use  taxes,  or  any  other  type  of 
items  above  described,  relating  to  the 
same  project  to  which  the  election  is  ap¬ 
plicable,  the  taxpayer  may  elect  to  capi. 
talize  any  one  or  more  of  such  items  even 
though  he  does  not  elect  to  capitalize 
the  remaining  items  or  to  capitalize 
items  of  the  same  type  relating  to  other 
projects.  However,  if  several  items  of 
the  same  type  are  incurred  with  respect 
to  a  single  project  the  election  to  capi¬ 
talize  must,  if  exercised,  be  exercised  as 
to  all  items  of  that  type. 

(3)  Once,  however,  such  an  election 
is  made  under  subparagraph  (1)  (ii), 
(iii),  or  (iv)  of  this  paragraph  to  cap¬ 
italize  a  given  charge  incurred  with  re¬ 
spect  to  a  particular  project,  charges  of 
the  same  type  incurred  with  respect  to 
the  particular  project  in  subsequent 
years,  whether  they  be  social  security 
taxes,  use  taxes,  sales  taxes,  or  any  other 
item  enumerated  in  any  of  these  sub- 
paragraphs,  must  also  be  capitalized  for 
the  entire  period  to  which  the  election 
so  to  treat  items  of  that  type  is  appli¬ 
cable.  The  term  "project”  for  this  pur¬ 
pose  in  the  case  of  items  included  in 
subparagraph  (1)  (ii)  of  this  paragraph 
means  the  particular  development  or 
construction  work  w’ith  respect  to  which 
the  charge  as  to  which  the  election  was 
exercised  was  incurred,  and  in  the  case 
of  items  included  in  subparagraph  (1) 
(iii)  of  this  paragraph  the  term  means 
the  act  of  transporting,  installing,  or  put¬ 
ting  into  use  of  the  machinery  or  other 
fixed  assets.  An  election  under  subpara¬ 
graph  (1)  (i)  of  this  paragraph,  how¬ 
ever,  may  be  exercised  for  a  given  year 
without  regard  to  the  manner  in  which 
the  same  type  of  item  with  respect  to 
the  same  property  was  treated  by  the 
taxpayer  for  a  prior  year. 

(4)  The  following  examples  are  illus¬ 
trative  of  the  application  of  the  provi¬ 
sions  of  this  paragraph: 

Example  (1).  A  In  1952  and  1953  pa!* 
annual  taxes  and  interest  on  a  mortgage 
on  a  piece  of  property.  During  1952.  the 
property  is  vacant  and  unproductive,  but 
throughout  1953,  A  operates  the  property  a* 
a  parking  lot.  A  may  capitalize  the  taxes 
and  mortgage  interest  paid  in  1852  but  not 
the  taxes  and  mortgage  Interest  paid 
1953. 

Example  (2).  X  began  in  February  1952 
the  erection  of  a  building  for  himself.  X 
In  1952,  In  connection  with  the  crertlon  of 
the  building,  paid  $6,000  social  security  t.  xea 
which  in  his  1952  return  he  elected  to  cap¬ 
italize.  X  must  continue  to  capitalize  tb* 
social  security  taxes  paid  in  connection  with 
the  erection  of  the  building  until  its  com¬ 
pletion  in  1954. 

Example  (3).  Assume  the  facts  ^ 
ample  (2)  except  that  In  November 
also  begins  to  build  a  hotel  which  will 
completed  In  1955.  In  1952  X  pays 
social  security  taxes  in  connection  with  tb 
erection  of  tlve  hotel.  X’s  election  to  ^ 
Itallze  the  social  security  taxes  paid  in  erect- 
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jng  the  building  started  In  February  1952 
does  not  bind  him  to  capitalize  the  social 
tecurity  taxes  paid  in  erecting  the  hotel;  he 
may  deduct  the  $3,000  social  security  taxes 
paid  in  erecting  the  hotel. 

Example  (4).  X  in  1952  began  the  erec¬ 
tion  of  a  building  for  himself,  which  would 
take  three  years  to  complete.  X  in  1952  paid 
14,000  social  security  taxes  and  $8,000  inter¬ 
est  on  a  building  loan  in  connection  with 
this  building.  X  may  elect  to  capitalize  the 
I  social  security  taxes  although  he  deducts 
the  interest  charges. 

Example  (5).  A  purcha.ses  machinery  In 
1952  for  use  in  his  factory.  He  pays  social 
security  taxes  on  the  labor  for  transporta¬ 
tion  and  installation,  as  well  as  Interest  on 
t  loan  to  obtain  funds  to  pay  for  the  ma¬ 
chinery  and  for  Installation  costs.  A  may 
capitalize  the  social  security  taxes  and  the 
Interest  up  to  the  date  of  installation  or  un¬ 
til  the  machinery  is  first  put  Into  use  by 
him.  whichever  is  later. 

(5)  The  sole  effect  of  section  24  (a> 
(7)  is  to  permit  the  items  enumerated 
in  subparagraph  (1)  of  this  paragraph 
to  be  charged  to  capital  account  not¬ 
withstanding  that  a  deduction  is  ex¬ 
pressly  provided  therefor  in  section  23. 
Any  item  not  charged  to  capital  account 
which  is  otherwise  deductible  under 
section  23  is  still  deductible.  An  item 
may  not  be  charged  to  capital  ac¬ 
count  under  this  section  where  such 
treatment  would  be  disallowed  whether 
or  not  a  deduction  is  expressly  provided 
therefor  in  section  23  (such,  for  ex¬ 
ample,  as  maintenance  expenses  and  the 
cost  of  repairs  and  upkeep  of  a  personal 
residence).  This  section  does  not  pre¬ 
vent  an  item  from  being  treated  as  a 
capital  item  which  would  otherwise  be 
allowed  to  be  so  treated  nor  does  it  have 
the  effect  of  making  deductible  an  item 
which  is  not  deductible  under  section  23 
(such,  for  example,  as  salaries  or  other 
compensation  paid  or  incurred  for  serv¬ 
ices  rendered  in  the  construction  of  prop¬ 
erty). 

(6)  In  the  absence  of  a  provision  in 
this  section  for  treating  a  given  item  as  a 
capital  item,  this  section  has  no  effect 
on  the  treatment  otherwise  accorded 
such  item.  Thus,  items  which  are  other¬ 
wise  deductible  are  deductible  notwith¬ 
standing  the  provisions  of  this  section, 
and  items  w’hich  are  otherwise  treat¬ 
ed  as  capital  items  are  to  be  so  treated. 
Nor  is  the  absence  of  a  provision  in  this 
section  to  be  construed  as  withdrawing 
or  modifying  the  right  now  given  to  the 
taxpayer  under  some  other  provision  of 
chapter  1  of  the  Code  or  of  the  regula¬ 
tions  promulgated  thereunder  to  elect 
to  capitalize  or  to  deduct  a  given  item. 
Sec  §  39.23  (m)-16,  making  intangible 
drilling  and  development  costs  charge¬ 
able  to  capital  or  to  expenses  at  the 
taxpayer’s  option  and  §  39.23  (0-2,  mak- 
lo?  certain  Federal  duties  and  excise 
taxes  deductible  unless  the  taxpayer  has 
added  them  to  the  expenses  of  the  busi- 
•loss  or  the  cost  of  the  articles  of  mer¬ 
chandise. 

<c)  Manner  of  exercising  election.  If 
the  taxpayer  elects  to  capitalize  an  item 
or  items  under  this  section,  such  elec¬ 
tion  shall  be  exercised  by  filing  with  the 
original  return  a  statement  for  that  year 
indicating  the  item  or  items  (whether 
*ith  respect  to  the  same  project  or  to 


different  projects)  which  the  taxpayer 
elects  to  treat  as  chargeable  to  capital 
account  (either  as  a  component  of  origi¬ 
nal  cost  or  other  basis,  for  the  purposes 
of  section  113  (a),  or  as  an  adjustment 
to  basis,  for  the  purposes  of  section  113 
(b)  (1)  (A)). 

(d)  Allocation.  If  any  tax  or  carry¬ 
ing  charge  with  respect  to  ,jroperty  is  in 
part  a  type  of  item  described  in  para¬ 
graph  (b)  of  this  section  and  in  part  a 
type  of  item  or  items  with  respect  to 
which  no  election  to  treat  as  a  capital 
item  is  given,  a  reasonable  proportion 
of  such  tax  or  carrying  charge,  deter¬ 
mined  in  the  light  of  all  the  facts  and 
circumstances  in  each  case,  shall  be  al¬ 
located  to  each  item.  Apportionment 
must  in  all  cases  be  reasonable. 

Example.  A.  the  owner  of  a  factory  on 
which  a  new  addition  is  under  construction, 
in  1952  pays  its  general  manager,  B,  a  salary 
of  $4,000  and  social  security  taxes  of  $120. 
B  spends  nine-tenths  of  his  time  in  the 
general  business  of  the  firm  and  the  remain¬ 
ing  tenth  in  supervising  the  construction 
work.  A  treats  as  expenses  $3,600  of  B’s 
salary  and  charges  the  remaining  $400  to 
capital  account.  A  may  also  capitalize  $12 
of  the  $120  social  secirrity  taxes. 

5  39.24  (b)  Statutory  provisions: 
items  not  deductible;  losses  from  sales 
or  exchanges  of  property. 

Sec.  24.  Items  not  deductible.  •  •  • 

(b)  Losses  from  sales  or  exchanges  of 
property — (1)  Losses  disallowed.  In  com¬ 
puting  net  income  no  deduction  shall  in  any 
case  be  allowed  in  respect  of  losses  from  sales 
or  exchanges  of  property,  directly  or  indi¬ 
rectly — 

(A)  Between  members  of  a  family,  as  de¬ 
fined  in  paragraph  (2)  (D); 

(B)  Except  in  the  case  of  distributions  in 
liquidation,  between  an  individual  and  a 
corporation  more  than  50  per  centum  in 
value  of  the  outstanding  stock  of  which  is 
owned,  directly  or  indirectly,  by  or  for  such 
individual; 

(C)  Except  in  the  case  of  distributions  In 
liquidation,  between  two  corporations  more 
than  50  per  centum  in  value  of  the  out¬ 
standing  stock  of  each  of  which  is  owned, 
directly  or  Indirectly,  by  or  for  the  same  in¬ 
dividual.  if  either  one  of  such  corporations, 
with  respect  to  the  taxable  year  of  the  cor¬ 
poration  preceding  the  date  of  the  sale  or 
exchange  was,  under  the  law  applicable  to 
such  taxable  year,  a  personal  holding  com¬ 
pany  or  a  foreign  personal  holding  company; 

(D)  Between  a  grantor  and  a  fiduciary  of 
any  trust; 

(E)  Between  the  fiduciary  of  a  trust  and 
the  fiduciary  of  another  trust,  if  the  same 
person  is  a  grantor  with  respect  to  each 
trust;  or 

(F)  Between  a  fiduciary  of  a  trust  and  a 
beneficiary  of  such  trust. 

(2)  Stock  ownership,  family,  and  partner¬ 
ship  rule.  For  the  purposes  of  determining, 
in  applying  paragraph  (1),  the  ownership  of 
stock — 

(A)  Stock  owned,  directly  or  Indirectly,  by 
or  for  a  corporation,  partnership,  estate,  or 
trust,  shall  be  considered  as  being  owned 
proportionately  by  or  for  its  shareholders, 
partners,  or  beneficiaries; 

(B)  An  individual  shall  be  considered  as 
owning  the  stock  owned,  directly  or  indi¬ 
rectly,  by  or  for  his  family; 

(C)  An  individual  owning  (otherwise  than 
by  the  application  of  subparagraph  (B) )  any 
stock  in  a  corporation  shall  be  considered  as 
owning  the  stock  owned,  directly  or  indi¬ 
rectly,  by  or  for  his  partner; 

(D)  The  family  of  an  individual  shall  in¬ 
clude  only  his  brothers  and  sisters  (whether 


by  the  w'hole  or  half  blood),  .spouse,  ances¬ 
tors,  and  lineal  descendants;  and 

(E)  Constructive  ownership  as  actual 
ownership.  Stock  constructively  owned  by 
a  ijerson  by  reason  of  the  application  of  sub- 
paragraph  (A)  shall,  for  the  purpose  of  ap¬ 
plying  subparagraph  (A),  (B).  or  (C),  be 
treated  as  actually  owned  by  such  person, 
but  stock  constructively  owned  by  an  indi¬ 
vidual  by  reason  of  the  application  of  sub- 
paragraph  (B)  or  (C)  shall  not  be  treated 
as  owned  by  him  for  the  purpx)se  of  again 
applying  either  of  such  subparagraphs  in 
order  to  make  a’.iother  the  constructive 
owner  of  such  stock. 

§  39.24  (b)-l  Losses  from  sales  or 
exchanges  between  certain  classes  of 
persons — (a)  Individuals  (includmg 
fiduciaries) .  In  the  ca.se  of  sales  or  ex¬ 
changes  of  property,  directly  or  indi¬ 
rectly,  between  individuals  (including 
fiduciaries)  no  deduction  shall  be  al¬ 
lowed  with  respect  to  losses  arising  there¬ 
from  in  the  following  ca.ses:  (1)  Between 
members  of  a  family  as  defined  in  sec¬ 
tion  24  (b)  (2)  (D) :  (2)  between  fidu¬ 
ciaries  of  trusts  having  a  common  grant¬ 
or;  (3)  between  a  grantor  and  a  fidu¬ 
ciary  of  the  same  trust;  or  (4)  between  a 
fiduciary  of  a  trust  and  a  beneficiary  of 
such  trust. 

(b)  Corporations  {including  share¬ 
holders).  In  the  case  of  sales  or  ex¬ 
changes  of  property  (except  in  the  case 
of  distributions  in  liquidation)  where  a 
corporation  not  acting  in  a  fiduciary 
capacity  is  a  party  to  the  transaction, 
under  certain  circumstances  no  deduc¬ 
tion  shall  be  allowed  with  respect  to 
losses  arising  from  such  sales  or  ex¬ 
changes,  directly  or  indirectly,  between 
a  corporation  and  an  individual  share¬ 
holder  (see  section  24  (b)  (1)  (B))  or 
between  two  corporations  (see  section  24 
(b)  (1)  (O).  Under  section  24  (b)  (1) 
(B)  it  is  necessary  that  there  be  owned, 
directly  or  indirectly,  by  or  for  the  in¬ 
dividual  a  party  to  the  transaction,  more 
than  50  percent  in  value  of  the  stock  of 
the  other  party  to  the  transaction  on  the 
date  of  the  sale  or  exchange.  Under 
section  24  (b)  (1)  (C) ,  however,  not  only 
must  more  than  50  percent  in  value  of 
the  outstanding  stock  of  each  of  such 
corporations  be  owned,  directly  or  in¬ 
directly,  on  the  date  of  the  sale  or  ex¬ 
change  by  or  for  the  same  individual,  but 
one  of  the  corporations  must  be  either  a 
personal  holding  company  as  defined  in 
section  501,  or  a  foreign  personal  holding 
company  as  defined  in  section  331,  for  the 
taxable  year  preceding  the  date  of  the 
sale  or  exchange.  It  is  not  nece.ssary 
that  either  of  the  corporations  be  a  per¬ 
sonal  holding  company  or  a  foreign  per¬ 
sonal  holding  company  on  the  date  of  the 
sale  or  exchange. 

(c)  Stock-ownership  rule.  For  the 
purpose  of  paragraph  (b)  of  this  section, 
the  ownership  of  stock  shall  be  deter¬ 
mined  in  accordance  with  the  rules  pro¬ 
vided  in  section  24  (b)  (2).  In  order 
that  an  individual  shall  be  considered 
under  section  24  (b)  (2)  (C)  as  con¬ 
structively  owning  the  stock  of  a  cor¬ 
poration  owned,  directly  or  indirectly, 
by  or  for  his  partner,  such  individual 
must  himself  own,  directly  or  indirectly, 
stock  of  such  corporation.  On  the  other 
hand,  under  section  24  (b)  (2)  (B)  an 
individual  need  not  own  any  stock  of  a 
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corporation,  either  directly  or  indirectly, 
in  order  to  be  considered  as  construc¬ 
tively  owning  the  stock  of  such  cor¬ 
poration  which  is  owned,  directly  or  in- 
*  directly,  by  or  for  any  member  of  his 
family. 

(d)  Illustrations  of  the  application  of 
section  24  (b).  The  application  of  sec¬ 
tion  24  (b)  may  be  illustrated  by  the 
following  examples: 

Example  (1).  On  July  1,  1952,  the  M  Cor¬ 
poration  owned  all  of  the  stock  of  the  O 
Corporation  which  for  the  calendar  year  1951 
was  a  personal  holding  company  under  sec¬ 
tion  501.  On  that  day  all  of  the  outstand¬ 
ing  stock  of  the  M  Corporation  was  owned 
by  A.  By  the  application  of  the  rule  pro¬ 
vided  in  section  24  (b)  (2)  (A),  the  stock 
In  the  O  Corporation  owned  by  the  M  Corpo¬ 
ration  is  considered  to  be  owned  construc¬ 
tively  by  A,  the  sole  stockholder  of  the  M 
Corporation.  Such  constructive  ownership 
of  the  stock  of  the  O  Corporation  by  A  is 
considered  as  actual  ownership  for  the  pur¬ 
pose  of  applying  the  family  rule  provided 
In  section  24  (b)  (2)  (B)  to  make  a  member 
of  A's  family,  as,  for  example,  his  wife,  AW, 
the  constructive  owner  of  the  stock  of  the 
O  Corporation.  But  the  constructive  owner¬ 
ship  of  the  O  Corporation  stock  by  AW  may 
not  be  considered  as  actual  ownership  by  AW 
for  the  purpose  of  again  applying  the  family 
rule  so  as  to  make  a  member  of  AW’s  family, 
for  example,  her  father,  AWF,  In  turn  con¬ 
structive  owner  of  such  stock.  These  rules 
apply  In  the  same  manner  and  with  the  same 
effect  In  determining  the  ownership  of  stock 
In  the  M  Corporation.  Accordingly,  assum¬ 
ing  that  A,  AW,  AWF,  the  M  Corporation, 
and  the  O  Corporation  make  their  Income 
returns  on  the  basis  of  a  calendar  year  and 
that  there  was  no  distribution  in  complete 
or  partial  liquidation  of  the  M  or  O  Corpo¬ 
ration,  no  deduction  Is  allowable  under  sec¬ 
tion  24  (b)  (1)  with  respect  to  losses  from 
sales  or  exchanges  of  property  made  on  July 
1,  1952,  between  any  of  such  Individuals 
or  corporations,  except  as  between  A  and 
AWF  and  between  AWF  and  the  M  or  O 
Corporation. 

Example  (2),  On  June  15,  1952,  all  of  the 
stock  of  the  N  Corporation  was  owned  In 
equal  proportions  by  A  and  A’s  partner,  AP. 
Except  In  the  case  of  distributions  In  com¬ 
plete  or  partial  liquidation  by  the  N  Corpo¬ 
ration,  no  deduction  is  allowable  with  re¬ 
spect  to  losses  from  sales  or  exchanges  of 
property  made  on  June  15,  1952,  between  A 
and  the  N  Corporation  or  AP  and  the  N 
CorfKDratlon  Inasmuch  as,  by  the  application 
of  section  24  (b)  (2)  (C),  each  partner  Is 
considered  as  having  owned  the  stock  owned 
by  the  other  and,  therefore.  Is  considered  as 
having  owned  more  than  50  percent  In  value 
of  the  outstanding  stock  of  the  N  Corpora¬ 
tion.  Deductions  for  losses  from  sales  or 
exchanges  between  A’s  brother,  AB,  and  the 
N  Corporation,  or  between  AP  and  A.  or 
AP  and  AB,  are  not  prohibited  by  section 
24  (b). 

§  39.24  (c>  Statutory  provisions: 

items  not  deductible;  unpaid  expenses 
and  interest. 

8ec.  24  Items  not  deductible.  *  •  • 

(c)  Unpaid  expenses  arid  interest.  In  com¬ 
puting  net  Income  no  deduction  shall  be  al¬ 
lowed  under  section  23  (a),  relating  to  ex¬ 
penses  Incurred,  or  under  section  23  (b),  re¬ 
lating  to  Interest  accrued — 

(1)  If  such  expenses  or  Interest  are  not 
paid  within  the  taxable  year  or  within  two 
and  one  half  months  after  the  close  thereof; 
and 

(2)  If,  by  reason  of  the  method  of  account¬ 
ing  of  the  person  to  whom  the  payment  is  to 
be  made,  the  amount  thereof  Is  not,  unless 
paid.  Includible  In  the  gross  income  of  such 

§  39.24  (c) 
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person  for  the  taxable  year  In  which  or  with 
which  the  taxable  year  of  the  taxpayer  ends; 
and 

(3)  If,  at  the  close  of  the  taxable  year  of 
the  taxpayer  or  at  any  time  within  two  and 
one-half  months  thereafter,  both  the  tax¬ 
payer  and  the  pierson  to  whom  the  payment 
is  to  be  made  are  persons  between  whom 
losses  would  be  disallowed  under  section  24 
(b). 

§  39.24  (c)-l  Disallowance  of  deduc¬ 
tions  for  unpaid  expenses  and  interest. 
The  application  of  section  24  (c)  may 
be  illustrated  by  the  following  example: 

Example.  A  Is  the  holder  and  owner  of  an 
Interest-bearing  note  executed  by  the  M  Cor¬ 
poration,  all  the  stock  of  which  is  owned 
by  him.  A  and  the  M  Corporation  make 
their  Income  returns  on  the  basis  of  a  cal¬ 
endar  year  but  the  M  Corporation  makes  Its 
returns  on  the  accrual  basis  and  A  makes  his 
returns  on  the  cash  receipts  and  disburse¬ 
ments  basis.  The  M  Corporation  does  not 
pay  any  Interest  on  such  note  during  the 
calendar  year  1952  or  within  two  and  one- 
half  months  after  the  close  thereof,  but 
claims  a  deduction  for  the  year  1952  with  re¬ 
spect  to  the  Interest  accruing  on  the  note 
in  that  year.  A,  being  on  the  cash  receipts 
and  disbursements  basis,  does  not  include 
such  Interest  in  his  return  for  the  year  1952. 
By  the  application  of  section  24  (c),  no  de¬ 
duction  for  such  interest  Is  allowable  In  com¬ 
puting  the  net  income  of  the  M  Corporation 
for  the  year  1952.  The  provisions  of 
section  24  (c)  do  not  otherwise  affect  the  gen¬ 
eral  rules  governing  the  allowance  of  deduc¬ 
tions  under  the  accrual  basis.  Hence,  In  the 
event  the  M  Corporation  should  pay  such 
Interest  after  March  15,  1953,  no  deduction 
therefor  would  be  allowable  In  computing 
Its  net  Income  for  the  year  In  which  the 
payment  was  made. 

§  39.24  (d)  Statutory  provisions:  items 
not  deductible;  holders  of  life  or  ter¬ 
minable  interest. 

Sec.  24.  Items  not  deductible.  •  •  • 

(d)  Holders  of  life  or  terminable  interest. 
Amounts  paid  under  the  laws  of  any  State. 
Territory,  District  of  Columbia,  possession  of 
the  United  States,  or  foreign  country  as  In¬ 
come  to  the  holder  of  a  life  or  terminable 
Interest  acquired  by  gift,  bequest,  or  Inherit¬ 
ance  shall  not  be  reduced  or  diminished  by 
any  deduction  for  shrinkage  (by  whatever 
name  called)  In  the  value  of  such  Interest 
due  to  the  lapse  of  time,  nor  by  any  deduc¬ 
tion  allowed  by  this  chapter  (except  the  de¬ 
ductions  provided  for  in  subsections  (1)  and 
(m)  of  section  23)  for  the  purpose  of  cohi- 
puting  the  net  Income  of  an  estate  or  trust 
but  not  allowed  under  the  laws  of  such  State, 
Territory,  District  of  Columbia,  possession  of 
the  United  States,  or  foreign  country  for  the 
purpose  of  computing  the  income  to  which 
such  holder  Is  entitled. 

§  39.24  (d)-l  Life  or  terminable  in¬ 
terests.  (a)  Amounts  paid  to  the 
holder  of  a  life  or  terminable  interest 
acquired  by  gift,  bequest,  or  inheritance 
shall  not  be  subject  to  any  deduction  for 
shrinkage  (whether  called  depreciation 
or  any  other  name)  in  the  value  of  such 
interest  due  to  the  lapse  of  time.  In 
other  w’ords,  the  holder  of  such  an  in¬ 
terest  so  acquired  may  not  set  up  the 
value  of  the  expected  future  payments  as 
corpus  or  principal  and  claim  deductions 
for  shrinkage  or  exhaustion  thereof  due 
to  the  passage  of  time.  See  section  113 
(a)  (5). 

(b)  No  deductions  shall  be  allowed  in 
the  case  of  a  life  or  terminable  interest 
acquired  by  gift,  bequest,  or  inheritance. 


if  the  estate  or  trust  is  entitled  to  a  de¬ 
duction  under  chapter  1  but  there  is  no 
reduction  of  the  income  of  the  life  or 
terminable  interest.  For  example,  an 
estate  or  a  trust  in  a  certain  State  sells 
securities  at  a  loss ;  if,  under  the  laws  of 
that  State,  the  beneficiary  suffers  no  ac- 
tual  loss,  then  even  though  the  estate  or 
trust  is  permitted  to  deduct  such  loss  in 
making  its  return,  the  beneficiary  whose 
income  has  not  been  diminished  thereby 
is  not  entitled  to  a  deduction  on  account 
of  such  loss,  but  must  include  in  his 
return  the  full  amount  distributed  or  dis¬ 
tributable.  See  section  162.  However, 
in  the  case  of  property  held  by  one  per¬ 
son  for  life  with  remainder  to  another 
person  and  in  the  case  of  property  held  in 
trust,  see  section  23  (1)  as  to  deprecia¬ 
tion  and  section  23  (m)  as  to  depletion. 

§  39.24  (e)-(f)  Statutory  provisions; 
items  not  deductible:  cross  reference;  ex- 
penses  attributable  to  unharvested  crops 
sold  with  land. 

Sec.  24.  Items  not  deductible.  •  •  • 

(e)  Tax  withheld  on  tax-free  covenant 
bonds.  For  nondeductibility  of  tax  with¬ 
held  on  tax-free  covenant  bonds,  see  section 
143  (a)  (3). 

(f)  Sale  of  land  with  unharvested  crop. 
Where  an  unharvested  crop  sold  by  the  tax¬ 
payer  is  considered  under  the  provisions  of 
section  117  (J)  (3)  as  “property  used  In  the 
trade  or  business’’.  In  computing  net  Income 
no  deduction  (whether  or  not  for  the  tax¬ 
able  year  of  the  sale  and  whether  for  ex¬ 
penses,  depreciation,  or  otherwise)  attribut¬ 
able  to  the  production  of  such  crop  shall  be 
allowed. 

(Sec.  24  (f)  as  added  by  sec.  323  (b).  Rev. 
Act  1951] 

§  39.24  (f>-l  Items  attributable  to  an 
unharvested  crop  sold  with  the  land.  In 
computing  net  income  no  deduction 
shall  be  allowed  in  respect  of  items  at¬ 
tributable  to  the  production  of  an  un¬ 
harvested  crop  which  is  sold,  exchanged, 
or  involuntarily  converted  with  the  land 
and  which  is  considered  as  property  used 
in  the  trade  or  business  under  section 
117  (j)  (3).  Such  items  shall  be  so 
treated  whether  or  not  the  taxable  year 
involved  is  that  of  the  sale,  exchange,  or 
conversion  of  such  crop  and  whether  they 
are  for  expenses,  depreciation,  or  other¬ 
wise.  If  the  taxable  year  involved  is  not 
that  of  the  sale,  exchange,  or  couversiox 
of  such  crop,  a  recomputation  of  the  tax 
liability  for  such  year  shall  be  made; 
such  recomputation  should  be  in  the 
form  of  an  “amended  return”  if  neces¬ 
sary.  For  the  adjustments  to  basis  as  a 
result  of  such  disallowance,  see  §  39.113 
(b)  (1)-1. 
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CREDITS  AGAINST  NET  INCOME 


§  39.25  Statutory  provisions;  credits 
of  individual  against  net  income. 

Sec.  25.  Credits  of  individual  against  net 
income — (a)  Credits  for  normal  tax  only- 
There  shall  be  allowed  for  tlie  purpose  of  the 
normal  tax,  but  not  for  the  surtax,  the  fol¬ 
lowing  credits  against  the  net  income: 

(1)  Interest  on  United  States  obligations- 
The  amount  received  as  Interest  upon  obli¬ 
gations  of  the  United  States,  if  such 
is  included  in  gross  Income  under  section  2a 
and  if,  under  the  Act  authorizing  the  issu^ 
of  such  obligations,  as  amended  and  suppi*j 
mented,  such  interest  is  exempt  Irom  uw* 
mal  tax. 
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(2)  Interest  on  obligations  of  instrumen¬ 
talities  of  the  United  States.  The  amount 

^  received  as  Interest  on  obligations  of  a  cor¬ 
poration  organized  under  Act  of  Congress,  If 

(A)  such  corporation  Is  an  Instrumentality 
of  the  United  States;  and  (B)  such  Interest 
is  included  In  gross  Income  under  section  22; 
and  (C)  under  the  Act  authorizing  the  Issue 
1  thereof,  as  amended  and  supplemented,  such 
Interest  is  exempt  from  normal  tax.  (For 
reduction  of  credit  under  paragraph  (1)  or 
(2)  on  account  of  amortizable  bond  pre¬ 
mium.  see  section  125.) 

(3)  Normal-tax  exemption.  [Repealed  by 
jec,  102  (b)  (2),  Rev.  Act  1945.) 

(4)  Earned-lncome  definitions.  [Repealed 
by  sec.  107  (a).  Rev.  Act  1943] 

(b)  Credits  for  both  normal  tax  and  sur¬ 
tax— (i)  Credits.  There  shall  be  allowed  for 
the  purposes  of  both  the  normal  tax  and  the 
surtax,  the  following  credits  against  net 
Income : 

(A)  An  exemption  of  $600  for  the  taxpay¬ 
er;  and  an  additional  exemption  of  $600  for 
the  spouse  of  the  taxpayer  if  a  separate  re- 
t  turn  is  made  by  the  taxpayer,  and  if  the 
;  spouse,  for  the  calendar  year  in  which  the 
taxable  year  of  the  taxpayer  begins,  has  no 
gross  Income  and  is  not  the  dependent  of 
another  taxpayer; 

I  (B)  (i)  An  additional  exemption  of  $600 
for  the  taxpayer  if  he  has  attained  the  age 
of  65  before  the  close  of  his  taxable  year;  and 
(ii)  An  additional  exemption  of  $600  for 
the  spouse  of  the  taxpayer  if  a  separate  re¬ 
turn  is  made  by  the  taxpayer,  and  if  the 
spouse  has  attained  the  age  of  65  before  the 
close  of  such  taxable  year,  and,  for  the  cal¬ 
endar  year  in  which  the  taxable  year  of  the 
taxpayer  begins,  has  no  gross  income  and  is 
j  not  the  dependent  of  another  taxpayer; 

(C)  (i)  An  additional  exemption  of  $600 
for  the  taxpayer  if  he  is  blind  at  the  close  of 

■  bis  taxable  year;  and 

(ii)  An  additional  exemption  of  $600  for 
the  spouse  of  the  taxpayer  if  a  separate  re¬ 
turn  is  made  by  the  taxpayer,  and  if  the 
spouse  is  blind  and,  for  the  calendar  year  in 
which  the  taxable  year  of  the  taxpayer  be¬ 
gins.  has  no  gross  Income  and  is  not  the  de- 
\  pendent  of  another  taxpayer.  For  the  pur¬ 
poses  of  this  clause  the  determination  of 
whether  the  spouse  is  blind  shall  be  made  as 
of  the  close  of  the  taxable  year  of  the  tax¬ 
payer.  unless  the  spouse  dies  during  such 
taxable  year,  in  which  case  such  determina¬ 
tion  shall  be  made  as  of  the  time  of  such 
death; 

(ill)  For  the  purposes  of  this  subpara¬ 
graph  an  Individual  is  blind  only  if  either: 
His  central  visual  acuity  does  not  exceed 
20 '200  in  the  better  eye  with  correcting 
:  lenses,  or  his  vlstial  acuity  is  greater  than 
20^200  but  is  accompanied  by  a  limitation  in 
the  fields  of  vision  such  that  the  widest  dl- 

■  ameter  of  the  visual  field  subtends  an  angle 
no  greater  than  20  degrees; 

!  (D)  An  exemption  of  $600  for  each  de¬ 

pendent  whose  gross  Income  for  the  calendar 
year  in  which  the  taxable  year  of  the  tax- 
'  payer  begins  is  less  than  $600,  except  that 
I  the  exemption  shall  not  be  allowed  in  re- 
I  tpect  of  a  dependent  who  has  made  a  Joint 
]  return  with  his  spouse  under  section  51  for 

■  the  taxable  year  beginning  in  such  calendar 
year. 

j  (2)  Determination  of  status.  For  the  pur- 
;  P®8es  of  this  subsection — 

(A)  The  determination  of  whether  an  In- 
I  <llvldual  is  married  shall  be  made  as  of  the 
elose  of  his  taxable  year,  unless  his  spouse 
I  <iles  during  his  taxable  year,  in  which  case 
j  ‘uch  determination  shall  be  made  as  of  the 
j  Wme  of  such  death;  and 
j  (B)  An  individual  legally  separated  from 
I  his  spouse  under  a  decree  of  divorce  or  of 
•*parate  maintenance  shall  not  be  considered 
**  married. 

I  (3)  Definition  of  dependent.  As  used  In 
^Is  chapter  the  term  "dependent”  means 


any  of  the  following  persons  over  half  of 
whose  support,  for  the  calendar  year  in 
which  the  taxable  year  of  the  taxpayer  be¬ 
gins,  was  received  from  the  taxpayer: 

(A)  A  son  or  daughter  of  the  taxpayer,  or 
a  descendant  of  either, 

(B)  A  stepson  or  stepdaughter  of  the  tax¬ 
payer, 

(C)  A  brother,  sister,  stepbrother,  or  step¬ 
sister  of  the  taxpayer, 

(D)  The  father  or  mother  of  the  taxpayer, 
or  an  ancestor  of  either, 

(E)  A  stepfather  or  stepmother  of  the 
taxpayer, 

(F)  A  son  or  daughter  of  a  brother  or  sis¬ 
ter  of  the  taxpayer, 

(G)  A  brother  or  sister  of  the  father  or 
mother  of  the  taxpayer, 

(H)  A  son-in-law,  daughter-in-law,  father- 
in-law,  mother-in-law,  brother-in-law,  or 
sister-in-law  of  the  taxpayer. 

As  used  in  this  paragraph,  the  terms 
"brother”  and  "sister”  include  a  brother 
or  sister  by  the  half-blood.  For  the  pur¬ 
poses  of  determining  whether  any  of  the 
foregoing  relationships  exist,  a  legally 
adopted  child  of  a  person  shall  be  considered 
a  child  of  such  person  by  blood.  The  term 
"dependent”  does  not  Include  any  individ¬ 
ual  who  is  a  citizen  or  subject  of  a  foreign 
country  unless  such  Individual  is  a  resident 
of  the  United  States  or  of  a  country  con¬ 
tiguous  to  the  United  States.  A  payment  to 
a  wife  which  is  includible  under  section  22 

(k)  or  section  171  in  the  gross  Income  of 
such  wife  shall  not  be  considered  a  payment 
by  her  husband  for  the  support  of  any  de¬ 
pendent. 

[Sec.  25  as  amended  by  sec.  6  (a).  Rev.  Act 
1940;  secs.  Ill  (a).  113,  Rev.  Act  1941;  secs. 
112  (b).  120  (e)  (1).  126  (1)  (1).  131  (a) 

(l) ,  (b).  Rev.  Act  1942;  sec.  107,  Rev. 
Act  1943;  sec.  10  (a),  (b).  Individual 
Income  Tax  Act  1944;  sec.  102  (a),  (b)  (2), 
Rev.  Act  1945;  sec.  201,  Rev.  Act  1948;  sec. 
310  (a).  Rev.  Act  19511 

§  39.25-1  Credits  of  individuals  for 
purpose  of  normal  tax.  The  taxpayer’s 
net  income  as  determined  pursuant  to 
sections  21  to  24,  inclusive,  is  reduced, 
for  the  purpose  of  computing  the  normal 
tax  by  (a)  the  income  exempt  from  nor¬ 
mal  tax  only  received  upon  certain  ob¬ 
ligations  of  the  United  States  and  upon 
certain  obligations  of  corporations  or¬ 
ganized  under  Act  of  Congress  which  are 
instrumentalities  of  the  United  States, 
and  (b)  the  credits  for  both  normal  tax 
and  surtax  under  section  25  (b). 

§  39.25-2  Credits  of  individuals  for 
purpose  of  normal  tax  and  surtax — (a) 
In  general.  For  the  purposes  of  the  nor¬ 
mal  tax  and  the  surtax  on  individuals, 
there  are  allowed  as  credits  against  net 
income  the  exemptions  specified  in  sec¬ 
tion  25  (b).  Such  credits  include  (1)  the 
exemptions  for  an  individual  taxpayer 
and  spouse  (the  so-called  personal  ex¬ 
emptions).  (2)  the  additional  exemp¬ 
tions  for  a  taxpayer  attaining  the  age  of 
65  years  and  spouse  attaining  the  age  of 
65  years  (the  so-called  old-age  exemp¬ 
tions),  (3)  the  additional  exemptions  for 
a  blind  taxpayer  and  a  blind  spouse,  and 
(4)  the  exemptions  for  dependents  of  the 
taxpayer. 

(b)  Exemptions  for  individual  tax¬ 
payer  and  spouse  (so-called  personal  ex¬ 
emptions).  There  are  allowed  by  sec¬ 
tion  25  (b)  (1)  (A)  an  exemption  of 
$600  for  the  taxpayer  and  an  additional 
exemption  of  $600  for  the  spouse  of  the 
taxpayer  if  a  separate  return  is  made  by 


the  taxpayer,  and  if  the  spouse,  for  the 
calendar  year  in  which  the  taxable  year 
of  the  taxpayer  begins,  has  no  gross  in¬ 
come  and  is  not  the  dependent  of  an¬ 
other  taxpayer.  Since,  in  the  case  of 
a  joint  return,  there  are  two  taxpayers 
(although  under  section  51  (b)  there  is 
only  one  income  for  the  two  taxpayers 
on  such  return — i.  e.  their  aggregate  in¬ 
come),  two  exemptions  of  $600  are  al¬ 
lowed  on  such  return,  one  for  each  tax¬ 
payer  spouse.  If  in  any  case  a  joint  re¬ 
turn  is  made  by  the  taxpayer  and  his 
spouse,  no  exemption  is  allowed  any 
other  person  for  such  spouse  even  though 
such  other  person  would  have  been  en¬ 
titled  to  claim  an  exemption  for  such 
spouse  as  a  dependent  if  such  joint  re¬ 
turn  had  not  been  made. 

(c)  Exemptions  for  taxpayer  attain¬ 
ing  the  age  of  65  and  spouse  attaining 
the  age  of  65  (so-called  old-age  exemp¬ 
tions).  (1)  Section  25  (b)  (1)  (B)  pro¬ 
vides  an  additional  exemption  of  $600 
for  the  taxpayer  if  he  has  attained  the 
age  of  65  before  the  close  of  his  taxable 
year.  An  additional  exemption  of  $600 
is  also  allowed  to  the  taxpayer  for  his 
spouse  if  a  separate  return  is  made  by 
the  taxpayer  and  if  the  spouse  has  at¬ 
tained  the  age  of  65  before  the  close  of 
the  taxable  year  of  the  taxpayer  and,  for 
the  calendar  year  in  which  the  taxable 
year  of  the  taxpayer  begins,  the  spouse 
has  no  gross  income  and  is  not  the  de¬ 
pendent  of  another  taxpayer.  If  a  hus¬ 
band  and  wife  make  a  joint  return,  an 
old-age  exemption  of  $600  will  be  allowed 
as  to  each  taxpayer  spouse  who  has  at¬ 
tained  the  age  of  65  before  the  close  of 
the  taxable  year  for  which  the  joint  re¬ 
turn  is  made.  The  exemptions  under 
section  25  (b)  (1)  (B)  are  in  addition 
to  the  exemptions  for  the  taxpayer  and 
spouse  under  section  25  (b)  (1)  (A). 

(2)  In  determining  the  age  of  an  indi¬ 
vidual  for  the  purposes  of  the  exemption 
for  old  age,  the  last  day  of  the  taxable 
year  of  the  taxpayer  is  the  controlling 
date.  Thus,  in  the  event  of  a  separate 
return  by  a  husband,  no  additional  ex¬ 
emption  for  old  age  may  be  claimed  for 
his  spouse  unless  such  spouse  has  at¬ 
tained  the  age  of  65  on  or  before  the 
close  of  the  taxable  year  of  the  husband. 
In  no  event  shall  the  additional  exemp¬ 
tion  for  old  age  be  allowed  on  a  sepa¬ 
rate  return  of  the  taxpayer  with  respect 
to  a  spouse  who  dies  before  attaining  the 
age  of  65  even  though  such  spouse 
would  have  attained  the  age  of  65  before 
the  close  of  the  taxable  year  of  the  tax¬ 
payer.  For  the  purposes  of  the  old-age 
exemption,  an  individual  attains  the  age 
of  65  on  the  first  moment  of  the  day  pre¬ 
ceding  his  sixty-fifth  birthday.  Accord¬ 
ingly,  an  individual  whose  sixty-fifth 
birthday  falls  on  January  1  in  a  given 
year  attains  the  age  of  65  on  the  last  day 
of  the  calendar  year  immediately 
preceding. 

(d)  Exemptions  for  the  blind.  (1) 
Section  25  (b)  (1)  (C)  provides  an  addi¬ 
tional  exemption  of  $600  for  the  taxpayer 
if  he  is  blind  at  the  close  of  his  taxable 
year.  An  additional  exemption  is  also 
allowed  to  the  taxpayer  for  his  spouse  if 
the  spouse  is  blind  and,  for  the  calendar 
year  in  which  the  taxable  year  of  the 
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taxpayer  begins,  has  no  gross  income  and 
is  not  the  dependent  of  another  taxpayer. 
The  determination  of  whether  the  spouse 
is  blind  shall  be  made  as  of  the  close 
of  the  taxable  year  of  the  taxpayer,  un¬ 
less  the  spouse  dies  during  such  tax¬ 
able  year,  in  which  case  such  determina¬ 
tion  shall  be  made  as  of  the  time  of 
such  death. 

(2)  The  exemptions  for  the  blind  are 
in  addition  to  the  exemptions  for  the 
taxpayer  and  spouse  under  section  25 
(b)  (1)  (A)  and  are  also  in  addition  to 
the  exemptions  under  section  25  (b)  (1) 
(B)  for  taxpayers  and  spouses  attaining 
the  age  of  65  years.  Thus,  a  single  in¬ 
dividual  who  has,  before  the  close  of  his 
taxable  year,  attained  the  age  of  65  years 
and  who  is  blind  at  the  close  of  his  tax¬ 
able  year  is  entitled,  in  addition  to  the 
so-called  personal  exemption  of  $600,  to 
two  further  exemptions,  each  of  $600, 
one  by  reason  of  his  age  and  the  other 
by  reason  of  his  blindness.  If  a  husband 
and  wife  make  a  joint  return,  an  exemp¬ 
tion  of  $600  for  the  blind  will  be  allowed 
as  to  each  taxpayer  spouse  who  Ls  blind 
at  the  close  of  the  taxable  year  for  which 
the  joint  return  is  made. 

(3)  A  taxpayer  claiming  an  exemp¬ 
tion  allowed  by  section  25  (b)  (1)  (C) 
for  a  blind  taxpayer  or  a  blind  spouse 
shall,  if  the  individual  for  whom  the 
exemption  is  claimed  is  not  totally  blind 
as  of  the  la.st  day  of  the  taxable  year 
of  the  taxpayer  <or  in  the  case  of  a 
spouse  who  dies  during  such  taxable  year 
as  of  the  time  of  such  death),  attach  to 
his  return  a  certificate  from  a  physician 
skilled  in  the  diseases  of  the  eye  or  a 
registered  optometrist  stating  that  as  of 
the  applicable  status  determination  date 
in  the  opinion  of  such  physician  or  op¬ 
tometrist  (i)  the  central  visual  acuity 
of  the  individual  for  whom  the  exemp¬ 
tion  is  claimed  did  not  exceed  20/200 
in  the  better  eye  with  correcting  lenses 
or  (ii)  such  individual’s  visual  acuity  was 
accompanied  by  a  limitation  in  the  Helds 
of  vision  such  that  the  widest  diameter 
of  the  visual  field  subtends  an  angle  no 
greater  than  20  degrees.  If  such  individ¬ 
ual  is  totally  blind  as  of  the  status  deter¬ 
mination  date  there  shall  be  attached 
to  the  return  a  statement  by  the  person 
or  persons  making  the  return  setting 
forth  such  fact. 

(e)  Exemptions  for  dependents.  Sec¬ 
tion  25  (b)  (1)  (D)  allows  to  a  taxpayer 
an  exemption  of  $600  for  each  de¬ 
pendent  whose  gross  income  for  the  cal¬ 
endar  year  in  which  the  taxable  year  of 
the  taxpayer  begins  is  less  than  $600, 
who  receives  more  than  one-half  of  his 
support  from  the  taxpayer  for  such  cal¬ 
endar  year  and  who  does  not  file  a  joint 
return  with  his  spouse.  For  the  pur¬ 
poses  of  this  credit  a  dependent  is  a  per¬ 
son  who  is  related  to  the  taxpayer  within 
one  of  the  following  relationships:  child; 
the  descendants  of  such  child;  step¬ 
child;  brother;  sister;  brother  or  sister 
by  the  half  blood;  stepbrother  or  step¬ 
sister;  parent;  the  ancestors  of  such  par- 
^  ent;  stepfather  or  stepmother;  son  or 

'  daughter  of  the  taxpayer’s  brother  or 

V  sister;  brother  or  sister  of  the  taxpayer’s 

r>  father  or  mother;  son-in-law;  daughter- 

S  in-law;  father-in-law;  mother-in-law; 
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brother-in-law;  or  sister-in-law.  In  the 
case  of  a  joint  return  it  is  not  necessary 
that  the  prescribed  relationship  exist  be¬ 
tween  the  person  claimed  as  a  dependent 
and  the  spouse  who  furnishes  the  sup¬ 
port;  it  is  sufficient  if  the  prescribed  re¬ 
lationship  exists  w’ith  respect  to  either 
spouse.  Thus,  a  husband  and  wife  mak¬ 
ing  a  joint  return  may  claim  as  a  de¬ 
pendent  a  daughter  of  the  wife’s  brother 
(wife’s  niece)  even  though  the  husband 
is  the  one  who  furnishes  the  chief  sup¬ 
port.  'The  relationship  of  affinity  once 
existing  will  not  terminate  by  divorce  or 
the  death  of  a  spouse.  A  legally  adopted 
child  of  a  person  shall  be  considered  a 
child  of  such  person  by  blood.  A  citizen 
or  subject  of  a  foreign  country  may  not 
be  claimed  as  a  dependent,  unless  he  is  a 
resident  of  the  United  States,  Canada,  or 
Mexico  at  some  time  during  the  calendar 
year  in  which  the  taxable  year  of  the 
taxpayer  begins.  Whether  or  not  over 
half  of  a  person’s  support,  for  the  calen¬ 
dar  year  in  which  the  taxable  year  of  the 
taxpayer  begins,  was  received  from  the 
taxpayer  shall  be  determined  by  refer¬ 
ence  to  the  amount  of  expense  incurred 
by  the  taxpayer  for  such  support.  A 
payment  to  a  wife  which  is  includible 
under  section  22  (k)  or  section  171  in 
the  gross  income  of  such  wife  shall  not 
be  considered  a  payment  by  her  husband 
for  the  support  of  any  dependent. 

(2)  The  only  exemption  allowed  for  a 
dependent  of  the  taxpayer  is  that  pro¬ 
vided  by  section  25  (b)  (1)  (D).  The 
exemptions  provided  by  section  25  (b) 
(1)  (B)  (old-age  exemptions),  and  sec¬ 
tion  25  (b)  (1)  (C)  (exemptions  for  the 
blind)  are  allowed  only  for  the  taxpayer 
or  his  spouse.  Thus,  if  a  taxpayer  pro¬ 
vides  the  entire  support  of  his  father, 
who  meets  all  the  requirements  of  a  de¬ 
pendent  under  section  25  (b)  (3)  and 
who  is  over  the  age  of  65  years,  the  tax¬ 
payer  is  entitled  only  to  the  one  exemp¬ 
tion  under  section  25  (b)  (1)  (D)  of  $600 
for  his  father  as  a  dependent,  and  is  not 
entitled  to  any  additional  exemption  be¬ 
cause  of  his  father’s  age. 

(f)  Determination  of  husband  and 
wife  status.  For  the  purpose  of  deter¬ 
mining  the  right  of  an  individual  to 
claim  an  exemption  for  his  spouse  under 
section  25  (b)  the  determination  of 
W'hether  such  individual  is  married  shall 
be  made  as  of  the  close  of  his  taxable 
year,  unless  his  spouse  dies  during  such 
year,  in  which  case  such  determination 
shall  be  made  as  of  the  time  of  such 
death.  An  individual  legally  separated 
from  his  spouse  under  a  decree  of  divorce 
or  of  separate  maintenance  shall  not  be 
considered  as  married. 

(g)  Alien  resident  of  Puerto  Rico. 
A  nonresident  alien  individual  who  is  a 
bona  fide  resident  of  Puerto  Rico  during 
the  entire  taxable  year  and  subject  to 
tax  under  sections  11  and  12  is  allowed 
as  credits  against  net  income  the  exemp¬ 
tions  specified  in  section  25  (b),  even 
though  as  to  the  United  States  such  in¬ 
dividual  is  a  nonresident  alien.  See, 
however,  section  51  (b)  (2)  and  regu¬ 
lations  thereunder  which  provide  that  a 
joint  return  may  not  be  made  if  either 
the  husband  or  wife  at  any  time  during 
the  taxable  year  is  a  nonresident  alien. 


§  39.26  (a)  Statutory  provisions; 

credits  of  corporations;  interest  on  ob¬ 
ligations  of  the  United  States  and  its 
instrumentalities. 

Sec.  26.  Credits  of  corporations,  in  the 
case  of  a  corporation  the  following  credit* 
shaU  be  allowed  to  the  extent  provided  in 
the  various  sections  imposing  tax — 

(a)  Interest  on  obligations^  of  the  United 
States  and  its  instrumentalities.  The 
amount  received  as  Interest  upon  obligations 
of  the  United  States  or  of  corporations  or¬ 
ganized  under  Act  of  Congress  which  is 
allowed  to  an  individual  as  a  credit  for  pur¬ 
poses  of  normal  tax  by  section  25  (a)  (i) 
or  (2).  (For  reduction  of  credit  under  this 
subsection  on  account  of  amortizable  bond 
premium,  see  section  125.) 

(Sec.  26  (a)  as  amended  by  sec.  126  (i)  (2), 
Rev.  Act  1942] 

§  39.26  (a)-l  Credit  of  corporation  for 
interest  on  obligations  of  the  United 
States  and  its  instrumentalities.  The 
credit  allowed  by  section  26  (a)  is  an 
amount  equal  to  the  interest  received 
upon  obligations  of  the  United  States  or 
of  a  corporation  organized  under  Act  of 
Congress  (if  such  corporation  is  an  in¬ 
strumentality  of  the  United  States  and 
under  the  Act  authorizing  the  issue  of 
such  obligations,  as  amended  and  sup¬ 
plemented,  such  interest  is  in  the  case 
of  individuals  exempt  from  normal  tax) 
which  is  included  in  gross  income  under 
section  22. 

§  39.26  (b)  Statutory  provisions; 

credits  of  corporations;  dividends  re¬ 
ceived. 

Sec.  26.  Credits  of  corporations.  In  the 
case  of  a  corporation  the  following  credit* 
shall  be  allowed  to  the  extent  provided  in 
the  various  sections  Imposing  tax — •  •  • 

(b)  Dividends  received.  An  amount  equal 
to  the  sum  of — 

(1)  In  general.  85  per  centum  of  the 
amount  received  as  dividends  (other  than 
dividends  described  in  paragraph  (2)  on  the 
preferred  stock  of  a  public  utility)  from  a 
domestic  corporation  which  is  subject  to  tax¬ 
ation  under  this  chapter. 

(2)  Certain  preferred  stock — (A)  Calen¬ 
dar  year  1951.  •  •  •  [Not  applicable.) 

(B)  Taxable  years  beginning  after  March 
31.  1951,  and  before  April  1,  1954.  In  the 
case  of  taxable  years  beginning  after  March 
31,  1951,  and  before  April  1,  1954.  62  per 
centum  of  the  amount  received  as  dividend* 
on  the  preferred  stock  of  a  public  utility 
which  is  subject  to  taxation  under  this  chap¬ 
ter  and  with  respect  to  which  the  credit  pro¬ 
vided  in  section  26  (h)  for  dividends  paid 
is  allowable. 

(C)  Taxable  years  beginning  after  March 
31,  1954.  In  the  case  of  taxable  years  begin¬ 
ning  after  March  31,  1954,  59  per  centum 
of  the  amount  received  as  dividends  on  the 
preferred  stock  of  a  public  utility  which  I* 
subject  to  taxation  under  this  chapter  and 
with  respect  to  which  the  credit  provided  in 
section  26  (h)  for  dividends  paid  is  allow¬ 
able. 

(3)  Dividends  received  from  certain  for¬ 
eign  corporations.  In  the  case  of  dividends 
received  from  a  foreign  corporation  (other 
than  a  foreign  personal  holding  company) 
which  is  subject  to  taxation  under  this  chap¬ 
ter,  if,  for  an  uninterrupted  period  of  not 
less  than  36  months  ending  with  the  close 
of  such  foreign  corporation’s  taxable  yeW 
In  which  such  dividends  are  paid  (or,  if 
corporation  has  not  been  in  existence  tor 
36  months  at  the  close  of  such  tax.able  year, 
for  the  period  the  foreign  corporation  has 
been  in  existence  as  of  the  close  of  such  tax- 
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§  39.26  (a) 


Saturday,  September  26,  1953 

ible  yenr)  such  foreign  corporation  has  been 
fogaged  in  trade  or  business  within  the 
Onlted  States  and  has  derived  50  per  centum 
or  more  of  Its  gross  Income  from  sovurces 
irtthln  the  United  States — 

(A)  An  amount  equal  to  85  per  centum  of 
the  dividends  received  out  of  Its  earnings  or 
profits  specified  In  clause  (2)  of  the  first  sen¬ 
tence  of  section  115  (a),  but  such  amount 
ihull  not  exceed  an  amount  which  bears  the 
lime  ratio  to  85  per  centum  of  such  divi¬ 
dends  received  out  of  such  earnings  or  profits 
lithe  gross  Income  of  such  foreign  corpora¬ 
tion  for  the  taxable  year  from  sources  within 
the  United  States  bears  to  Its  gross  Income 
[rom  all  sources  for  such  taxable  year,  and 

(B)  An  amount  equal  to  85  per  centum  of 
the  dividends  received  out  of  that  part  of  Its 
earnings  or  profits  specified  In  clause  (1)  of 
the  first  sentence  of  section  115  (a)  accumu- 
hted  after  the  beginning  of  such  uninter¬ 
rupted  period,  but  such  amount  shall  not 
aceed  an  amount  which  bears  the  same  ratio 
to  85  per  centum  of  such  dividends  received 
out  of  such  acctimulated  earnings  or  profits 
li  the  gross  Income  of  such  foreign  corpora- 
tioii  from  sources  within  the  United  States 
tethe  portion  of  such  uninterrupted  period 
cding  at  the  beginning  of  such  taxable  year 
bears  to  its  gross  income  from  all  sources  for 
luch  portion  of  such  uninterrupted  period. 

Pir  determination  of  earnings  or  profits 
dlrtributed  In  any  taxable  year,  see  section 
115  (b). 

For  the  purpose  of  this  subsection  (but  not 
(or  the  purposes  of  computing  adjusted  net 
licome).  If  the  whole  or  any  part  of  a  divi¬ 
dend  Is  received  after  August  31,  1950,  In 
property  other  than  money,  then,  with  re- 
ipect  to  such  property,  the  shareholder  shall 
sot  be  considered  to  have  received  as  a  divi¬ 
dend  an  amount  In  excess  of  the  adjusted 
buls  of  such  property  in  the  hands  of  the 
distributing  corporation  at  the  time  of  dis¬ 
tribution  increased  In  the  amount  of  gain  or 
decreased  In  the  amount  of  loss  recognized  to 
tbe  distributing  corporation  by  reason  of 
inch  distribution.  The  credit  allowed  under 
till  subsection  shall  not  be  allowed  in  re- 
ipect  of  dividends  received  from  a  oorpeora- 
tlon  organized  under  the  China  Trade  Act, 
Ua,  42  Stat.  849  (U.  S.  C.,  title  15.  c.  4).  or 
lom  a  corporation  which  under  section  251 
li  taxable  only  on  Its  gross  Income  from 
Burces  within  the  United  States  by  reason 
Kite  receiving  a  large  percentage  of  Its  gross 
bcome  from  sources  within  a  possession  of 
to  United  States.  In  no  event  shall  the 
wdlt  allowed  by  this  subsection  exceed  85 
P«  centum  of  the  adjusted  net  Income  com¬ 
peted  without  regard  to  the  deduction  al- 
Iwed  by  section  23  (s). 

Ifcc.  26  (b)  as  amended  by  sec.  105  (e)  (1), 
Act  1942;  sec.  122  (g)  (4).  Rev.  Act  1945; 
"c-122  (a).  Rev.  Act  1950;  secs.  122  (a),  311 
l‘).Rev.  Act  19511 

n9  26  (b)-l  Credit  for  dividends  re~ 

(a)  Dividends  on  stock  of  do- 
•«fic  corporations.  A  credit  is  pro- 
in  section  26  (b)  for  dividends 
''ccived  from  a  domestic  corporation 
*liich  is  .subject  to  taxation  under  chap- 
^  1  of  the  Internal  Revenue  Code. 

credit  of  a  corporation  for  a  tax- 
‘•>6  year  is,  except  as  provided  in  para- 
^Ph  (d)  of  this  section,  an  amount 
to  83  percent  of  such  dividends 
^ived  by  the  corporation  during  the 
year.  The  credit  shall  be  de- 
*f®ined  without  regard  to  dividends  re- 
on  the  preferred  stock  of  a  public 
with  respect  to  which  the  credit 
dividends  paid  provided  in  section 
*  is  allowable  to  the  distributing 
®^ration.  For  credit  for  such  divi- 
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dends  received  on  the  preferred  stock  of 
a  public  utility,  see  paragraph  (b)  of  this 
section.  If  a  credit  for  dividends  paid  is 
not  allowable  to  the  distributing  corpora¬ 
tion  under  section  26  (h)  with  respect  to 
the  dividends  on  its  preferred  stock,  such 
dividends  received  from  a  domestic  pub¬ 
lic  utility  corporation  subject  to  taxa¬ 
tion  under  chapter  1  are  includible  in 
detennining  the  credit  under  this  para¬ 
graph. 

(b)  Dividends  on  certain  preferred 
stock  of  public  utilities.  A  credit  is  pro¬ 
vided  in  section  26  (b)  (2)  for  dividends 
received  on  certain  preferred  stock  of 
certain  public  utility  corporations  sub¬ 
ject  to  taxation  under  chapter  1  of  the 
Internal  Revenue  Code.  Such  credit  is 
allow'able  only  for  dividends  received  on 
the  preferred  stock  of  a  public  utility 
with  respect  to  which  the  credit  for  divi¬ 
dends  paid  provided  in  section  26  (h)  is 
allowable  to  the  distributing  corporation. 
The  credit  of  a  corporation  under  sec¬ 
tion  26  (b)  (2)  for  a  taxable  year  is,  ex¬ 
cept  as  provided  in  paragraph  (d)  of  this 
section,  an  amount  equal  to  the  follow¬ 
ing  percent  of  such  dividends  received  by 
the  corporation  during  the  taxable  year : 

Percent 

For  taxable  years  beginning  before 


Apr.  1,  1954 _  62 

For  taxable  years  beginning  after 

Mar.  31,  1954 _ _ _  69 


For  taxable  years  beginning  before  April 
1,  1954,  and  ending  after  March  31, 
1954,  see  §  39.108-2. 

(c)  Dividends  on  stock  of  certain  for-- 
eign  corporations.  (1)  A  credit  is  pro¬ 
vided  in  section  26  (b)  (3)  for  dividends 
received  from  a  foreign  corporation 
(other  than  a  foreign  personal  holding 
company  as  defined  in  section  331)  which 
is  subject  to  taxation  under  chapter  1  of 
the  Internal  Revenue  Code  if,  for  an  un¬ 
interrupted  period  of  not  less  than  36 
months  ending  with  the  close  of  the 
foreign  corporation’s  taxable  year  in 
which  the  dividends  are  paid,  such  for¬ 
eign  corporation  has  been  engaged  in 
trade  or  business  within  the  United 
States  and  has  derived  50  percent  or 
more  of  its  gross  income  from  sources 
within  the  United  States.  If  the  foreign 
corporation  has  been  in  existence  less 
than  36  months  as  of  the  close  of  the 
taxable  year  in  which  the  dividends  are 
paid,  then  the  applicable  uninterrupted 
period  to  be  taken  into  consideration  in 
lieu  of  the  uninterrupted  period  of  36 
or  more  months  is  the  entire  period  such 
corporation  has  been  in  existence  as  of 
the  close  of  such  taxable  year.  An  un¬ 
interrupted  period  which  satisfies  the 
twofold  requirement  with  respect  to 
business  activity  and  gross  income  may 
start  at  a  date  later  than  the  date  on 
which  the  foreign  corporation  first  com¬ 
menced  an  uninterrupted  period  of  en¬ 
gaging  in  trade  or  business  within  the 
United  States,  but  the  applicable  unin¬ 
terrupted  period  is  in  any  event  the  long¬ 
est  uninterrupted  period  which  satisfies 
such  twofold  requirement. 

(2)  The  credit  of  a  corporation  under 
section  26  (b)  (3)  for  a  taxable  year  is, 
except  as  provided  in  paragraph  (d)  of 
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this  section,  an  amount  equal  to  85  per¬ 
cent  of  such  dividends — 

(i)  Received  out  of  the  foreign  corpo¬ 
ration’s  earnings  or  profits  for  its  taxable 
year  in  which  the  dividends  are  paid 
(computed  as  of  the  close  of  such  taxable 
year  without  diminution  by  reason  of 
any  distributions  made  during  such  tax¬ 
able  year)  without  regard  to  the  amount 
of  the  earnings  and  profits  at  the  time 
the  distribution  was  made,  but  not  in 
excess  of  an  amount  which  bears  the 
same  ratio  to  85  percent  of  such  divi¬ 
dends  received  as  the  gross  income  of  the 
foreign  corporation  for  such  taxable  year 
from  sources  within  the  United  States 
bears  to  its  gross  income  from  all  sources 
for  such  year,  and 

(ii)  Received  out  of  that  part  of  the 
foreign  corporation’s  earnings  or  profits 
accumulated  after  February  28,  1913, 
which  has  accumulated  after  the  begin¬ 
ning  of  the  applicable  uninterrupted  pe¬ 
riod,  but  not  in  excess  of  an  amount 
which  bears  the  same  ratio  to  85  percent 
of  such  dividends  received  as  the  gross 
income  of  the  foreign  corporation  from 
sources  within  the  United  States  for  that 
portion  of  the  applicable  uninterrupted 
period  which  ends  at  the  beginning  of 
its  taxable  year  in  which  the  dividends 
are  paid  bears  to  its  gross  income  from 
all  sources  for  the  same  portion  of  such 
applicable  uninterrupted  period. 

(3)  The  determination  of  earnings  or 
profits  distributed  in  any  taxable  year 
shall  be  made  in  accordance  with  the 
principles  of  section  115  (b)  of  the  In¬ 
ternal  Revenue  Code.  For  the  deter¬ 
mination  of  the  source  of  income,  see 
section  119  and  the  regulations  there¬ 
under. 

(4)  'The  application  of  section  26  (b) 
(3)  may  be  illustrated  by  the  following 
examples : 

Example  (1).  Corporation  A  (a  foreign 
corporation  filing  its  Income  tax  return  on  a 
calendar  year  basis)  whose  stock  is  100  per¬ 
cent  owned  by  Corporation  B  (a  domestic 
corporation  filing  its  income  tax  return  on  a 
calendar  j’ear  basis)  for  the  first  time  en¬ 
gaged  in  trade  or  business  within  the  United 
States  on  January  1,  1941,  and  qualifies  un¬ 
der  section  26  (b)  (3)  for  the  entire  period 
beginning  on  that  date  and  ending  on  De¬ 
cember  31,  1952.  Corporation  A  had  ac¬ 
cumulated  earnings  or  profits  of  $50,C00  im¬ 
mediately  prior  to  January  1.  1941,  and  had 
earnings  or  profits  of  $10,000  for  each  taxable 
year  during  the  uninterrupted  period  from 
January  1,  1941,  through  December  31,  19'’'2. 
It  derived  for  the  period  from  January  1,  1941, 
through  December  31,  1951,  90  percent  of  its 
gross  Income  from  sources  within  the  United 
States,  and  in  1952  derived  95  percent  of  its 
gross  Income  from  sources  within  the  United 
States.  During  the  calendar  years  1941,  1942, 
1943,  1944.  and  1945  Corporation  A  distrib¬ 
uted  in  each  vear  $15,000;  during  the  calen¬ 
dar  years  1946,  1947,  1948,  1949,  1950,  and 
1951  It  distributed  In  each  year  $5,000;  and 
during  the  year  1952,  $50,000.  For  1952  a 
dividends  received  credit  of  $31,025  is  allow¬ 
able  to  Corporation  B  with  respect  to  the 
$50,000  received  from  Corporation  A,  com¬ 
puted  as  follows: 

(1)  $8,075  which  Is  $8,500  (85  percent  of 
the  $10,000  of  earnings  or  profits  of  the  tax¬ 
able  year)  multiplied  by  95  percent  (the  por¬ 
tion  of  the  gross  Income  of  Corporation  A 
derived  during  the  taxable  year  from  sources 
within  the  United  States),  plus 
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(11)  $22,950  which  is  $25,500  (85  percent  of 
$30,000,  that  part  of  the  earnings  or  profits 
accumulated  after  the  beginning  of  the  un¬ 
interrupted  period)  multiplied  by  90  per¬ 
cent  ( the  portion  of  the  gross  income  of 
Corporation  A  derived  from  sources  within 
the  United  States  during  that  portion  of  the 
uninterrupted  period  ending  at  the  begin¬ 
ning  of  the  taxable  year). 

Example  (2).  If  in  example  (1)  Corpora¬ 
tion  A  for  the  taxable  year  1952  had  incurred 
a  deficit  of  $10,000  (shown  to  have  been 
incurred  before  December  31),  and  if  It  had 
distributed  $50,000  on  December  31,  1952, 
the  dividends  received  credit  allowable  to 
Corporation  B  w’ould  be  $15,300,  computed 
by  multiplying  $17,000  (85  percent  of  $20,000 
earnings  or  profits  accumulated  after  the 
beginning  of  the  uninterrupted  period)  by 
90  percent  (the  portion  of  the  gross  income 
of  Corporation  A  derived  from  United  States 
sources  during  that  portion  of  the  uninter¬ 
rupted  period  ending  at  the  beginning  of  the 
taxable  year). 

(d)  Limitations  on  credit.  No  credit 
is  allowable  under  section  26  (b)  in 
respect  of  dividends  received  from  a  cor¬ 
poration  organized  under  the  China 
Trade  Act,  1922  (15  U.  S.  C.  (1946)  c. 
4),  or  from  a  corporation  w'hich  under 
section  251  is  taxable  only  on  its  gross 
income  from  sources  within  the  United 
States  by  reason  of  its  receiving  a  large 
percentage  of  its  gross  income  from 
sources  within  a  possession  of  the  United 
States.  The  credit  under  section  26  (b) 
(that  is,  the  sum  of  the  credits  deter¬ 
mined  under  paragraphs  (a),  (b),  and 
(c)  of  this  section)  is  limited  to  85  per¬ 
cent  of  the  corporation’s  adjusted  net 
income  computed  without  regard  to  the 
deduction  for  net  operating  loss  allowed 
by  section  23  (s).  For  the  purpose  of 
section  26  (b)  and  this  section  (but  not 
for  the  purpose  of  computing  adjusted 
net  income),  if  the  whole  or  any  part 
of  a  dividend  is  received  in  property 
other  than  money,  the  amount  of  such 
dividend  in  such  property  shall  not  be 
considered  to  be  in  excess  of  the  ad¬ 
justed  basis  of  such  property  in  the 
hands  of  the  distributing  corporation  at 
the  time  of  distribution  increased  in  the 
amount  of  gain  or  decreased  in  the 
amount  of  loss  recognized  to  the  dis¬ 
tributing  corporation  by  reason  of  such 
distribution.  In  no  event  shall  the 
amount  of  the  dividend  in  property  other 
than  money  be  treated  as  an  amount 
greater  than  the  fair  market  value  of 
such  property  received  by  the  share¬ 
holder.  For  definition  of  the  term  “ad¬ 
justed  net  income”,  see  section  13  (a) 

(1)  and  §  39.13-1. 

§  39.26  (c)  Statutory  provisions; 

credits  of  corporations;  net  operating 
loss  of  preceding  year. 

Sfc.  26.  Credits  of  corporations.  In  the 
case  of  a  corporation  the  following  credits 
shall  be  allowed  to  the  extent  provided  in 
the  various  sections  imposing  tax — •  •  • 

(c)  Net  operating  loss  of  preceding  year — 
(1)  Amount  of  credit.  The  amount  of  net 
op>erating  loss  (as  defined  in  paragraph  (2) ) 
of  the  corporation  for  the  preceding  taxable 
year  •  •  •  but  not  in  excess  of  (A)  the 

section  102  net  income  for  the  taxable  year, 
in  the  case  of  the  tax  imposed  by  section  102; 
(B)  the  Supplement  P  net  income  for  the 
taxable  year,  in  the  case  of  the  computations 
required  under  Supplement  P;  or  (C)  the 
Subchapter  A  net  income  for  the  taxable 


year,  in  the  case  of  the  tax  imposed  under 
Subchapter  A. 

(2)  Definition.  As  used  in  this  section 
the  term  “net  operating  loss’’  means  the 
excess  of  the  deductions  allow’ed  by  this 
chapter  over  the  gross  income,  with  the  fol¬ 
lowing  exceptions  and  limitations — 

(A)  The  deduction  for  depletion  shall  not 
exceed  the  amount  which  would  be  allowable 
If  computed  without  reference  to  discovery 
value  or  to  percentage  depletion  under  sec¬ 
tion  114  (b)  (2),  (3),  or  (4); 

(B)  There  shall  be  included  in  computing 
gross  income  the  amount  of  interest  received 
which  is  wholly  exempt  from  the  taxes  im¬ 
posed  by  this  chapter,  decreased  by  the 
amount  of  interest  paid  or  accrued  which  is 
not  allowed  as  a  deduction  by  section  23  (b), 
relating  to  interest  on  indebtedness  incurred 
or  continued  to  purchase  or  carry  certain 
tax-exempt  obligations. 

(C)  For  the  purposes  of  this  paragraph, 
the  net  operating  loss  deduction  provided  in 
section  122  shall  not  be  allowed. 

*  *  •  •  • 

(Sec.  26  (c)  as  amended  by  sec.  211  (j).  Rev. 
Act  1939;  sec.  132  (a).  Rev.  Act  1942] 

§  39.26  (c)-l.  Credit  of  corporation 
for  net  operating  loss  of  preceding  year. 

(a)  Since  the  net  operating  loss  credit 
allowed  by  section  26  (c)  cannot  exceed 
the  section  102  net  income  for  the  tax¬ 
able  year  in  the  case  of  the  tax  imposed 
by  section  102,  the  Supplement  P  net  in¬ 
come  for  the  taxable  year  in  the  case  of 
the  computations  required  under  Sup¬ 
plement  P,  or  the  subchapter  A  net  in¬ 
come  for  the  taxable  year  in  the  case 
of  the  tax  imposed  under  subchapter  A 
of  chapter  2,  it  is  the  smaller  of  the  fol¬ 
lowing  amounts: 

(1)  The  excess  of  the  deductions  al¬ 
lowed  by  chapter  1  for  the  preceding  tax¬ 
able  year  over  gross  income  for  such 
year,  both  computed  in  accordance  with 
the  exceptions  and  limitations  provided 
by  section  26  (c)  (2). 

(2)  (i)  The  section  102  net  income  for 
the  taxable  year,  in  the  case  of  the  tax 
imposed  by  section  102;  (ii)  the  Supple¬ 
ment  P  net  income  for  the  taxable  year, 
in  the  case  of  the  computations  required 
under  Supplement  P;  (iii)  the  subchap¬ 
ter  A  net  income  for  the  taxable  year, 
in  the  case  of  the  tax  imposed  under  sub¬ 
chapter  A  of  chapter  2. 


(b)  In  computing  deductions  for  the 
preceding  taxable  year  any  deduction 
for  depletion  shall  be  computed  without 
reference  to  discovery  value  or  percent¬ 
age  depletion  under  section  114  (b)  (2), 

(3),  or  (4)  (see  §  39.23  (m)-2).  The 
basis  for  such  depletion  is  the  basis  pro¬ 
vided  in  section  113  (a) ,  adjusted  as  pro¬ 
vided  in  section  113  (b),  for  the  purpose 
of  determining  the  gain  upon  the  sale  or 
other  disposition  of  the  property  in- 
volved. 

(c)  In  computing  deductions  for  the 
preceding  taxable  year  the  net  operating 
loss  provided  in  section  122  shall  not  be 
allowed. 

(d)  In  computing  the  gross  income  for 
the  preceding  taxable  year  there  must 
be  included  the  excess,  if  any,  of  the 
amount  of  any  interest  received  which 
is  wholly  exempt  from  taxes  imposed  by 
chapter  1  over  the  amount  of  interest 
paid  or  accrued  which  is  not  allowed  as 
a  deduction  by  section  23  (b),  relating 
to  interest  on  indebtedness  incurred  or 
continued  to  purchase  or  carry  certain 
tax-exempt  obligations. 

(e)  The  provisions  of  this  section  may 
be  illustrated  by  the  following  example: 

Example.  For  1953  the  X  Corporation, 
which  makes  its  income  tax  returns  on  the 
calendar  year  basis,  has  a  net  Income  of 
$750,000,  computed  on  the  accrual  basis  and 
without  the  net  operating  loss  deduction 
provided  in  section  23  (s),  capital  loi^ses  of 
$550,000,  and  no  capital  gains.  Its  Federal 
normal  tax  and  surtax  for  1953,  not  allowable 
as  a  deduction  under  section  23,  are  $20,500, 
and  it  made  no  contributions  during  that 
year.  For  1952  its  gross  income  was  $500,000, 
and  its  allowable  deductions  were  $1,500,000. 
Included  in  such  deductions  was  $500,000  for 
net  operating  loss  (attributable  to  1951), 
allowed  as  a  deduction  under  section  23  (a) 
and  computed  under  section  122.  There  was 
likewise  included  in  such  deductions  $300.- 
000  for  depletion  based  on  discovery  value. 
If  depletion  had  been  computed  without 
reference  to  discovery  value  or  to  percentage 
depletion,  the  amount  of  such  deduction 
would  have  been  $100,000.  For  1952  the 
corporation  had  $300,000  of  wholly  tax- 
exempt  interest,  and  paid  $200,000  in  Interest 
on  indebtedness  Incurred  to  carry  obliga¬ 
tions  from  which  such  tax-exempt  Interest 
was  derived.  The  net  operating  loss  credit 
available  to  such  corporation  for  1953  1« 
computed  as  follows: 


Deductions  for  1952 _ $1,500,000 

Less;  Excess  of  depletion  deduction  computed  on  basis  of  discovery 
value  over  amount  allowable  for  depletion  without  reference  to 

discovery  value  or  percentage  depletion  ($300,000  minus  $100,000) _ $200,000 

Net  operating  loss  deduction _  500, 000  700. 000 

Deductions  as  llnrited  by  sections  26  (c)  (2)*  (A)  and  26  (c)  (2)  (C) _  800,000 

Gross  income  for  1952 _ $500,  000 

Plus  tax-exempt  interest  minus  interest  paid  ($300,000  minus 

$200,000) _  100,000 

Gross  income  contemplated  by  section  26  (c)  (2)  (B) _  600,000 

Excess  of  deductions  over  gross  income  for  1952 _ 

Net  income  for  1953  (computed  without  net  operating  loss  deduction  provided 

in  section  23  (s)) _  750,000 

Less;  Capital  losses  not  allowed  by  section  117  (d) _ $550,000 

Federal  normal  tax  and  surtax  for  1953  not  allowed  as  a  deduction  ^ 

under  section  23 _  20, 500  570, 

Section  102  net  Income  for  1953 _  179,500 


Saturday,  September  26,  1953 

The  credit  for  the  net  operating  lose  for  the 
preceding  year  available  to  the  X  Corporation 
{or  1953  is  $179,500,  Inasmuch  as  the  excess 
of  deductions  over  gross  Income  for  1952, 
IS  computed  above.  Is  greater  than  the  sec¬ 
tion  102  net  Income  for  1953,  the  net  oper- 
iting  loss  credit  available  to  the  X  Corpora¬ 
tion  for  1953  Is  equal  to  the  section  102  net 
income  for  1953,  If  the  excess  of  deduc¬ 
tions  over  gross  Income  for  1952,  as  computed 
above,  were  smaller  than  the  section  102  net 
Income  for  1953,  the  entire  amount  of  such 
excess  would  be  allowed  as  the  net  operating 
loss  for  1953, 

(!)  Similar  rules  for  the  computation 
of  the  net  operating  loss  credit  are  appli¬ 
cable  in  the  case  of  computations  re¬ 
quired  under  Supplement  P  or  the  tax 
Imposed  under  subchapter  A  of  chap¬ 
ter  2. 

5  39.26  td)  Statutory  provisions; 
credits  of  corporations;  earnings  or 
profits  of  bank  affiliates. 

Sic.  26.  Credits  of  corporations.  In  the 
case  of  a  corporation  the  following  credits 
shall  be  allowed  to  the  extent  provided  in 
the  various  sections  Impaoslng  tax — •  •  • 

(d)  Bank  affiliates.  In  the  case  of  a  hold¬ 
ing  company  affiliate  (as  defined  In  section 
2  of  the  Banking  Act  of  1933),  the  amount 
of  the  earnings  or  profits  which  the  Board 
of  Governors  of  the  Federal  Reserve  System 
certifies  to  the  Commissioner  has  been  de¬ 
voted  by  such  affiliate  during  the  taxable 
year  to  the  acquisition  of  readily  marketable 
assets  other  than  bank  stock  In  compliance 
with  section  5144  of  the  Revised  Statutes. 
The  aggregate  of  the  credits  allowable  under 
this  subsection  for  all  taxable  years  begln- 
^  nlng  after  December  31, 1935,  shall  not  exceed 
the  amount  required  to  be  devoted  under 
rich  section  5144  to  such  purposes,  and  the 
amount  of  the  credit  for  any  taxable  year 
ihall  not  exceed  the  adjusted  net  Income  for 
rich  year. 

5  39.26  (d)-l  Bank  affiliates,  (a)  The 
credit  provided  in  section  26  (d)  is  al- 
i  lowed— 

11)  To  a  holding  company  affiliate  of 
a  bank,  as  defined  in  section  2  of  the 
Banking  Act  of  1933  (12  U.  S.  C.  221a), 
which  holding  company  affiliate  holds, 
at  the  end  of  the  taxable  year,  a  general 
voting  permit  granted  by  the  Board 
of  Governors  of  the  Federal  Reserve 
System; 

<2)  In  the  amount  of  the  earning.s  or 
profits  of  such  holding  company  affiliate 
I  which,  in  compliance  with  section  5144 
I  of  the  Revised  Statutes  (12  U.  S.  C. 
i  81),  has  been  devoted  by  it  during  the 

I  taxable  year  to  the  acquisition  of  readily 
marketable  assets  other  than  bank  stock; 

t3)  Upon  certification  by  the  Board 
of  Governors  of  the  Federal  Reserve  Sys- 
tftn  to  the  Commissioner  that  such  an 
^ount  of  the  earnings  or  profits  has 
wn  so  devoted  by  such  affiliate  during 
the  taxable  year. 

No  credit  is  allowable  under  section  26 
'd)  for  the  amount  of  readily  market¬ 
able  assets  in  excess  of  what  is  required 
by  such  section  5144  to  be  acquired  by 
^ch  affiliate,  or  in  excess  of  the  ad- 
jtisted  net  income  for  the  taxable  year, 
i  Nor  may  the  aggregate  of  the  credits 
auowable  under  section  26  (d)  exceed 
the  amount  required  to  be  devoted  under 
:  section  5144  to  the  acquisition  of 

f^dily  marketable  assets  other  than 
^  stock. 
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(b)  Every  taxpayer  claiming  and  mak¬ 
ing  a  deduction  for  the  credit  provided 
for  in  section  2«  (d)  shall  attach  to  its 
return  a  supplementary  statement,  in 
duplicate,  setting  forth  all  the  facts  and 
information  upon  which  the  claim  is 
predicated,  including  such  facts  and  in¬ 
formation  as  the  Board  of  Governors  of 
the  Federal  Reserve  System  may  pre¬ 
scribe  as  necessary  to  enable  it,  upon  the 
request  of  the  Commissioner  subsequent 
to  the  filing  of  the  return,  to  certify  to 
the  Commissioner  the  amount  of  earn¬ 
ings  or  profits  devoted  to  the  acquisition 
of  such  readily  marketable  assets.  A 
certified  copy  of  such  supplementary 
statement  shall  be  forwarded  by  the  tax¬ 
payer  to  the  Board  of  Governors  at  the 
time  of  the  filing  of  the  return.  The 
holding  company  affiliate  shall  also  fur¬ 
nish  the  Board  of  Governors  such  fur¬ 
ther  information  as  the  Board  shall  re¬ 
quire.  For  the  requirements  with  re¬ 
spect  to  the  amount  of  such  readily 
marketable  assets  which  must  be  ac¬ 
quired  and  maintained  by  a  holding  com¬ 
pany  aflBliate  to  which  a  voting  permit 
has  been  granted,  see  section  5144  (b) 
and  (c)  of  the  Revised  Statutes. 

§  39.26  (e)-(h)  Statutory  provisions; 
credits  of  corporations ;  cross  references; 
dividends  paid  on  certain  preferred 
stock. 

Sec  26.  Credits  of  corporations.  In  the 
ca.se  of  a  corporation  the  following  credits 
shall  be  allowed  to  the  extent  provided  in  the 
various  sections  imposing  tax — •  •  • 

(e)  Income  subject  to  excess  profits  tax. 

(Repealed  by  sec.  122  (g)  (1),  Rev.  Act 

1945.] 

(f)  Dividends  paid  credit.  For  corporation 
dividends  paid  credit,  see  section  27. 

(Sec.  26  (f)  as  amended  by  sec.  105  (d).  Rev. 
Act  1942 J 

(g)  Consent  dividends  credit.  For  corpo¬ 
ration  consent  dividends  credit,  see  section 
28. 

(Sec.  26  (g)  as  amended  by  sec.  105  (d).  Rev. 
Act  1942) 

(h)  Credit  for  Dividends  Paid  on  Certain 

Preferred  Stock — (1)  Amount  of  credit.  In 
the  case  of  a  public  utility.  (A)  •  •  • 

(Applicable  only  to  calendar  year  19511,  (B) 
for  a  taxable  year  beginning  after  March  31, 
1951,  and  before  April  1,  1954,  an  amount 
equal  to  27  per  centum  of  the  lesser  of  (1) 
the  amount  of  dividends  paid  during  the 
taxable  year  on  Its  preferred  stock  or  (11)  the 
adjusted  net  Income  for  such  taxable  year 
minus  the  credit  for  dividends  received  pro¬ 
vided  In  subsection  (b)  for  such  year,  and 
(C)  for  a  taxable  year  beginning  after  March 
31,  1954,  an  amount  equal  to  30  per  centum 
of  the  lower  of  (1)  the  amount  of  dividends 
paid  during  the  taxable  year  on  its  preferred 
stock  or  (11)  the  adjusted  net  income  for 
such  taxable  year  minus  the  credit  for  divi¬ 
dends  received  provided  In  subsection  (b) 
for  such  year.  For  the  purposes  of  the  credit 
provided  In  this  subsection  the  amount  of 
dividends  paid  shall  not  Include  any  amount 
distributed  In  the  current  taxable  year  with 
respect  to  dividends  unpaid  and  accumulated 
In  any  taxable  year  ending  prior  to  October 
1,  1942.  Amounts  distributed  in  the  current 
taxable  year  with  respect  to  dividends  un¬ 
paid  and  accumulated  for  a  prior  taxable 
year  shall  for  the  purposes  of  this  para¬ 
graph  be  deemed  to  be  distributed  with  re¬ 
spect  to  the  earliest  year  or  years  for  which 
there  are  dividends  unpaid  and  accumu¬ 
lated.  The  credit  provided  in  this  subsection 
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shall  be  subtracted  from  the  basic  surtax 
credit  provided  in  section  27. 

(2)  Definitions.  As  used  In  this  sub¬ 
section,  subsection  (b),  and  sections  13  and 
15— 

(A)  Public  utility.  The  term  “public  util¬ 
ity”  means  a  corp>oratlon  engaged  in  the  fur¬ 
nishing  of  telephone  service  or  in  the  sale  of 
electric  energy,  gas,  or  water.  If  the  rates  for 
such  furnishing  or  sale,  as  the  case  may  be, 
have  been  established  or  approved  by  a  State 
or  political  subdivision  thereof  or  by  an 
agency  or  Instrumentality  of  the  United 
States  or  by  a  public  utility  or  public  serv¬ 
ice  commission  or  other  similar  body  of  the 
District  of  Columbia  or  of  any  State  or  po¬ 
litical  subdivision  thereof. 

(B)  Preferred  stock.  The  term  "preferred 
stock”  means  stock  issued  prior  to  October  1, 
1942,  which  during  the  whole  of  the  taxable 
year  (or  the  part  of  the  taxable  year  after 
Its  Issue)  was  stock  the  dividends  In  respect 
of  which  were  cumulative,  limited  to  the 
same  amount,  and  payable  In  preference  to 
the  payment  of  dividends  on  other  stock. 
Stock  issued  on  or  after  October  1,  1942,  shall 
be  deemed  for  the  purposes  of  this  para¬ 
graph  to  have  been  Issued  prior  to  October 
1,  1942,  if  It  was  Issued  (including  Issuance 
either  by  the  same  or  another  corporation 
in  a  transaction  which  is  a  reorganization,  as 
defined  In  section  112  (g)  (1),  or  a  transac¬ 
tion  to  which  section  112  (b)  (10),  or  so 
much  of  section  112  (d)  or  (e)  as  relates  to 
section  112  (b)  (10),  Is  applicable,  or  which 
is  a  transaction  subject  to  Supplement  R)  to 
refund  or  replace  bonds  or  debentures  Issued 
prior  to  October  1,  1942,  or  to  refund  or  re¬ 
place  other  preferred  stock  (including  stock 
which  Is  preferred  stock  by  reason  of  this 
sentence),  but  only  to  the  extent  that  the 
par  or  stated  value  of  the  new  stock  does  not 
exceed  the  par,  stated,  or  face  value  of  the 
bonds  or  debentures  issued  prior  to  October 
1,  1942,  or  the  other  preferred  stock,  which 
such  new  stock  Is  issued  to  refund  or  replace. 
The  determination  of  whether  stock  was  Is¬ 
sued  to  refund  or  replace  bonds  or  deben¬ 
tures  issued  prior  to  October  1.  1942,  or  to 
refund  or  replace  other  preferred  stock,  shall 
be  made  under  regulations  prescribed  by  the 
Commissioner  with  the  approval  of  the  Sec¬ 
retary. 

(Sec.  26  (h)  as  added  by  sec.  133,  Rev.  Act 
1942;  amended  by  sec.  116,  Rev.  Act  1943; 
secs.  121  (g)  (1).  122  (b).  Rev.  Act  1950;  sec. 
202  (a).  Excess  Profits  Tax  Act  1950;  sec.  122 
(b).  Rev.  Act.  1951  ( 

§  39.26  (h)-l  Credit  for  dividends 
paid  on  preferred  stock  of  public  utili¬ 
ties — (a)  Amount  of  credit.  (1)  A  credit 
i.s  provided  in  section  26  (h)  for  divi¬ 
dends  paid  during  the  taxable  year  by 
certain  public  utility  corporations  (see 
paragraph  (b)  of  this  section)  on  certain 
preferred  stock  (see  paragraph  (c)  of 
this  section).  This  credit  is  an  amount 
equal  to  a  specified  percent  of  the  les'^er 
of  (1)  the  amount  of  the  dividends  paid 
during  the  taxable  year  by  a  public  util¬ 
ity  on  its  preferred  stock  or  (2)  the  ad¬ 
justed  net  income  of  the  public  utility 
for  such  taxable  year  minus  the  credit 
for  dividends  received  allowable  to  such 
public  utility  for  such  taxable  year  under 
section  26  (b).  The  specified  percent 
applicable  for  the  respective  taxable 
years  is  as  follows: 

Percent 


For  taxable  years  beginning  before 

April  1.  1954 . . . -  27 

For  taxable  years  beginning  after 

March  31,  1954 . —  80 


For  taxable  years  beginning  before  April 
1,  1954,  and  ending  after  March  31,  1954, 
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see  §  39.108-2.  However,  the  amount  of 
dividends  paid  in  a  given  taxable  year 
shall  not  include  any  amount  distributed 
in  such  year  with  respect  to  dividends 
unpaid  and  accumulated  in  any  taxable 
year  ending  before  October  1,  1942.  If 
any  distribution  is  made  in  the  current 
taxable  year  with  respect  to  dividends 
unpaid  and  accumulated  for  a  prior  tax¬ 
able  year,  such  distribution  will  be 
deemed  to  have  been  made  w'ith  respect 
to  the  earliest  year  or  years  for  which 
there  are  dividends  unpaid  and  accumu¬ 
lated.  Thus,  if  a  public  utility  makes  a 
distribution  with  respect  to  a  prior  tax¬ 
able  year,  it  shall  be  considered  that  such 
distribution  was  made  with  respect  to  the 
earliest  year  or  years  for  which  there  are 
dividends  unpaid  and  accumulated, 
whether  or  not  the  public  utility  states 
that  the  distribution  was  made  w’ith  re¬ 
spect  to  such  year  or  years  and  even 
though  the  public  utility  states  that  the 
distribution  was  made  with  respect  to  a 
later  year.  Even  though  it  has  divi¬ 
dends  unpaid  and  accumulated  with  re¬ 
spect  to  a  taxable  year  ending  before  Oc¬ 
tober  1,  1942,  a  public  utility  may,  how¬ 
ever,  receive  credit  for  dividends  paid 
with  respect  to  the  current  taxable  year. 
If  there  are  no  dividends  unpaid  and  ac¬ 
cumulated  with  respect  to  a  taxable  year 
ending  before  October  1,  1942,  a  public 
utility  may  receive  credit  for  dividends 
paid  with  respect  to  a  prior  taxable  year 
which  ended  after  October  1,  1942;  and 
such  credit  may  be  in  addition  to  a  credit 
for  dividends  paid  with  respect  to  the 
current  taxable  year.  However,  if  local 
law  or  its  own  charter  requires  a  public 
utility  to  pay  all  unpaid  and  accumulated 
dividends  before  any  dividends  can  be 
paid  with  respect  to  the  current  taxable 
year,  such  public  utility  will  not  receive 
credit  for  any  distribution  in  the  current 
taxable  year  to  the  extent  that  there  are 
dividends  unpaid  and  accumulated  with 
respect  to  taxable  years  ending  before 
October  1,  1942. 

(2)  The  amount  allowable  as  a  credit 
under  section  26  (h)  shall  be  subtracted 
from  the  basic  surtax  credit  othei-wise 
computed  under  section  27  (b). 

(b)  Public  Utility.  As  used  in  section 
26  (h)  and  this  section,  public  utility 
means  a  corporation  engaged  in  the 
furnishing  of  telephone  service,  or  in 
the  sale  of  electric  energy,  gas,  or  water 
if  the  rates  charged  by  such  cor¬ 
poration  for  such  furnishing  or  sale,  as 
the  case  may  be,  have  been  established 
or  approved  by  a  State  or  political  sub¬ 
division  thereof  or  by  an  agency  or  in¬ 
strumentality  of  the  United  States  or  by 
a  public  utility  or  public  service  com¬ 
mission  or  other  similar  body  of  the  Dis¬ 
trict  of  Columbia  or  of  any  State  or 
political  subdivision  thereof.  If  a  sched¬ 
ule  of  rates  has  been  filed  with  any  of 
the  above  bodies  having  the  power  to 
disapprove  such  rates,  then  such  rates 
shall  be  considered  as  established  or  ap¬ 
proved  rates  even  though  such  body  has 
taken  no  action  on  the  filed  schedule. 
Rates  fixed  by  contract  between  the  cor¬ 
poration  and  the  purchaser,  except  where 
the  purchaser  is  the  United  States,  a 
State,  the  District  of  Columbia,  or  an 
agency  or  political  subdivision  of  the 


United  States,  a  State,  or  the  District 
of  Columbia,  shall  not  be  considered  as 
established  or  approved  rates  in  those 
cases  where  they  are  not  subject  to  di¬ 
rect  control,  or  where  no  maximum  rate 
for  such  contract  rates  has  been  estab¬ 
lished  by  the  United  States,  a  State,  the 
District  of  Columbia,  or  by  an  agency  or 
political  subdivision  thereof.  The  credit 
provided  in  section  26  <h)  will  not  be 
denied  solely  because  part  of  the  gross 
income  of  the  corporation  consists  of 
revenue  derived  from  such  furnishing  or 
sale  at  rates  which  are  not  so  regulated, 
provided  the  corporation  establishes  to 
the  satisfaction  of  the  Commissioner  (1) 
that  the  revenue  from  regulated  rates 
and  the  revenue  from  unregulated  rates 
are  derived  from  the  operation  of  a  sin¬ 
gle  interconnected  and  coordinated  sys¬ 
tem  within  a  single  area  or  region  in 
one  or  more  States  and  (2)  that  the 
regulation  to  which  it  is  subject  in  part 
of  its  operating  territory  is  effective  to 
control  rates  within  the  unregulated  ter¬ 
ritory  so  that  the  rates  within  the  un¬ 
regulated  territory  have  been  and  are 
substantially  as  favorable  to  users  and 
consumers  as  are  the  rates  wdthin  the 
regulated  territory. 

tc)  Preferred  stock.  ( 1 )  For  the  pur¬ 
poses  of  section  26  (h)  and  this  section, 
preferred  stock  means  stock  which  W'as 
issued  prior  to  October  1,  1942,  and 
which  during  the  whole  of  the  taxable 
year  (or  the  part  of  the  taxable  year 
after  the  actual  date  of  its  issue)  was 
stock  nonparticipating  as  to  earnings 
or  profits  either  currently  or  in  liquida¬ 
tion.  the  dividends  in  respect  of  which 
were  cumulative  and  payable  in  prefer¬ 
ence  to  the  payment  of  dividends  on 
other  stock.  In  addition,  the  preferred 
stock  must  be  such  that  the  rate  of  re¬ 
turn  is  fixed  and  cannot  be  changed  by  a 
vote  of  the  board  of  directors  or  by  some 
similar  method.  However,  if  there  are 
several  classes  of  preferred  stock,  all  of 
which  meet  the  above  requirements,  the 
credit  provided  in  section  26  (h)  shall 
not  be  denied  in  the  case  of  a  given  class 
of  preferred  stock  merely  because  there 
is  another  class  of  preferred  stock  whose 
dividends  are  to  be  paid  before  those  of 
the  given  class  of  stock.  Likewise,  it  is 
immaterial  for  the  purposes  of  this  sec¬ 
tion  w'hether  the  stock  be  voting  or  non¬ 
voting  stock. 

(2)  Stock  issued  on  or  after  October 
1,  1942,  under  certain  circumstances  will 
be  considered  as  having  been  issued  be¬ 
fore  October  1,  1942,  for  purposes  of  the 
credit  provided  in  section  26  (h) ,  If  the 
new  stock  is  issued  on  or  after  October 
1,  1942,  to  refund  or  replace  bonds  or 
debentures  w'hich  were  issued  before 
October  1,  1942,  or  to  refund  or  replace 
other  stock  w’hich  was  preferred  stock 
within  the  meaning  of  section  26  (h) 
(2)  (B).  such  new’  stock  shall  be  consid¬ 
ered  as  having  been  issued  before  Octo¬ 
ber  1,  1942.  If  stock  is  issued  to  refund 
or  replace  stock  w’hich  w'as  preferred 
stock  within  the  meaning  of  section  26 
(h)  (2)  (B),  it  shall  be  immaterial 
whether  the  preferred  stock  so  refunded 
or  replaced  was  issued  before,  on,  or 
after  October  1,  1942.  If  stock  issued 
on  or  after  October  1,  1942,  to  refund  or 


replace  stock  which  was  issued  before 
October  1, 1942,  and  which  was  preferred 
stock  w'ithin  the  meaning  of  section  26 
(h)  (2)  (B),  is  not  itself  preferred  stock 
within  the  meaning  of  section  26  (h) 
(2)  (B),  no  stock  issued  to  refund  or 
replace  such  stock  can  be  considered  pre¬ 
ferred  stock  for  purposes  of  the  credit 
provided  in  section  26  (h). 

(3)  In  the  case  of  any  stock  issued  on 
or  after  October  1,  1942,  to  refund  or  re¬ 
place  bonds  or  debentures  issued  before 
October  1,  1942,  or  to  refund  or  replace 
other  stock  w’hich  w’as  preferred  stock 
within  the  meaning  of  section  26  (h) 
(2)  (B),  only  that  portion  of  the  stock 
issued  on  or  after  October  1,  1942,  will 
be  considei-ed  as  having  been  issued  be¬ 
fore  October  1,  1942,  the  par  or  stated 
value  of  which  does  not  exceed  the  par, 
stated,  or  face  value  of  such  bonds,  de¬ 
bentures,  or  other  preferred  stock  which 
the  new  stock  was  issued  to  refund  or 
replace.  In  such  case  no  shares  of  the 
new  stock  i.ssued  on  or  after  October  1, 
1942,  shall  be  earmarked  in  determining 
the  credit  allowable  under  section  26 
(h),  but  the  appropriate  allocable  por¬ 
tion  of  the  total  amount  of  dividends 
paid  on  such  stock  w’ill  be  considered  as 
having  been  paid  on  stock  which  was  is¬ 
sued  before  October  1,  1942. 

(4)  The  provisions  of  section  ?6  (h) 
(2)  (B)  may  be  illustrated  by  the  fol¬ 
lowing  example: 

Example.  A  public  utility  has  outstand¬ 
ing  1,000  bonds  which  were  Issued  before 
October  1,  1942,  and  each  of  which  has  a 
face  value  of  $100.  On  or  after  October  1, 
1942,  each  of  such  bonds  is  retired  in  ex¬ 
change  for  I’-io  shares  of  stock  issued  on 
or  after  October  1,  1942,  and  having  a  par 
value  of  $100  per  share.  Only  '"n  of  the 
dividends  paid  on  the  stock  thus  issued  in 
exchange  for  the  bonds  will  be  considered 
as  having  been  paid  on  stock  which  was 
Issued  before  October  1,  1942.  Likewise,  if 
stock  which  is  l.ssued  on  or  after  October  1, 
1942,  has  no  par  value  but  a  stated  value 
of  $50  per  share  and  such  stock  is  issued  in 
a  ratio  of  three  shares  to  one  share  to  refund 
or  replace  preferred  stock  having  a  par  value 
of  $100  per  share,  only  two-thirds  of  the 
dividends  paid  on  the  new  shares  of  stock 
will  be  considered  as  having  been  paid  on 
stock  which  was  issued  before  October  1, 
1942. 

(5)  Whether  or  not  stock  is.sued  on  or 
after  October  1,  1942,  was  issued  to  re¬ 
fund  or  replace  bonds  or  debentures 
issued  prior  to  October  1,  1942,  or  to  re¬ 
fund  or  replace  other  preferred  stock,  is 
in  each  case  a  question  of  fact.  Among 
the  factors  to  be  considered  is  whether 
such  stock  is  new  in  an  economic  sense 
to  the  corporation  or  whether  it  was  is¬ 
sued  merely  to  take  the  place,  directly  or 
indirectly,  of  bonds,  debentures,  or  other 
preferred  stock  of  such  corporation,  h 
is  not  necessary  that  the  new  stock  be 
issued  in  exchange  for  such  bonds,  de¬ 
bentures,  or  other  preferred  stock.  The 
mere  fact  that  the  bonds,  debentures,  or 
other  preferred  stock  remain  in  exist¬ 
ence  for  a  short  period  of  time  after  the 
issuance  of  the  new  stock  for  were  re¬ 
tired  before  the  .issuance  of  the  new 
stock)  does  not  necessarily  mean  that 
such  new'  stock  was  not  issued  to  refund 
or  replace  such  bonds,  debentures,  or 
other  preferred  stock.  It  is  necessary  w 
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consider  the  entire  transaction,  includ¬ 
ing  the  issuance  of  the  new  stock,  the 
date  of  such  issuance,  the  retirement  of 
the  old  bonds,  debentures,  or  preferred 
stock,  and  the  date  of  such  retirement, 
in  order  to  determine  whether  such  new 
stock  really  was  issued  to  take  the  place 
of  bonds,  debentures,  or  other  preferred 
stock  of  the  corporation  or  whether  it 
represents  something  essentially  new  in 
an  economic  sense  in  the  corporation’s 
financial  structure.  If,  for  example,  a 
public  utility,  which  has  outstanding 
bonds  issued  prior  to  October  1,  1942, 
issues  new  stock  on  March  1,  1944,  in 
order  to  secure  funds  with  which  to  re¬ 
tire  such  bonds  and  with  the  money  paid 
in  for  such  stock  retires  the  bonds  on 
April  1,  1944,  such  stock  may  be  consid¬ 
ered  as  having  been  issued  to  refund  or 
replace  bonds  issued  prior  to  October  1, 
1942.  Whether  the  money  used  to  retire 
the  bonds  can  be  traced  back  and  iden¬ 
tified  as  the  money  paid  in  for  the  stock 
will  have  evidentiary  value,  but  will  not 
be  conclusive,  in  determining  whether 
the  stock  was  issued  to  refund  or  replace 
the  bonds.  Similarly,  whether  the 
amount  of  money  used  to  retire  the 
bonds  was  smaller  than,  equal  to,  or 
greater  than  that  paid  in  for  the  stock, 
or  whether  the  entire  issue  of  bonds  is 
retired,  wdll  be  important,  but  not  deci¬ 
sive.  in  making  such  determination. 

(6>  Stock  issued  on  or  after  October 
1.  1942,  by  a  corporation  to  refund  or 
replace  bonds  or  debentures  of  a  second 
corporation  which  w’cre  issued  prior  to 
October  1,  1942,  or  to  refund  or  replace 
other  preferred  stock  of  such  second  cor¬ 
poration,  may  .be  considered  as  having 
been  issued  prior  to  October  1,  1942,  if 
such  new  stock  was  issued  (1)  in  a  trans¬ 
action  which  is  a  reorganization  within 
the  meaning  of  section  112  (g)  (1);  or 
(2)  in  a  transaction  to  which  section 
112  (b)  (lO).  relating  to  reorganization 
of  certain  insolvent  corporations,  or  so 
much  of  section  112  (d)  or  (e)  as  relates 
to  section  112  (b)  (10>,  is  applicable;  or 
<3)  in  a  transaction  w’hich  is  subject  to 
the  provisions  of  Supplement  R,  relating 
to  exchanges  and  distributions  in  obedi¬ 
ence  to  orders  of  the  Securities  and  Ex¬ 
change  Commission.  Whether  the  stock 
actually  was  issued  to  refund  or  replace 
bonds  or  debentures  of  the  second  cor¬ 
poration  issued  prior  to  October  1,  1942, 
or  to  refund  or  replace  preferred  stock  of 
such  second  corporation,  shall  be  deter¬ 
mined  under  the  same  principles  as  if 
only  one  corporation  were  involved.  A 
corporation  may  issue  stock  to  refund  or 
replace  its  own  bonds,  debentures,  or 
other  preferred  stock  in  a  transaction 
which  is  a  reorganization  within  the 
meaning  of  section  112  (g)  (1),  in  a 
transaction  to  which  section  112  (b) 
<10),  or  so  much  of  section  112  td)  or 
(e)  as  relates  to  section  112  (b)  (10),  is 
applicable,  or  in  a  transaction  which  is 
subject  to  the  provisions  of  Supplement 
R  The  provisions  of  this  paragraph 
^0,  in  addition,  are  applicable  in  case  a 
corporation  issues  stock  on  or  after  Octo- 
1.  1942,  to  refund  or  replace  its  own 
*^uds.  debentures,  or  other  preferred 
stock  even  though  the  issuance  of  such 


stock  may  not  fall  within  one  of  the 
categories  enumerated  above. 

(7)  Even  though  stock  issued  on  or 
after  October  1,  1942,  is  considered  as 
having  been  issued  prior  to  October  1, 
1942,  by  reason  of  having  been  issued  to 
refund  or  replace  bonds  or  debentures 
issued  prior  to  October  1,  1942,  or  to  re¬ 
fund  or  replace  other  preferred  stock, 
such  stock  will  not  be  deemed  to  be  pre¬ 
ferred  stock  within  the  meaning  of  sec¬ 
tion  26  (h)  (2)  (B),  and  no  credit  will 
be  allowable  in  respect  of  dividends  paid 
on  such  stock,  unless  the  stock  fulfills  all 
the  other  requirements  of  a  preferred 
stock  set  forth  in  section  26  (h)  (2)  (B) 
and  in  this  paragraph. 

§  39.26  (i)  Statutory  provisions;  cred~ 
its  of  corporations;  percentage  of  nor¬ 
mal-tax  net  income  of  Western  Hemi¬ 
sphere  trade  corporations. 

SBC.  26.  Credits  of  corporations.  In  the 
case  of  a  corporation  the  following  credits 
shall  be  allowed  to  the  extent  provided  in 
the  various  sections  imposing  tax — •  •  • 

(1)  Western  Hemisphere  trade  corpora¬ 
tions.  In  the  case  of  a  W^estern  Hemisphere 
trade  corporation  (as  defined  in  section 
109)  — 

(1)  Calendar  year  1951.  •  •  • 

(2)  Taxable  years  beginning  after  March 
31,  1951,  and  before  April  1,  1954.  In  the 
case  of  a  taxable  year  beginning  after  March 
31,  1951,  and  before  April  1,  1954,  an  amount 
equal  to  27  per  centum  of  its  normal-tay 
net  income  computed  without  regard  to  th* 
credit  provided  in  this  subsection. 

(3)  Taxable  years  beginning  after  March 
31.  1954.  In  the  case  of  a  taxable  year  be¬ 
ginning  after  March  31,  1954,  an  amount 
equal  to  30  per  centum  of  its  normal-tax  net 
Income  computed  without  regard  to  the 
credit  provided  in  this  subsection, 

[See.  26  (1)  as  added  by  sec.  122  (c).  Rev. 
Act  1950;  amended  by  sec.  202  (b).  Excess 
Profits  Tax  Act  1950;  sec.  122  (c).  Rev.  Act 
1951] 

§  39.26  (i)-l  Credit  of  Western  Hem¬ 
isphere  trade  corporations.  A  credit  is 
provided  in  section  26  (i)  for  Western 
Hemisphere  trade  corporations  as  de¬ 
fined  in  section  109.  The  credit  is  an 
amount  equal  to  the  following  percent 
of  its  normal-tax  net  income  for  the  tax¬ 
able  year  computed  without  regard  to 
such  credit : 

Percent 


For  taxable  years  beginning  before 

Apr.  1,  1954 . . .  27 

For  taxable  years  beginning  after 

Mar.  31.  1954 _  30 


For  taxable  years  beginning  before  April 
1,  1954,  and  ending  after  March  31,  1954, 
see  §  39.108-2. 

§  39.27  (a)  Statutory  provisions;  cor¬ 
poration  dividends  paid  credit;  defini¬ 
tion. 

Sec.  27.  Corporation  dividends  paid 
credit — (a)  Definition  in  general.  As  used 
In  this  chapter  with  respect  t»  any  taxable 
year  the  term  “dividends  paid  credit”  means 
the  sum  of : 

(1)  The  basic  surtax  credit  for  such  year, 
computed  as  provided  in  subsection  (b); 

(2)  The  dividend  carry-over  to  such  year, 
computed  as  provided  In  subsection  (c); 

(3) ,  (4)  •  •  •  [Applicable  only  to 

taxable  years  beginning  before  January  1, 
1940.] 

[Sec.  27  (a)  as  amended  by  sec.  222  (a).  Rev. 

Act  1939  J 


§  39.27  (a)-l  Dividends  paid  credit. 
The  amount  of  the  dividends  paid  credit 
provided  by  section  27  (a)  is  an  amount 
equivalent  to  the  sum  of  the  following: 

(a)  The  basic  surtax  credit  for  the 
taxable  year.  For  computation  of  the 
basic  surtax  credit  see  section  27  (b>. 

(b)  The  dividend  carry-over  to  the 
taxable  year.  For  computation  of  the 
dividend  carry-over  see  section  27  (c). 

§  39.27  (b)  Statutory  provisions;  cor¬ 
poration  dividends  paid  credit;  basic  sur¬ 
tax  credit. 

Sec.  27.  Corporation  dividends  paid  cred¬ 
it.  •  •  • 

(b)  Basic  surtax  credit.  As  used  In  this 
chapter  the  term  “basic  surtax  credit”  means 
the  sum  of: 

(1)  The  dividends  paid  diirlng  the  tax¬ 
able  year.  Increased  by  the  consent  dividends 
credit  provided  In  section  28,  and  reduced  by 
the  amount  of  the  credit  provided  In  section 
26  (a),  relating  to  Interest  on  certain  obliga¬ 
tions  of  the  United  States  and  Government 
corporations; 

(2)  The  net  operating  loss  credit  provided 
In  section  26  (c)  (1); 

(3)  The  bank  affiliate  credit  provided  In 
section  26  (d). 

The  aggregate  of  the  amounts  under  para¬ 
graphs  (2)  and  (3)  shall  not  exceed  (A)  the 
section  102  net  income  for  the  taxable  year. 
In  the  case  of  the  tax  Imnoccd  by  section 
102;  (B)  the  Supplement  P  net  Income  for 
the  taxable  year.  In  the  case  of  the  compu¬ 
tations  required  under  Supplement  P;  or  (C) 
the  Subchapter  A  net  Income  for  the  taxable 
year.  In  the  case  of  the  tax  Imposed  under 
Subchapter  A. 

(Sec.  27  (b)  as  amended  by  sec.  132  (b).  Rev. 
Act  1942] 

§  39.27  (b)-l  Basie  surtax  credit. 
The  amount  constituting  the  basic  sur¬ 
tax  credit  of  a  corporation  for  the  tax¬ 
able  year  consists  of  the  sum  of  the  fol¬ 
lowing,  le.ss  the  amount  allowable  as  a 
credit  under  section  26  (h)  (relating  to 
the  credit  for  dividends  paid  on  certain 
preferred  stock  of  certain  public  utility 
corporations),  and  less  the  amount 
allowable  as  a  deduction  under  section 
121  (relating  to  the  deduction  of  divi¬ 
dends  paid  on  certain  preferred  stock  of 
certain  banks  and  trust  companies) : 

(a)  The  dividends  paid  during  the  tax¬ 
able  year  (subject  to  the  qualifications, 
limitations,  and  exceptions  provided  in 
section  27  (d)  to  27  (i),  inclusive)  plus 
the  consent  dividends  credit  provided  by 
section  28,  less  the  credit  for  interest  on 
certain  obligations  of  the  United  States 
and  its  instrumentalities,  provided  by 
section  26  (a) ;  and 

(b)  The  smaller  of  the  following: 

(1)  The  sum  of  the  net  operating  loss 
credit  for  the  preceding  taxable  year 
provided  in  section  26  (c)  (1)  and  the 
bank  affiliate  credit  provided  in  section 
26  (d). 

(2)  (1)  The  section  102  net  Income 
for  the  taxable  year,  in  the  case  of  tax 
imposed  by  section  102;  (ii)  the  Supple¬ 
ment  P  net  income  for  the  taxable  year. 
In  the  case  of  computations  required 
under  Supplement  P;  or  (iii)  the  sub¬ 
chapter  A  net  income  for  the  taxable 
year,  in  the  case  of  tax  imposed  under 
subchapter  A  of  chapter  2. 

5  39.27  (b)-2  Dividends  paid — (a) 

When  dividends  are  considered  paid.  (1). 

§  39.27  (b)-2 
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A  dividend  will  be  considered  as  paid 
when  it  is  received  by  the  shareholder. 
An  allowance  for  dividends  paid  will  not 
be  permitted  unless  the  shareholder  re¬ 
ceives  the  dividend  during  the  taxable 
year  for  which  the  credit  is  claimed. 

(2)  If  a  dividend  is  paid  by  check  and 
the  check  bearing  a  date  within  the  tax¬ 
able  year  is  deposited  in  the  mails,  in  a 
cover  properly  stamped  and  addressed  to 
the  shaieholder  at  his  last  known  ad¬ 
dress.  at  such  time  that  in  the  ordinary 
handling  of  the  mails  the  check  would  be 
received  by  the  shareholder  wdthin  the 
taxable  year,  a  presumption  arises  that 
the  dividend  was  paid  to  the  shareholder 
in  such  year. 

(3 )  The  payment  of  a  dividend  during 
the  taxable  year  to  the  authorized  agent 
of  the  shareholder  will  be  deemed  pay¬ 
ment  of  the  dividend  to  the  shareholder 
during  such  year. 

( 4  >  If  a  corporation,  instead  of  paying 
the  dividend  directly  to  the  shareholder, 
credits  the  account  of  the  shareholder  on 
the  books  of  the  corporation  with  the 
amount  of  the  dividend,  the  allowance 
for  .a  dividend  paid  will  not  be  permitted 
unless  it  be  showm  to  the  satisfaction  of 
the  Commissioner  that  such  crediting 
constituted  payment  of  the  dividend  to 
the  shareholder  within  the  taxable  year. 

( 5 )  An  allowance  will  not  be  permitted 
for  the  amount  of  a  dividend  credited 
during  the  taxable  year  upon  an  obliga¬ 
tion  of  the  shareholder  to  the  corpora¬ 
tion  unless  it  is  shown  to  the  satisfaction 
of  the  Commissioner  that  such  crediting 
constituted  payment  of  the  dividend  to 
the  shareholder  within  the  taxable  year. 

(6)  In  the  case  of  a  stock  dividend,  if 
the  shares  (other  than  fractional  shares 
pas’able  to  bearer)  constituting  the  divi¬ 
dend  are  not  entered  or  registered  on  the 
books  of  the  corporation  in  the  name  of 
the  shareholder  (or  his  nominee  or  trans¬ 
feree)  within  the  taxable  year,  the  divi¬ 
dend  will  not  be  deemed  to  have  been 
paid  in  such  year.  Delivery  of  a  certifi¬ 
cate,  or  certificates,  for  such  new  shares, 
within  the  taxable  year,  consitutes  prima 
facie  evidence  of  the  payment  of  the 
dividend. 

(7)  If  the  dividend  is  payable  in  obli¬ 
gations  of  the  corporation,  they  should 
be  entered  or  registered  in  the  taxable 
year  on  the  books  of  the  corporation,  in 
the  name  of  the  shareholder  (or  his  nom¬ 
inee  or  transferee),  and.  in  the  case  of 
obligations  payable  to  bearer,  should  be 
received  in  the  taxable  year  by  the  share¬ 
holder  (cr  his  nominee  or  transferee) ,  to 
constitute  payment  of  the  dividend 
within  the  taxable  year. 

(8)  In  the  case  of  a  dividend  from 
which  the  tax  has  been  deducted  and 
withheld  as  required  by  section  143  or 
144,  the  dividend  is  considered  as  paid 
when  such  deducting  and  withholding 
occur. 

(b)  Methods  of  accounting.  The  de¬ 
termination  of  whether  a  dividend  has 
been  paid  to  the  shareholder  by  the  cor¬ 
poration  during  its  taxable  year  is  in  no 
way  dependent  upon  the  method  of  ac¬ 
counting  regularly  employed  by  the  cor¬ 
poration  in  keeping  its  books  or  upon 
the  method  of  accounting  upon  the  basis 

§  39.27  (c) 


RULES  AND  REGULATIONS 

of  w'hich  the  net  income  of  the  corpora¬ 
tion  is  computed.  See  section  43. 

ic)  Records.  Every  corporation  claim¬ 
ing  an  allowance  for  dividends  paid  shall 
keep  such  permanent  records  as  are  nec¬ 
essary  (1)  to  establish  that  the  divi¬ 
dends  with  respect  to  which  such  allow¬ 
ance  is  claimed  were  actually  paid  during 
the  taxable  year  and  (2)  to  supply  the  in¬ 
formation  required  to  be  filed  with  the 
income  tax  return  of  the  corporation. 
Such  corporation  shall  file  with  its  re¬ 
turn  (i)  a  copy  of  the  dividend  resolu¬ 
tion;  and  (ii)  a  concise  statement  of 
the  pertinent  facts  relating  to  the  pay¬ 
ment  of  the  dividend,  clearly  specifying 
(a)  the  medium  of  payment  and  (b).  if 
not  paid  in  money,  the  fair  market  value 
and  adjusted  basis  (or  face  value,  if  paid 
in  its  own  obligations)  on  the  date  of 
distribution  of  the  property  distributed 
and  the  manner  in  which  such  fair  mar¬ 
ket  value  and  adjusted  basis  were  deter¬ 
mined.  Canceled  dividend  checks  and 
receipts  obtained  from  shareholders 
acknowledging  payment  of  dividends 
paid  otherwise  than  by  check  need  not 
be  filed  with  the  return  but  shall  be 
kept  by  the  corporation  as  a  part  of  its 
records. 

§  39.27  (c>  Statutory  provisions;  cor¬ 
poration  dividends  paid  credit;  dividend 
carry-over. 

Sec.  27.  Corporation  dividends  paid  cred¬ 
it.  •  •  • 

(c)  Dividend  carry-over.  There  shall  be 
computed  with  respect  to  each  taxable  year 
of  a  corporation  a  dividend  carry-over  to 
such  year  from  the  two  preceding  taxable 
years,  which  shall  consist  of  the  sum  of — 

( 1 )  The  amount  of  the  basic  surtax  credit 
for  the  second  preceding  taxable  year,  re¬ 
duced  by  the  Subchapter  A  net  Income  for 
such  year,  and  further  reduced  by  the 
amount,  if  any,  by  which  the  Subchapter  A 
net  Income  for  the  first  preceding  taxable 
year  exceeds  the  sum  of — 

(A)  The  basic  surtax  credit  for  such  year; 
and 

(B)  The  excess.  If  any,  of  the  basic  surtax 
credit  for  the  third  preceding  taxable  year 
over  the  Subchapter  A  net  income  for  such 
year;  and 

(2)  The  amount,  if  any,  by  which  the  basic 
surtax  credit  for  the  first  preceding  taxable 
year  exceeds  the  Subchapter  A  net  income 
for  such  year.  In  the  case  of  a  preceding 
taxable  year  referred  to  in  this  subsection, 
the  Subchapter  A  net  Income  shall  be  de¬ 
termined  as  if  the  corporation  was.  under  the 
law’  appllcp.ble  to  such  taxable  year,  a  per¬ 
sonal  holding  company. 

(Sec.  27  (c)  as  amended  by  sec.  132  (c). 
Rev.  Act  1942) 

5  39.27  (c>-l  Dividend  carry-over. 
(a)  The  dividend  carry-over  to  a  given 
taxable  year  is  comput.ed  as  follows: 

(1)  If  the  basic  surtax  credit  for  the 
first  preceding  taxable  year  exactly 
equals  the  subchapter  A  net  income  for 
such  year,  the  dividend  carry-over  is 
the  amount  of  the  excess  of  the  basic  sur¬ 
tax  credit  for  the  second  preceding  tax¬ 
able  year  over  the  subchapter  A  net  in¬ 
come  for  such  year. 

(2)  If  the  basic  surtax  credit  for  the 
first  preceding  taxable  year  exceeds  the 
subchapter  A  net  income  for  such  year, 
the  dividend  carry-over  is  the  amount  of 
such  excess  plus  the  excess  of  the  basic 
surtax  credit  for  the  second  preceding 


taxable  year  over  the  subchapter  A  net 
income  for  such  year. 

(3)  If  the  basic  surtax  credit  for  the 
first  preceding  taxable  year  is  less  than 
the  subchapter  A  net  income  for  such 
year,  the  dividend  carry-over  is  the 
amount  by  which  the  basic  surtax  credit 
for  the  second  preceding  taxable  year 
exceeds  the  subchapter  A  net  income  for 
such  year  reduced  by  the  excess  of  the 
subchapter  A  net  income  for  the  first 
preceding  taxable  year  over  the  sum  of 
the  basic  surtax  credit  for  such  year  and 
the  excess  of  the  basic  surtax  credit  for 
the  third  preceding  taxable  year  over 
the  subchapter  A  net  income  for  such 
year. 

(b)  In  computing  the  dividend  carry¬ 
over  the  subchapter  A  net  income  of  any 
preceding  taxable  year  shall  be  deter, 
mined  as  if  the  corporation  was,  under 
the  law  applicable  to  such  taxable  year, 
a  personal  holding  company. 

(c)  Every  corporation  claiming  a  divi¬ 
dend  carry-over  for  any  taxable  year 
shall  file  with  its  return  for  such  year  a 
concise  statement  setting  forth  the 
amount  of  the  dividend  carry-over 
claimed  and  all  material  and  pertinent 
facts  relative  thereto,  including  a  de¬ 
tailed  schedule  showing  the  computation 
of  the  dividend  carry-over  claimed. 

(d)  The  computation  of  the  dividend 
carry-over  may  be  illustrated  by  the  fol¬ 
lowing  examples: 

Example  (1).  The  X  Corporation,  which 
makes  Its  Income  tax  returns  on  the  cal¬ 
endar  year  basis,  has  subchapter  A  net  in¬ 
come  of  $150,000  and  a  basic  surtax  credit 
of  $225,000  for  1949.  For  1950  its  subchap¬ 
ter  A  net  Income  is  $200,000  and  its  basic 
surtax  credit  Is  $350,000,  and  for  1951  its 
subchapter  A  net  Income  and  its  basic  sur¬ 
tax  credit  are  each  $175,000.  Its  dividend 
carry-over  to  1952  is  $150,000,  computed  as 
follows: 

(1)  Basic  surtax  credit  for  1950 _ $350,000 

(2)  Le.ss  subchapter  A  net  income 

for  1950 . . .  200,000 


(3)  Dividend  carry-over  to  1952 

((1)  minus  (2)) _  150,000 

Since  the  basic  surtax  credit  for  1951  ex¬ 
actly  equals  the  subchapter  A  net  income 
for  that  year,  neither  that  year  nor  the 
year  1949  need  be  taken  Into  account.  The 
preceding  taxable  year  (1951)  Is  taken  into 
account  only  If  the  basic  surtax  credit  for 
such  year  exceeds  the  subchapter  A  net 
Income  for  such  year  or  if  the  subchapter 
A  net  Income  for  such  year  exceeds  the  sum 
of  the  basic  surtax  credit  for  such  year  and 
the  excess  of  the  basic  surtax  credit  for  the 
third  preceding  taxable  year  (1949)  over  the 
subchaptcr  A  net  Income  for  such  year.  The 
third  preceding  taxable  year  (1949)  is  taken 
into  account  only  if  the  subchapter  A  net 
income  for  the  first  preceding  taxable  year 
(1951)  exceeds  the  basic  surtax  credit  for 
such  year,  in  which  case  it  operates  to  re¬ 
duce  the  amount  of  such  excess  which  must 
be  deducted  from  the  carry-over  from  the 
second  preceding  taxable  year  (1950). 

Example  (2).  The  Y  Corporation,  which 
makes  its  Income  tax  returns  on  the  calen¬ 
dar  year  basis,  has  subchapter  A  net  income 
of  $100,000  and  a  basic  surtax  credit  of 
$150,000  for  1949.  For  1950  its  subchapter 
A  net  income  is  $50,000  and  its  basic  surtax 
credit  is  $75,000,  and  for  1951  its  subchap¬ 
ter  A  net  Income  and  its  basic  surtax 
are  $25,000  and  $100,000,  respectively. 
dividend  carry-over  to  1952  is  $100,000,  com¬ 
puted  as  follows: 
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Year  1950 

(1)  Basic  surtax  credit _ - _  $75,000 

(2)  Less  subchapter  A  net  income _ _ _ _ _ _ _ _ _  50,000 


(3)  Excess  of  basic  surtax  credit  over  subchapter  A  net  Income _ _ _ $75,000 

Year  1951 

(4)  Basic  surtax  credit - - - - - - - $100,000 

(5)  Less  subchapter  A  net  income _ _ _ _ _ _ _ _ _ _ _ _ _  25. 000 


(6)  Excess  of  basic  surtax  credit  over  subchapter  A  net  income...... _ _ _ _  75.  000 


(7)  Dividend  carry-over  to  1952  (sum  of  (3)  and  (6)) _  100,000 


For  the  reason  why  the  year  1949  is  not  taken  into  account,  see  explanation  at  end  of 
example  (1). 

Example  (3).  The  Z  Corporation,  which  makes  its  Income  tax  returns  on  the  calendar 
year  basis,  has  a  subchapter  A  net  Income  of  $90,000,  and  a  basic  surtax  credit  of  $150,0(X)  for 
1949.  For  1950  Its  subchapter  A  net  Income  Is  $60,000  and  Its  basic  surtax  credit  Is  $160,000, 
and  for  1951  its  subchapter  A  net  Income  and  Its  basic  surtax  credit  are  $120,000  and 
$25,000,  respectively.  Its  dividend  carry-over  to  1952  is  $65,000,  computed  as  follows: 

Year  1950 

(1)  Basic  surtax  credit _ $160,  000 

(2)  Less  subchapter  A  net  income _ _  60,  000 


(3)  Excess  of  basic  surtax  credit  over  subchapter  A  net  Income _ $100,  000 

Year  1951 

(4)  Subchapter  A  net  income _ $1^0,  000 

(5)  Basic  surtax  credit _ _ _ $25,  000 

Year  1949 

(6)  Basic  surtax  credit _ $150,000 

(7)  Less  subchapter  A  net  income _  90,  000 


(8)  Excess  of  basic  surtax  credit  over  subchapter  A 

net  Income _  60,  000 


(9)  Sum  of  (5)  and  (8) _ _ _  85,000 


(10)  Excess  of  subchapter  A  net  Income  for  the  first  preceding  taxable  year 

(1951) . . . . . . . . .  35,000 


(11)  Dividend  carry-over  to  1952 _  65,000 


§  39.27  (d)  Statutory  provisions;  cor~ 
poration  dividends  paid  credit;  dividends 
in  kind. 

8fc.  27.  Corporation  d’vidends  paid  cred¬ 
it.  •  •  • 

(d)  Dividends  in  kind.  If  a  dividend  is 
paid  in  property  other  than  money  (includ¬ 
ing  stock  of  the  corporation  if  held  by  the 
corporation  as  an  investment)  the  amount 
with  respect  thereto  which  shall  be  used  in 
computing  the  basic  surtax  credit  shall  be 
the  adjusted  basis  of  the  property  in  the 
hands  of  the  corporation  at  the  time  of  the 
payment,  or  the  fair  market  value  of  the 
property  at  the  time  of  the  payment,  which¬ 
ever  is  the  lower. 

§  39.27  (d)-l  Dividends  in  kind,  (a) 
Section  27  (d)  imposes  limitations  upon 
the  extent  to  which  dividends  paid  in 
*S5et,s  (other  than  money)  may  be  rec- 
OKnized  for  purposes  of  determining  the 
wnount  of  the  allowance  for  dividends 
paid  which  may  be  included  in  the  basic 
surtax  credit.  Irrespective  of  the  form 
of  the  corporate  resolution  by  which  a 
•hvidend  is  declared,  if  the  dividend  is 
ultimately  and  actually  paid  by  the 
corporation  in  any  property  other  than 
®oney.  constituting  its  corporate  assets, 
the  amount  of  the  allowance  for  divi- 
dend.s  paid  to  w'hich  the  corporation  is 
entitled  with  respect  thereto  cannot  ex¬ 
ceed  the  lesser  of  the  two  following 
amounts  determined  as  of  the  time  of 
payment: 

<1)  The  adjusted  basis  of  such  prop- 
in  the  hands  of  the  corporation  as 
provided  for  in  section  113;  or 


(2)  The  fair  market  value  of  such 
property. 

(b)  As  used  in  this  section,  the  term 
"property”  Includes  shares  of  capital 
stock  of  the  corporation  making  the 
dividend  distribution  if  such  shares  of 
stock  are  held  by  it  as  an  investment. 
Unless  shown  to  the  contrary,  shares  of 
capital  stock  once  issued  but  thereafter 
acquired  by  the  corporation  in  any  man¬ 
ner  whatsoever,  but  not  retired,  shall  be 
deemed  to  be  held  by  the  corporation  as 
an  investment.  The  term  "property” 
also  includes  obligations  upon  w  hich  the 
corporation  making  the  distribution  is 
liable  as  a  guarantor,  indorser,  or  surety. 

(c)  The  application  of  section  27  (d) 
may  be  illustrated  by  the  following  ex¬ 
ample: 

Example.  The  S  Corporntlon,  In  1944, 
purchased  stock  of  the  Y  Corporation  for 
$100,000.  In  1952  such  stock  had  a  fair 
market  value  of  $70,000.  During  the  period 
of  its  ownership  of  such  stock,  the  S  Corpor¬ 
ation  received  distributions  amounting  to 
$5,000  out  of  earnings  or  profits  of  the  Y 
Corporation  accumulated  before  March  1, 
1913.  In  1952  the  S  Corporation  used  such 
stock  for  the  payment  of  a  dividend.  The 
allowance  for  dividends  paid  for  purposes  of 
inclusion  in  the  basic  surtax  credit  for  1952 
is  $70,000,  computed  as  follows: 

Purchase  price,  or  cost  of  stock _ $100, 000 

Less  tax-free  distribution _  6, 000 


Adjusted  basis  of  stock  in  the 
hands  of  the  corporation  at  the 

time  of  the  dividend  payment _  95,  000 

Pair  market  value  of  stock  at  the 
time  of  the  dividend  payment..  70,  000 


Allowance  for  dividends  paid  for 

purposes  of  inclusion  in  the  basic 

surtax  credit  for  1952 _ _  $70,  000 

Since  the  fair  market  value  of  the  stock 
($70,000)  at  the  time  of  the  dividend  pay¬ 
ment  is  less  than  the  adjusted  basis 
($95,000)  of  the  stock  in  the  hands  of  the 
corporation  at  the  time  of  the  dividend  pay¬ 
ment.  the  leaser  amount  ($70,000)  should 
be  used  as  the  allowance  for  dividends  paid 
for  purposes  of  computing  the  basic  surtax 
credit  for  1952  with  respect  to  such  stock. 

§  39.27  (e)  Statutory  provisions:  cor¬ 
poration  dividends  paid  credit;  dividends 
in  obligations  of  the  corporation. 

Sec.  27.  Corporation  dividends  paid  cred¬ 
it.  •  •  • 

(e)  Dividends  in  obligations  of  the  corpo¬ 
ration.  It  a  dividend  is  paid  in  obligations 
of  the  corporation,  the  amount  with  respect 
thereto  which  shall  be  used  in  computing  the 
basic  surtax  credit  shall  be  the  face  value  of 
the  obligations,  or  their  fair  market  value  at 
the  time  of  the  payment,  whichever  is  the 
lower.  If  the  fair  market  value  of  ary  such 
dividend  paid  in  any  taxable  year  of  the  cor¬ 
poration  beginning  after  December  31,  1935, 
is  lower  than  the  face  value,  then  when  the 
obligation  is  redeemed  by  the  corporation 
the  excess  of  the  amount  for  which  redeemed 
over  the  fair  market  value  at  the  time  of  the 
dividend  payment  (to  the  extent  not  allow¬ 
able  as  a  deduction  in  computing  net  Income 
for  any  taxable  year)  shall  be  treated  as  a 
dividend  paid  in  the  taxable  year  in  which 
the  redemption  occiu^. 

§  39.27  fe)-l  Dividends  in  obliga¬ 
tions  of  the  corporation-  (a)  Section 
27  (e)  is  concerned  solely  with  the 
amount  of  the  allowance  for  dividends 
paid  for  purposes  of  inclusion  in  the 
basic  surtax  credit  to  the  extent  that 
dividends  are  paid  by  a  corporation  in 
its  own  obligations.  If  the  corporation 
ultimately  pays  a  dividend  in  its  own 
obligations  (regardless  of  the  form  of  the 
corporate  resolution  by  which  the  divi¬ 
dend  is  declared),  the  amount  of  the  al- 
low’ance  for  dividends  paid  to  which  it 
is  entitled  with  respect  thereto  for  the 
year  in  which  such  dividend  is  paid  is 
limited  to  the  lesser  of  the  face  value  or 
fair  market  value  of  such  obligations  as 
of  the  date  of  payment.  If  in  a  taxable 
year  of  the  corporation  beginning  after 
December  31,  1935,  the  allowance  for 
dividends  pai(3  as  of  the  date  of  payment 
is  limited  to  the  fair  market  value  of 
the  corporate  obligations  di.stribut''d  and 
the  corporation  redeems  such  cbMea- 
tions,  the  corporation  becomes  entitled 
to  an  additional  allow’ance  for  dividends 
paid  in  computing  the  basie  surtax  credit 
for  the  taxable  year  in  which  it  redeems 
such  obligations,  but  only  in  the  event 
that  the  amount  at  which  such  obliga¬ 
tions  are  redeemed  is  higher  than  their 
fair  market  value  at  the  time  of  the  dis¬ 
tribution.  The  amount  of  such  addi¬ 
tional  allow'ance  Is  the  excess  of  the  price 
at  which  such  obligations  are  redeemed 
over  their  fair  market  value  at  the  time 
of  the  distribution,  subject  to  the  restric¬ 
tion  that  such  excess  be  diminished  by 
any  amounts  which  w’ere  allow’able  as 
deductions  for  amortized  bond  discount 
or  bond  issue  commi.<^sions  and  expenses 
allocable  to  the  obligations  redeemed  in 
computing  the  net  income  of  the  cor¬ 
poration  for  any  taxable  year.  A  cor¬ 
poration  is  entitled  to  such  additional  al- 
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lowance  regardless  of  the  identity  of  the 
holders  of  the  obligations  at  the  time  of 
their  redemption. 

(b)  As  used  in  this  section,  the  term 
“obligations”  means  any  legal  liability 
on  the  part  of  the  corporation  (not  in¬ 
cluding  liability  as  a  guarantor,  indorser, 
or  surety),  regardless  of  when  incurred, 
to  pay  a  fixed  or  determinable  sum  of 
money,  evidenced  in  wTiting  executed 
by  the  corporation.  As  used  in  this  sec¬ 
tion.  the  term  “redeemed”  includes  (1) 
repurchase  in  the  open  market  for  in¬ 
vestment  or  sinking  fund  purposes,  (2) 
retirement,  or  (3)  cancellation  of  the  ob¬ 
ligations  before,  r  t,  or  after  maturity. 

(c)  The  application  of  section  27  (e) 
may  be  illustrated  by  the  following  ex¬ 
ample: 

Example.  The  X  Corporation,  which 
makes  its  Income  tax  returns  on  the  calen¬ 
dar  year  basis,  declared  a  dividend  of  $85,000 
In  1946,  payable  In  that  year  In  Its  5  per¬ 
cent  bonds  at  85.  Pursuant  to  such  declara¬ 
tion,  bonds  having  an  aggregate  face  value 
of  $100,000  were  Issued  du.lng  1946  In  pay¬ 
ment  of  the  dividend.  The  fair  market 
value  of  the  bonds  at  the  time  of  issuance 
was  $75,000.  The  dividends  paid  credit  for 
1946  was  the  fair  market  value  of  the  bonds 
at  the  time  of  the  dividend  payment 
($75,000),  since  such  fair  market  value  was 
lower  than  the  face  value  ($100,000)  of  the 
obligations. 

The  bonds  were  redeemed  In  1952.  The 
corporation  prior  to  the  redemption  of  the 
bonds  at  face  value  deducted  in  -ts  returns 
over  the  life  of  the  bonds  the  $15,000  bond 
discount  resulting  from  the  payment  In 
1946  of  the  $85,000  dividend  In  bonds  having 
a  face  value  of  $100,000.  The  allowance  for 
dividends  paid  for  purposes'of  computing  the 
basic  surtax  credit  with  respect  to  the  bond 
redemption  for  the  taxable  year  1952,  In 
which  the  redemption  of  the  bonds  occurs. 
Is  $10,000,  computed  as  follows! 


Redemption  price  of  bonds _ $100,  000 

Less  fair  market  value  of  bonds 

when  dividend  was  paid  In  1940-  75.  000 


Difference _  25,  000 

Less  bond  discount  allowed  as  a 
deduction  In  computing  net  in¬ 
come  _  15, 000 


Amount  treated  as  dividend 

paid  in  1952 . - .  10.  000 


§  39.27  (f)  Statutory  provisions;  cor¬ 
poration  dividends  paid  credit;  taxable 
stock  dividends. 

Sec.  27.  Corporation  dividends  paid  cred¬ 
it.  •  •  • 

(f)  Taxable  stock  dividends.  In  case  of 
a  stock  dividend  or  stock  right  which  is  a 
taxable  dividend  In  the  hands  of  sharehold¬ 
ers  under  section  115  (f),  the  amount  with 
respect  thereto  which  shall  be  u.sed  in  com¬ 
puting  the  basic  surtax  credit  shall  be  the 
fair  market  value  of  the  stock  or  the  stock 
right  at  the  time  of  payment. 

§  39.27  (f)-l  Taxable  stock  divi¬ 

dends.  The  allowance  for  dividends  paid 
provided  by  section  27  (b)  (1)  is  limited 
by  section  27  (f),  in  the  case  of  distribu¬ 
tions  in  the  form  of  stock  dividends  or 
stock  rights,  to  distributions  which  are 
taxable  dividends  in  the  hands  of  share¬ 
holders  under  section  115  (f).  Such  al¬ 
lowance.  however,  is  limited  in  amount 
to  the  fair  market  value  of  such  stock 
or  stock  rights  at  the  time  of  payment 
of  the  dividend.  As  to  a  distribution  by 


a  corporation  of  its  own  capital  stock 
held  as  an  investment,  see  §  39.27  (d)-l. 

§  39.27  (g)  Statutory  provisions;  cor¬ 
poration  lividends  paid  credit;  distribu¬ 
tions  in  liquidation. 

Sec.  27.  Corporation  dividends  paid  cred¬ 
it.  •  *  • 

(g)  Distributions  in  liquidation.  In  the 
case  of  amounts  distributed  In  liquidation 
the  part  of  such  distribution  which  Is  prop¬ 
erly  chargeable  to  the  earnings  or  profits  ac- 
cumula  ed  after  February  28,  1913,  shall,  for 
the  purposes  of  computing  the  basic  surtax 
credit  under  this  section,  be  treated  as  a 
taxable  dividend  paid. 

§  39.27 (g)-l  Dividends  paid  credit 
for  distributions  in  liquidation — (a)  Dis¬ 
tributions  which  diminish  earnings  or 
profits.  (1)  To  the  general  rule  that  an 
allowance  for  dividends  paid  is  per¬ 
mitted  only  with  respect  to  taxable  liivi- 
dends  paici,  section  27  (g)  makes  one  ex¬ 
ception,  namely,  for  that  part  of  an 
amount  distributed  in  liquidation  which, 
under  the  Internal  Revenue  Code,  con¬ 
stitutes  a  distribution  of,  and  is  properly 
chargeable  to,  earnings  or  profits  ac¬ 
cumulated  after  February  28,  1913. 
Thus,  a  distribution  either  in  complete 
or  partial  liquidation  of  a  corporation 
is  treated  by  the  Code  as  one  constitut¬ 
ing  in  part  a  distribution  of,  and  being 
properly  chargeable  to,  earnings  or 
profits,  if — 

(1)  Under  the  provisions  of  section  115 
(c),  the  amounts  distributed  in  liquida¬ 
tion  are  treated  as  received  in  payment 
in  exchange  for  the  stock ;  and 

(ii)  Under  the  provisions  of  section 
112,  „he  gain  or  loss,  if  any,  from  such 
exchange  is  recognized  or  the  gain  is 
taxed  as  provided  in  section  112  (b)  (7). 

In  such  a  case,  an  allowance  for  divi¬ 
dends  paid  may  be  included  in  the  basic 
surtax  credit  for  the  amount  actually  in¬ 
volved  in  such  distribution  which  is 
properly  chargeable  to  the  earnings  or 
profits  accumulated  after  February  28, 
1913,  even  though  the  method  of  taxa¬ 
tion  of  the  distribution  is  that  ordinarily 
employed  with  respect  to  the  gain  or  loss 
realized  and  recognized  upon  an  ex¬ 
change.  rather  than  that  employed  with 
respect  to  a  taxable  dividend. 

(2)  On  the  other  hand,  certain  trans¬ 
actions  described  in  sections  112  and  115 
are  treated,  for  the  purposes  of  the  In¬ 
ternal  Revenue  Code,  not  as  distributions 
to  the  shareholders  of  earnings  or  profits, 
but  as  transfers  of  such  earnings  or 
profits  intact  to  another  corporation  in 
whose  hands  such  earnings  or  profits, 
being  available  for  distribution  by  it  as 
dividends  to  its  shareholders,  have  essen¬ 
tially  the  same  status  for  the  purposes 
of  the  Code  as  earnings  or  profits  de¬ 
rived  from  its  own  operations.  Charac¬ 
teristic  of  these  transactions  is  the  cir¬ 
cumstance  that  the  gain  or  loss  realized 
from  the  receipt  by  the  shareholders  of 
property  is  not  recognized  by  the  Code. 
No  allowance  for  dividends  paid  is  per¬ 
missible  with  respect  to  such  trans¬ 
actions. 

(b)  Amount  properly  chargeable  to 
earnings  or  profits.  (1)  In  the  case  of 
a  distribution  in  liquidation  with  respect 
to  which  an  allowance  for  dividends  paid 
is  permissible  (see  paragraph  (a)  of  this 


section)  the  amount  of  the  allowance  Is 
equal  to  the  part  of  such  distribution 
which  is  properly  chargeable  to  the  earn¬ 
ings  or  profits  accumulated  after  Febru¬ 
ary  28.  1913.  To  determine  the  amount 
properly  chargeable  to  the  earnings  or 
profits  accumulated  since  February  28, 
1913,  there  must  be  deducted  from  the 
amount  of  the  distribution  that  part  al¬ 
locable  to  capital  account.  The  capital 
account,  for  the  purposes  of  this  section, 
includes  not  only  amounts  representing 
the  par  or  stated  value  of  the  stock  with 
re.spect  to  which  the  liquidating  distri¬ 
bution  is  being  made  but  also  that  stock's 
proper  share  of  the  paid-in  surplus,  and 
such  other  corporate  items,  if  any,  which, 
for  purposes  of  income  taxation,  are 
treated  like  capital  in  that  they  are  not 
taxable  dividends  when  distributed  but 
are  applied  against  and  reduce  the  basis 
of  the  stock.  The  remainder  of  the  dis¬ 
tribution  in  liquidation  is,  ordinarily, 
properly  chargeable  to  the  earnings  or 
profits  accumulated  since  February  28, 
1913.  * 

(2)  The  application  of  subparagraph 
(1)  of  this  paragraph  may  be  illustrated 
by  the  following  example; 

Example.  The  Y  Corporation,  which  makes 
Its  Income  tax  returns  on  the  calendar  year 
basis,  was  organized  on  January  1,  1910,  with 
an  authorized  and  outstanding  capital  stock 
of  2,000  shares  of  common  stock  of  a  par  value 
of  $100  each  and  1,000  shares  of  participating 
preferred  stock  of  a  par  value  of  $100  each. 
The  preferred  stock  was  to  receive  annual 
dividends  of  $7  per  share  and  $100  per  share 
on  complete  liquidation  of  the  corporation  In 
priority  to  any  payments  on  common  stock, 
and  was  to  participate  equally  with  the  com¬ 
mon  stock  in  either  instance  after  the  com¬ 
mon  stock  had  received  a  similar  amount. 
However,  the  preferred  stock  was  redeemable 
in  whole  or  in  part  at  the  option  of  the 
board  of  directors  at  any  time  at  $106  per 
share  plus  its  proportion  of  the  earnings  of 
the  company  at  the  time  of  such  redemption. 
In  1910  the  preferred  stock  was  issued  at  $106 
per  share,  for  a  total  of  $106,000,  and  the  com¬ 
mon  stock  was  issued,  at  $100  per  share,  for 
a  total  of  $200,000.  On  July  15.  1952,  the 
company  had  a  paid-in  surplus  of  $6,000,  con- 
slsfing  of  the  premium  received  on  the  pre¬ 
ferred  stock:  earnings  or  profits  of  $30,000 
accumulated  prior  to  March  1.  1913;  and 
earnings  or  profits  accumulated  since  Feb¬ 
ruary  28.  1913,  of  $75,000.  On  July  15.  1952. 
the  option  with  respect  to  the  preferred  stock 
was  exercised  and  the  entire  amount  of  such 
stock  was  redeemed  at  $141  per  share  or  a 
total  of  $141,000  in  a  transaction  upon  which 
gain  or  loss  to  the  distributees  resulting  from 
the  exchange  was  determined  and  recognized 
under  the  Internal  Revenue  Code,  such 
transaction  being  only  a  partial  liquidation 
under  section  115  (c).  The  amount  of  the 
distribution  allocable  to  capital  account  was 
$116,000  ($100,000  attributable  to  par  value. 
$6,000  attributable  to  paid-in  surplus,  and 
$10,000  attributable  to  earnings  or  profits 
accumulated  prior  to  March  1,  1913).  The 
remainder,  $25,000  ($141,000,  the  amount  of 
the  distribution,  less  $116,000,  the  amount 
allocable  to  capital  account)  Is  properly 
chargeable  to  the  earnings  or  profits  ac¬ 
cumulated  since  February  28,  1913,  and  is 
allowable  as  dividends  paid. 

(c)  Credit  in  respect  of  earnings  or 
profits  transferred  under  certain  tax- 
free  transactions.  (1)  If,  as  a  result  ol 
one  or  more  transactions  described  in 
section  112,  a  corporation’s  earnings  or 
profits  accumulated  after  February  28, 
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1913,  and  Its  undistributed  earnings  or 
profits  of  the  taxable  year,  shall  have  be¬ 
come  the  earnings  or  profits  of  another 
corporation  subject  to  distribution  as 
dividends  by  such  other  corporation,  any 
dividend  paid  by  the  transferee  corpora¬ 
tion  during  that  portion  of  the  trans¬ 
feror’s  taxable  year  subsequent  to  the 
consummation  of  such  tax-free  transac¬ 
tion  may,  subject  to  the  provisions  of 
section  115,  be  apportioned  and  allocated 
to  the  transferor  as  a  distribution  out  of 
such  earnings  or  profits  of  the  transferor, 
file  resolution  of  the  board  of  directors 
of  the  transferee  shall  specifically  desig¬ 
nate  the  distribution,  or  part  thereof,  so 
apportioned  and  allocated.  For  the  pur¬ 
poses  of  the  allowance  for  dividends  paid, 
any  such  distribution  so  allocated  shall 
be  treated  as  a  dividend  paid  only  in  the 
computation  of  the  basic  surtax  credit 
allowable  to  the  transferor,  and  must  be 
consistently  so  treated  by  both  corpora¬ 
tions  for  the  current  and  succeeding  tax¬ 
able  years.  Each  corporation  shall  file 
as  part  of  its  return  for  the  taxable  year 
Involved  (i)  a  statement  setting  forth 
concisely  all  of  the  material  facts,  in¬ 
cluding  the  date  and  the  character  of  the 
transaction  under  section  112,  the  status 
at  that  time  of  the  earnings  or  profits 
of  both  corporations,  the  date  and 
amount  of  all  dividend  distributions  sub¬ 
sequently  made,  and  the  particular  dis¬ 
tribution  or  portion  thereof  designated 
as  effecting  a  distribution  of  the  earn¬ 
ings  or  profits  of  the  transferor  corpora¬ 
tion:  and  (ii)  a  certified  copy  of  the 
resolution  of  the  board  of  directors  of  the 
transferee  corporation  with  respect  to 
the  distribution.  No  allowance  for  divi¬ 
dends  paid  based  upon  such  apportion¬ 
ment  and  allocation  will  be  permitted 
unless  the  Commissioner  is  satisfied  that 
the  transferor  corporation  is  entitled 
thereto  pursuant  to  the  provisions  of 
this  paragraph  and  that  there  has  been 
a  full  compliance  with  the  requirements 
of  this  paragraph. 

(2)  The  provisions  of  subparagraph 
(1)  of  this  paragraph  may  be  illustrated 
by  the  following  example : 

Example.  The  P  Corporation,  which  makes 
Iti  Income  tax  returns  on  the  basis  of  a 
Owal  year  ending  March  31,  owned  all  of  the 
wpltal  stock  of  the  S  Corporation.  The 
8  Corporation,  which  makes  Its  returns  on 
lb*  calendar  year  basis,  was  completely  liqul- 
Isted  on  December  1,  1952.  At  that  time, 
tbe  8  Corporation  had  earnings  or  profits 
I  *ccumulated  subsequent  to  February  28, 
j  1913.  in  the  amount  of  $50,000,  In  addition 
!  to  earnings  or  profits  for  1952  of  $20,000,  and 
“  adjusted  net  Income  of  $45,000.  It  had 
^  no  dividends  prior  to  Its  liquidation. 
™  P  Corporation  had  earnings  or  profits 
•cumulated  subsequent  to  February  28, 
1913.  In  the  amount  of  $60,000  in  addition  to 
**^ulngs  or  profits  of  the  taxable  year  com- 
Wted  as  of  March  31,  1953,  In  the  amount 
J?  WO.OOO,  and  an  adjusted  net  Income  In 
«e  amount  of  $60,000.  The  P  Corpora- 
Jton  pays  dividends  as  follows:  June  15, 
$25,000;  September  15,  1952,  $25,000; 
^mber  15,  1952,  $25,000;  and  March  15, 
$25,000.  No  portion  of  the  dividends 
Wd  on  June  15  and  September  15  prior  to 
*  liquidation  and  no  portion  of  the  dlvl- 
paid  on  March  15,  1953,  after  the  close 
the  taxable  year  of  the  S  Corporation  may 
allocated  to  the  S  Corporation.  The  dlvl- 
*ad  paid  on  December  15  may,  by  appro- 
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prlate  corporate  action,  be  made  as  one  ef¬ 
fecting  a  distribution  out  of  the  current 
earnings  or  profits  of  the  S  Corporation  to 
the  extent  of  $20,000.  No  part  of  that  dis¬ 
tribution  may  be  allocated  to  the  S  Cor¬ 
poration’s  accumulated  earnings  or  profits 
since,  under  section  115  (b),  the  earnings 
or  profits  of  the  P  Corporation  and  the  S 
Corporation  for  the  taxable  year  ($100,000) 
are  sufficient  in  amount  to  cover  all  the  dis¬ 
tributions  made  during  that  year  ($100,000). 

§  39.27  (h)  Statutory  provisions;  cor~ 
poration  dividends  paid  credit;  preferen~ 
tial  dividends. 

Sec.  27.  Corporation  dividends  paid  cred¬ 
it.  *  •  • 

(h)  Preferential  dividends.  The  amount 
of  any  distribution  (although  each  portion 
thereof  is  received  by  a  shareholder  as  a  tax¬ 
able  dividend),  not  made  In  connection  with 
a  consent  distribution  (as  defined  In  section 
28  (a)  (4)),  shall  not  be  considered  as  divi¬ 
dends  paid  for  the  purpose  of  computing  the 
basic  surtax  credit,  unless  such  distribution 
is  pro  rata,  with  no  preference  to  any  share 
of  stock  as  compared  with  other  shares  of 
the  same  class,  and  with  no  preference  to  one 
class  of  stock  as  compared  with  another 
class  except  to  the  extent  that  the  former  Is 
entitled  (without  reference  to  waivers  of 
their  rights  by  shareholders)  to  such  pref¬ 
erence. 

For  a  distribution  made  in  connection  with 
a  consent  distribution,  see  section  28. 

§  39.27  (h)-l  Preferential  distribu¬ 
tions.  (a)  Section  27  (h)  imposes  a 
limitation  upon  the  general  rule  that  a 
corporation  is  entitled  to  an  allowance 
for  dividends  paid  with  respect  to  all 
dividends  which  it  actually  pays  during 
the  taxable  year.  Before  a  corporation 
may  be  entitled  to  any  such  allowance 
with  respect  to  a  distribution,  regardless 
of  the  medium  in  which  the  distribution 
is  made,  every  shareholder  of  the  class 
of  stock  with  respect  to  which  the  dis¬ 
tribution  is  made  must  be  treated  the 
same  as  every  other  shareholder  of  that 
class,  and  no  class  of  stock  may  be 
treated  otherwise  than  in  accordance 
with  its  dividend  rights  as  a  class.  The 
limitation  imposed  by  section  27  (h)  is 
unqualified,  except  in  the  case  of  a  par¬ 
tial  distribution  (see  section  28  (a)  (5)) 
made  in  connection  with  a  consent  dis¬ 
tribution,  as  defined  in  section  28  (a) 
(4),  if  the  entire  distribution  composed 
of  such  partial  distribution  and  consent 
distribution  (see  section  28  (e) )  is  not 
preferential.  The  existence  of  a  pref¬ 
erence  is  suflBcient  to  prohibit  allowance 
regardless  of  the  fact  (1)  that  such 
preference  is  authorized  by  all  the  share¬ 
holders  of  the  corporation,  or  (2)  that 
the  part  of  the  distribution  received  by 
the  shareholder  benefited  by  the  pref¬ 
erence  is  taxable  to  him  as  a  dividend. 
A  corp)oration  will  not  be  entitled  to 
an  allowance  for  dividends  paid  with 
respect  to  any  distribution  upon  a  class 
of  stock  if  there  is  distributed  to  any 
shareholder  of  such  class  (in  proportion 
to  the  number  of  shares  held  by  him) 
more  or  less  than  his  pro  rata  part  of 
the  distribution  as  compared  with  the 
distribution  made  to  any  other  share¬ 
holder  of  the  same  class.  Nor  will  a 
corporation  be  entitled  to  an  allowance 
for  dividends  paid  in  the  case  of  any 
distribution  upon  a  class  of  stock  if 
there  is  distributed  upon  such  class  of 
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stock  more  or  less  than  the  amount  to 
which  it  is  entitled  as  compared  with 
any  other  class  of  stock.  A  preference 
exists  if  any  rights  to  preference  inher¬ 
ent  in  any  class  of  stock  are  violated. 
The  disallowance,  where  any  preference 
in  fact  exists,  extends  to  the  entire 
amount  of  the  distribution  and  not 
merely  to  a  part  of  such  distribution. 
As  used  in  this  section,  the  term  “dis¬ 
tribution”  includes  a  dividend  as  defined 
in  section  115,  and  a  distribution  in  liq¬ 
uidation  referred  to  in  section  27  (g). 

(b)  The  application  of  the  provisions 
of  section  27  (h)  may  be  illustrated  by 
the  following  examples: 

Example  (1).  A,  B,  C,  and  D  are  the  own¬ 
ers  of  all  the  shares  of  class  A  common  stock 
in  the  M  Corporation,  which  makes  its  income 
tax  returns  on  a  calendar  year  basis.  With 
the  consent  of  all  the  shareholders,  the  M 
Corporation,  on  July  15,  1952,  declared  a 
dividend  of  $5  a  share  payable  in  cash  on 
August  1,  1952,  to  A.  On  September  15,  1952, 
it  declared  a  dividend  of  $5  a  share  payable 
in  cash  on  October  1,  1952,  to  B,  C,  and  D. 
No  allowance  for  dividends  paid  for  the  tax¬ 
able  year  1952  is  permitted  to  the  M  Cor¬ 
poration  with  respect  to  any  part  of  the  divi¬ 
dends  paid  on  August  1,  1952,  and  October 
1,  1952. 

Example  (2).  The  N  Corporation,  which 
makes  its  Income  tax  returns  on  the  cal¬ 
endar  year  basis,  has  a  capital  of  $100,000 
(consisting  of  1,{X)0  shares  of  common  stock 
of  a  par  value  of  $100)  and  earnings  or  profits 
accumulated  after  February  28.  1913,  in  the 
amount  of  $50,000.  In  the  year  1952  the  N 
Corporation  distributes  $7,500  in  cancella¬ 
tion  of  50  shares  of  the  stock  owned  by  three 
of  the  four  shareholders  of  the  corporation. 
No  allowance  for  dividends  paid  Ic  permis¬ 
sible  under  section  27  (h)  with  respect  to 
such  distribution. 

Example  (3).  The  P  Corporation  has  two 
classes  of  stock  outstanding,  10  shares  of 
cumulative  preferred,  owned  by  E,  entitled 
to  $5  per  share  and  on  which  no  dividends 
have  been  paid  for  two  years,  and  10  shares 
of  common,  owned  by  F.  On  December  31, 
1952,  the  corporation  distributes  a  dividend 
of  $125,  $50  to  E  and  $75  to  F.  The  cor¬ 
poration  is  entitled  to  no  allowance  for  any 
part  of  such  dividend  paid,  since  there  has 
been  a  preference  to  F.  If.  however,  the  cor¬ 
poration  had  distributed  $100  to  E  and  $25 
to  F,  it  would  have  been  entitled  to  Include 
$125  in  its  basic  surtax  credit  as  a  dividend 
paid. 

§  39.27  (i)  Statutory  provisions:  cor¬ 
poration  dividends  paid  credit;  nontax- 
able  distributions. 

Sec.  27.  Corporation  dividends  paid  cred¬ 
it.  •  •  • 

(1)  Nontaxdble  distributions.  If  any  part 
of  a  distribution  (including  stock  dividends 
and  stock  rights)  is  not  a  taxable  dividend 
In  the  hands  of  such  of  the  shareholders  as 
are  subject  to  taxation  under  this  chapter 
for  the  period  in  which  the  distribution  is 
made,  such  part  shall  not  be  included  in 
computing  the  basic  surtax  credit. 

5  39.27  (1)-1  Nontaxable  distribu¬ 

tions.  (a)  No  allowance  for  dividends 
paid  is  permitted  with  respect  to  any 
part  of  the  distribution  by  a  corporation 
to  its  shareholders  which  is — 

(1)  Not  out  of  earnings  or  profits  of 
the  taxable  year  or  out  of  earnings  or 
profits  of  the  corporation  accumulated 
subsequent  to  February  28,  1913  (see  sec¬ 
tion  115),  or,  in  the  case  of  distribu¬ 
tions  in  liquidation,  not  properly  charge¬ 
able  to  earnings  or  profits  of  the  corpo- 
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ration  accumulated  after  February  28, 
1913,  under  section  27  (g) ; 

(2)  In  the  case  of  a  corporation  which 
was  classified  as  a  personal  service  cor¬ 
poration  under  the  Revenue  Act  of  1918 
or  the  Revenue  Act  of  1921,  out  of  earn¬ 
ings  or  profits  which  were  taxable  in  ac¬ 
cordance  with  the  provisions  of  section 
218  of  the  Revenue  Act  of  1918  or  sec¬ 
tion  218  of  the  Revenue  Act  of  1921  (see 
section  115  (e) ) ;  or 

(3)  A  distribution  in  stock  of  the  cor¬ 
poration  or  rights  to  acquire  its  stock 
which  does  not  constitute  income  to  its 
shareholders  within  the  meaning  of  the 
sixteenth  amendment  to  the  Constitu¬ 
tion  (see  section  115  (f)). 

(b)  The  effect  of  sections  27  (h)  and 
(i)  is  that  no  allowance  for  dividends 
paid  may  be  included  in  the  basic  surtax 
credit  with  respect  to  any  distribution 
unless  each  of  the  shareholders  of  that 
class,  who  are  subject  to  taxation  under 
chapter  1  for  the  period  in  which  the 
distribution  is  made,  receives  a  taxable 
dividend  as  a  result  of  the  distribution. 
(See  also  section  27  (g).) 

(c)  The  application  of  section  27  (i) 
may  be  illustrated  by  the  following 
example: 

Example.  A.  B,  and  C  are  shareholders  of 
the  Y  Corporation,  a  personal  holding  com¬ 
pany,  which  makes  its  returns  on  the  basis 
of  a  fiscal  year  ending  July  31.  A  is  an  edu¬ 
cational  corporation  exempt  from  Income  tax 
under  section  101.  On  July  15,  1952,  the  Y 
Corporation  distributed  $90,000  in  cash  to  its 
shareholders.  $30,000  to  each.  The  Y  Corpo¬ 
ration  had  a  deficit  in  earnings  and  profits 
as  of  the  beginning  of  its  taxable  year  in  the 
amount  of  $200, (X)0,  but  had  a  subchapter  A 
net  Income  for  the  taxable  year  in  the 
amount  of  $90,000.  Its  earnings  and  profits 
for  the  taxable  year  were  only  $50,000.  It  was 
entitled  under  section  26  (c)  (1)  to  a  net 
operating  loss  credit  of  $30,0(X).  The  dis¬ 
tributions  from  the  Y  Corporation  will  con¬ 
stitute  a  taxable  dividend  in  the  hands  of 
B  and  C  only  to  the  extent  of  $40,000,  $20,000 
to  each  (the  amount  of  $30,000  reduced  by  a 
proportionate  part  of  the  net  operating  loss 
credit.)  See  5  39.115  (a)-l.  The  Y  Corpo¬ 
ration.  accordingly,  will  be  entitled  to  an 
allowance  for  dividends  paid  in  the  amount 
of  $70,000  with  respect  to  the  distribution  on 
July  15. 

§  39.28  (a)  Statutory  provisions;  con~ 
sent  dividends  credit:  definitions. 

SBC.  28.  Consent  dividends  credit — (a)  Def¬ 
initions.  As  used  in  this  section — 

(1)  Consent  stock.  The  term  “consent 
stock”  means  the  class  or  classes  of  stock 
entitled,  after  the  payment  of  preferred  divi¬ 
dends  (as  defined  in  paragraph  (2)),  to  a 
share  in  the  distribution  (other  than  in  com¬ 
plete  or  partial  liquidation)  within  the  tax¬ 
able  year  of  all  the  remaining  earnings  or 
profits,  which  share  constitutes  the  same 
proportion  of  such  distribution  regardless 
of  the  amount  of  such  distribution. 

(2)  Preferred  dividends.  The  term  "pre¬ 
ferred  dividends”  means  a  distribution  (other 
than  in  complete  or  partial  liquidation), 
limited  in  amount,  which  must  be  made  on 
any  class  of  stock  before  a  further  distribu¬ 
tion  (other  than  in  complete  or  partial  liqui¬ 
dation)  of  earnings  or  profits  may  be  made 
within  the  taxable  year. 

(3)  Consent  dit'idends  day.  The  term 
“consent  dividends  day”  means  the  last  day 
of  the  taxable  year  of  the  corporation,  unless 
during  the  last  month  of  such  year  there 
have  occurred  one  or  more  days  on  which 


was  payable  a  partial  distribution  (as  defined 
in  paragraph  (5)).  in  which  case  it  means 
the  last  of  such  days. 

(4)  Consent  distribution.  The  term  “con¬ 
sent  distribution”  means  the  distribution 
which  would  have  been  made  if  on  the  con¬ 
sent  dividends  day  (as  defined  in  paragraph 
(3))  there  had  actually  been  distributed  in 
cash  and  received  by  each  shareholder  mak¬ 
ing  a  consent  filed  by  the  corporation  under 
subsection  (d),  the  specific  amount  stated 
In  such  consent. 

(5)  Partial  distribution.  The  term  "par¬ 
tial  distribution”  means  such  part  of  an  ac¬ 
tual  distribution,  payable  during  the  last 
month  of  the  taxable  year  of  the  corporation, 
as  constitutes  a  distribution  on  the  whole  or 
any  part  of  the  consent  stock  (as  defined  in 
paragraph  (1)),  which  part  of  the  distribu¬ 
tion,  if  considered  by  itself  and  not  in  con¬ 
nection  with  a  consent  distribution  (as  de¬ 
fined  in  paragraph  (4) ) ,  would  be  a  preferen¬ 
tial  distribution,  as  defined  in  paragraph  (6). 

(6)  preferential  distribution.  The  term 
“preferential  distribution"  means  a  distribu¬ 
tion  which  is  not  pro  rata,  or  which  is  with 
preference  to  any  share  of  stock  as  compared 
with  other  shares  of  the  same  class,  or  to 
any  class  of  consent  stock  as  compared  with 
any  other  class  of  consent  stock. 

■  §  39  28  (a)-l  Consent  stock,  (a)  As 
defined  in  section  28  (a)  (1),  the  term 
"consent  stock”  includes  what  is  gener¬ 
ally  known  as  common  stock.  It  also  in¬ 
cludes  participating  preferred  stock,  the 
participation  rights  of  which  are  un¬ 
limited. 

(b)  The  application  of  section  28  (a) 
(1)  may  be  illustrated  by  the  following 
example: 

Example.  If  in  the  case  of  the  X  Corpora¬ 
tion  there  is  only  one  class  of  stock  out¬ 
standing.  it  would  all  be  consent  stock.  If, 
on  the  other  hand,  there  were  two  classes  of 
stock,  class  A  and  class  B,  and  class  A  was 
entitled  to  6  percent  before  any  distribution 
could  be  made  on  class  B,  but  class  B  was 
entitled  to  everything  distributed  after 
class  A  had  received  Its  6  percent,  only  class 
B  stock  would  be  consent  stock.  Similarly, 
If  class  A.  after  receiving  its  6  percent,  was 
to  participate  equally  or  in  some  fixed  pro¬ 
portion  with  class  B  until  it  had  received 
a  second  6  percent,  after  which  class  B  alone 
was  entitled  to  any  further  distributions, 
only  class  B  stock  would  be  consent  stock. 
The  same  result  would  follow  if  the  order  of 
preferences  were  class  A  6  percent,  then  class 
B  6  percent,  then  class  A  a  second  6  percent, 
either  alone  or  in  conjunction  with  class  B, 
then  class  B  the  remainder.  If,  however, 
class  A  stock  Is  entitled  to  ultimate  partici¬ 
pation  without  limit  as  to  amount,  then  It, 
too,  may  be  consent  stock.  For  example,  if 
class  A  is  to  receive  3  percent  and  then  share 
equally  or  in  some  fixed  proportion  with 
class  B  in  the  remainder  of  the  earnings  or 
profits  distributed,  both  class  A  stock  and 
class  B  stock  are  consent  stock. 

§  39.28  (a) -2  Preferred  dividends. 
(a)  As  defined  in  section  28  (a)  (2),  the 
term  "preferred  dividend”  includes  all 
fixed  amounts  (whether  determined  by 
percentage  of  par  value,  a  stated  return 
expressed  in  a  certain  number  of  dol¬ 
lars  per  share,  or  otherwise)  the  dis¬ 
tribution  (other  than  in  liquidation)  of 
which  on  any  class  of  stock  is  a  condition 
precedent  to  a  further  distribution 
(other  than  in  liquidation)  of  earnings 
or  profits.  A  distribution,  though  ex¬ 
pressed  in  terms  of  a  fixed  amount,  is 
not  a  preferred  dividend,  however,  un¬ 
less  it  is  preferred  over  a  subsequent  dis¬ 
tribution  within  the  taxable  year  upon 


some  other  class  or  classes  of  stock  than 
the  one  on  which  it  is  payable. 

(b)  The  application  of  section  28  (a) 
(2)  may  be  illustrated  by  the  following 
example: 

Example.  If,  In  the  ca.se  of  the  X  Cor. 
poratlon,  there  are  only  two  classes  of  stock 
outstanding,  class  A  and  class  B.  and  class  A 
Is  entitled  to  a  distribution  of  6  percent  of 
par.  after  which  the  balance  of  the  earnings 
and  profits  are  distributable  on  class  B  ex- 
clusively,  class  A’s  6  percent  is  a  preferred 
dividend.  If  the  order  of  preferences  is  class 
A  $6  per  share,  class  B  $6  per  share,  then  class 
A  and  class  B  in  fixed  proportions  until 
class  A  receives  $3  more  per  share,  then 
class  B  the  remainder,  all  of  class  A's  19 
per  share  and  $6  per  share  of  the  amount 
distributable  on  class  B  are  preferred  divi¬ 
dends.  Tlie  amount  w'hlch  class  B  is  entitled 
to  receive  in  conjunction  with  the  payment 
to  class  A  of  its  last  $3  per  share  is  not  a 
preferred  dividend,  because  the  payment  of 
such  amount  is  preferred  over  no  subsequent 
distribution  except  one  made  on  class  B  it¬ 
self.  Finally,  if  a  distribution  must  be  $6 
on  class  A,  $6  on  class  B,  then  on  class  A 
and  class  B  share  and  share  alike,  the  dis¬ 
tribution  on  class  A  of  $6  and  the  distribu¬ 
tion  on  class  B  of  $6  are  both  preferred  divi¬ 
dends. 

§  39.28  (a) -3  Consent  dividends  day. 
The  term  “consent  dividends  day”  is  de¬ 
fined  in  section  28  (a)  (3).  If  there  was 
no  partial  distribution  (as  defined  in 
section  28  (a)  (5))  payable  during  the 
last  month  of  the  corporation’s  taxable 
year,  the  consent  dividends  day  is  the 
last  day  of  such  taxable  year.  If  there 
were  one  or  more  days  during  such  last 
month  on  which  was  payable  a  partial 
distribution,  the  consent  dividends  day 
is  the  last  of  such  days.  The  day  upon 
which  shareholders,  under  the  terms  of 
the  resolution  of  the  board  of  directors 
directing  the  distribution,  are  entitled  to 
receive  the  distribution  is  the  day  it  is 
payable. 

§  39.28  (a) -4  Consent  distribution. 
(a)  As  defined  in  section  28  (a)  (4),  the 
term  “consent  distribution”  does  not  in¬ 
clude  any  actual  distributions  but  is  lim¬ 
ited  to  the  hypothetical  distribution  evi¬ 
denced  by  shareholders’  consents.  The 
consent  distribution  equals  the  aggre¬ 
gate  of  all  the  amounts  specified  in  the 
several  consents,  whether  or  not,  if  ac¬ 
tually  distributed,  such  amounts  would 
have  constituted  in  whole  or  in  part  a 
return  of  capital. 

(b)  Section  28  (a)  (4)  may  be  illus¬ 
trated  by  the  following  example: 

Example.  The  X  Corporation,  which 
makes  its  income  tax  returns  on  the  calen¬ 
dar  year  basis,  has  only  one  class  of  stock 
outstanding,  consisting  of  500  shares.  200  of 
which  are  owned  by  A,  and  300  by  B.  0“ 
December  15,  1952,  the  corporation  distrib¬ 
utes  to  A  $5  per  share,  or  $1,0(X).  On  Decem¬ 
ber  31,  1952,  B  executes  a  consent  to  include 
$1,500  in  his  gross  income  as  a  taxable  divi¬ 
dend.  At  the  beginning  of  1952  the  corpora¬ 
tion  had  no  accumulated  earnings  or  profits. 
For  the  taxable  year  1952  the  earnings  or 
profits  are  $2,000.  Nevertheless  the  corpora¬ 
tion  will  be  deemed  to  have  made  a  consen 
distribution  of  $1,500  on  December  15. 

§  39.28  (a) -5  Partial  distribution. 

As  defined  in  section  28  (a)  (5) .  the  term 
"partial  distribution”  does  not 
preferred  dividends  even  though  payaDH 
on  consent  stock. 
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(b)  The  application  of  section  28  (a) 
(5)  may  be  illustrated  by  the  following 
example: 

Example.  The  X  Corporation,  which  makes 
it*  Income  tax  returns  on  the  calendar  year 
l)asls,  has  only  two  classes  of  stock  outstand¬ 
ing,  class  A  and  class  B,  each  of  which  is 
coD^nt  stock.  Class  A,  consisting  of  500 
shares,  Is  entitled  to  a  preference  of  $3  per 
share,  after  which  class  B,  consisting  of  500 
shares,  is  to  receive  $3  per  share,  whereupon 
class  A  and  class  B  are  entitled  to  share 
equally  In  any  further  distributions  of  earn¬ 
ings  or  profits.  On  December  15,  1952,  the 
X  Corporation  distributes  $6  per  share  or 
13,000  on  class  A  stock,  and  $3  per  share  or 
$1,500  on  class  B  stock.  Such  distribution, 
to  the  extent  of  $1,500  paid  on  class  A  stock, 
1*  a  partial  distribution. 

§  39.28  (a) -6  Preferential  distribu¬ 
tion.  (a)  A  preferential  distribution  is 
an  actual  distribution  (other  than  the 
distribution  of  a  preferred  dividend  as 
defined  in  section  28  (a)  (2) ),  or  a  con¬ 
sent  distribution,  or  a  combination  of  the 
two,  upon  consent  stock,  which  involves 
'  a  preference  to  one  or  more  shares  of 
j  stock  as  compared  with  other  shares  of 
the  same  class  or  to  one  class  of  consent 
stock  as  compared  with  any  other  class  of 
consent  stock.  Such  a  preference  exists 
I  if  there  is  distributed  to  any  shareholder 
i  (in  proportion  to  the  number  of  shares 
!  held  by  him )  more  or  less  than  his  pro 
rata  part  of  a  distribution  as  compared 
with  the  distribution  made  to  any  other 
shareholder  of  the  same  class,  or  if  there 
is  distributed  to  all  the  shareholders  of 
one  cla.«^s  of  consent  stock  in  the  aggre¬ 
gate  more  or  less  than  their  pro  rata  part 
of  a  distribution  as  compared  with  the 
distribution  made  to  all  the  sharehold¬ 
ers  of  any  other  class  of  consent  stock. 
If  such  preference  exists,  the  entire  dis¬ 
tribution  is  preferential. 

(b)  Section  28  (a)  (6)  may  be  il¬ 
lustrated  by  the  following  examples: 

Example  (f).  The  X  Corporation,  which 
makes  Its  income  tax  returns  on  the  calendar 
year  basis,  has  one  class  of  consent  stock 
outstanding,  owned  in  equal  amounts  by  A, 
B,  and  C.  On  December  15,  1952,  the  corpo¬ 
ration  makes  a  distribution  in  cash  of  $5,000 
each  to  A  and  B,  and  $3,000  to  C.  Tlie  dis¬ 
tribution  is  preferential.  If  A  and  B  each 
receives  a  distribution  in  cash  of  $5,000  and 
C  consents  to  include  $3,000  in  gross  income 
as  a  taxable  dividend,  the  combined  actual 
and  consent  distribution  is  preferential. 
Similarly,  if  no  one  receives  a  distribution 
(n  cash,  but  A  and  B  each  consents  to  in¬ 
clude  $5,000  as  a  taxable  dividend  in  gross 
Income  but  C  agrees  to  include  only  $3,000, 
the  consent  distribution  is  preferential. 

Example  (2).  The  Y  Corporation,  which 
makes  its  income  tax  returns  on  the  calendar 
year  basis,  has  only  two  classes  of  stock  out¬ 
standing,  each  class  being  consent  stock  and 
consisting  of  500  shares.  Class  A,  with  a  par 
value  of  $40  per  share,  is  entitled  to  two- 
thirds  of  any  distribution  of  earnings  and 
profits.  Class  B,  with  a  par  value  of  $20  per 
“tare,  is  entitled  to  one-third  of  any  distri- 
Wtlon  of  earnings  and  profits.  On  Decem- 
^r  15,  1952,  there  is  distributed  on  the 
A  stock  $2  per  share,  or  $1,000,  and  on 
vne  class  B  stock  $2  per  share,  or  $1,000.  The 
totrlbution  is  preferential,  inasmuch  as  the 
,  B  stock  has  received  more  than  its  pro 
rau  share  of  the  distrlbutlorx. 

§  39.28  (b)  Statutory  provisions; 
consent  dividends  credit;  corporations 
not  entitled  to  credit. 


Sec.  28.  Consent  dividends  credit.  •  •  • 

(b)  Corporations  not  entitled  to  credit. 

A  corporation  shall  not  be  entitled  to  a  con¬ 
sent  dividends  credit  with  respect  to  any 
taxable  year — 

(1)  Unless,  at  the  close  of  such  year,  all 
preferred  dividends  (for  the  taxable  year 
and,  if  cumulative,  for  prior  taxable  years) 
have  been  paid;  or 

(2)  If,  at  any  time  during  such  year,  the 
corporation  has  taken  any  steps  in,  or  in 
pursuance  of  a  plan  of,  complete  or  partial 
liquidation  of  all  or  any  part  of  the  consent 
stock. 

§  39.28  (b)-l  Payment  of  preferred 
dividends.  Section  28  (b)  (1)  provides 
that  a  corporation  shall  not  be  entitled 
to  a  consent  dividends  credit  for  any  tax¬ 
able  year,  regardless  of  compliance  with 
other  requirements  of  section  28,  unless 
at  the  close  of  such  year  all  preferred 
dividends  (for  the  taxable  year  and,  if 
cumulative,  for  prior  taxable  years)  have 
been  paid.  Whatever  form  such  pay¬ 
ment  takes,  it  must  result  in  the  com¬ 
plete  discharge  of  the  obligation  of  the 
corporation  to  pay  such  dividends.  For 
what  constitutes  payment  of  a  dividend 
before  the  close  of  the  taxable  year,  see 
§  39.27  (b)-2.  For  what  constitutes  a 
preferred  dividend  see  section  28  (a)  (2). 
A  preferred  dividend  will  be  considered 
paid  for  the  purposes  of  this  require¬ 
ment,  even  though  it  is  paid  as  part  of  a 
preferential  dividend  as  defined  in  sec¬ 
tion  27  (h),  and  the  corporation  receives 
no  credit  for  dividends  paid  -n  conse¬ 
quence  thereof. 

§  39.28  (b)-2  Liquidation  of  consent 
stock,  (a)  (1)  A  corporation  is  not  en¬ 
titled  to  a  consent  dividends  credit  for 
any  taxable  year  in  which  it  has  taken 
any  steps  in,  or  in  pursuance  of  a  plan  of, 
complete  or  partial  liquidation  of  all  or 
any  part  of  the  consent  stock. 

(2)  The  application  of  section  28  (b) 
(2)  may  be  illustrated  by  the  following 
example : 

Example.  The  X  Corporation,  which 
makes  Its  income  tax  returns  on  the  calendar 
year  basis,  has  outstanding  on  January  1, 
1952,  1,000  shares  of  class  A  stock,  the  divi¬ 
dend  rights  of  which  are  limited  to  an  annual 
return  of  $6  per  share.  It  also  has  outstand¬ 
ing  on  that  date  1,000  shares  of  class  B  stock, 
which  is  entitled  to  receive  the  entire  amount 
of  any  distribution  made  of  earnings  or  prof¬ 
its  within  the  taxable  year  after  the  payment 
on  class  A  stock  of  $6  per  share.  On  April  1, 
1952,  the  corporation  makes  a  distribution  in 
partial  liquidation,  whereby  five  shares  of 
class  B  stock  (consent  stock)  are  canceled  or 
redeemed.  The  corporation  Is  barred  from 
obtaining  a  consent  dividends  credit  for  the 
taxable  year,  regardless  of  compliance  with 
other  requirements  of  section  28.  If,  how¬ 
ever,  class  A  stock  (not  consent  stock),  in¬ 
stead  of  class  B  stock,  had  been  canceled  or 
redeemed  in  the  liquidation,  the  corporation 
would  not  be  barred,  because  of  such  liquida¬ 
tion,  from  obtaining  a  consent  dividends 
credit. 

(b)  The  mere  purchase  by  a  corpora¬ 
tion  of  its  own  stock  for  investment  is 
not,  within  the  meaning  of  section  28  (b) 
(2) ,  the  taking  of  any  step  in,  or  in  pur¬ 
suance  of  a  plan  of,  complete  or  partial 
liquidation  and  will  not  prevent  a  cor¬ 
poration  from  obtaining  a  consent  divi¬ 
dends  credit  for  the  taxable  year. 

§  39.28  (c)  Statutory  provisions;  con¬ 
sent  dividends  credit;  allowance. 


Sec.  28.  Consent  dividends  credit.  •  •  • 

(c)  Allowance  of  credit.  There  shall  be 
allowed  to  the  corporation,  as  a  part  of  its 
basic  surtax  credit  for  the  taxable  year,  a 
consent  dividends  credit  equal  to  such  por¬ 
tion  of  the  total  sum  agreed  to  be  Included 
in  the  gross  income  of  shareholders  by  their 
consents  filed  under  subsection  (d)  as  it 
would  have  been  entitled  to  Include  in  com¬ 
puting  its  basic  surtax  credit  if  actual  dis¬ 
tribution  of  an  amount  equal  to  such  total 
sum  had  been  made  in  cash  and  each  share¬ 
holder  making  such  a  consent  had  received, 
on  the  consent  dividends  day,  the  amount 
specified  in  the  consent. 

§  39.28  (c)-l  Amount  of  consent  divi¬ 
dends  credit,  (a)  The  consent  divi¬ 
dends  credit  forms  part  of  the  basic  sur¬ 
tax  credit.  It  consists  of  the  amount 
which  the  corporation  would  be  per¬ 
mitted  to  include  in  its  basic  surtax 
credit  as  a  dividend  paid  if  it  had  dis¬ 
tributed  to  each  shareholder  whose 
consent  has  been  filed  pursuant  to 
section  28  (d),  and  each  such  share¬ 
holder  had  received,  on  the  consent  divi¬ 
dends  day  (see  section  28  (a)  (3)),  an 
amount  equal  to  the  amount  specified  in 
such  consent.  The  amount  of  the  con¬ 
sent  dividends  credit,  therefore,  cannot 
exceed  the  sum  of  the  amounts  specified 
in  the  several  consents.  It  may,  how¬ 
ever,  regardless  of  the  fact  that  such 
amounts  are  treated  and  taxed  in  their 
entirety  to  the  consenting  shareholders 
as  a  dividend  (see  section  28  (f)),  be 
smaller  than  the  sum  of  the  specified 
amounts,  because  it  is  limited  to  the 
amount  which  would  have  been  allowed 
as  dividends  paid  if  an  actual  distribu¬ 
tion  had  been  made. 

(b)  The  provisions  of  section  28  (c) 
may  be  illustrated  by  the  following  ex¬ 
ample  : 

Example.  The  X  Corporation,  which 
makes  its  Income  tax  returns  on  the  calen¬ 
dar  year  basis,  has  only  one  class  of  stock 
outstanding,  owned  in  equal  amounts  by  A 
and  B.  It  makes  no  distributions  during 
the  taxable  year.  Its  earnings  and  profits  for 
the  calendar  year  1952  amount  to  $8,000, 
there  being  at  the  beginning  of  such  year  no 
accumulated  earnings  or  profits.  A  and  B 
execute  proper  consents  to  include  $5,000 
each  in  their  gross  Income  as  a  dividend  re¬ 
ceived  by  them  on  December  31,  1952.  The 
sum  of  the  amount  specified  in  the  consents 
executed  by  A  and  B  is  $10,000,  but  if  $10,000 
had  actually  been  distributed  by  the  X  Cor¬ 
poration  on  December  31,  1952,  only  $8,000 
would  have  constituted  a  dividend.  The  al¬ 
lowance  for  dividends  paid,  includible  in  the 
computation  of  the  basic  surtax  credit, 
would  have  amounted  to  only  $8,030.  The 
consent  dividends  credit  of  the  corporation, 
therefore.  Is  limited  to  $8,000. 

§  39.28  (d)  Statutory  provisions;  con¬ 
sent  dividends  credit;  shareholders’  con¬ 
sents. 

Sec.  28.  Consent  dividends  credit.  •  •  • 

(d)  Shareholders’  conserits.  The  corpora¬ 
tion  shall  not  be  entitled  to  a  consent  divi¬ 
dends  credit  with  respect  to  any  taxable 
year — 

(1)  Unless  it  files  (in  accordance  with 
regulations  prescribed  by  the  Commissioner 
with  the  approval  of  the  Secretary)  with  its 
return  for  such  year,  or  within  one  year  after 
the  date  of  enactment  of  the  Revenue  Act  of 
1942,  in  the  case  of  a  corporation  which  is  a 
personal  holding  company  for  the  taxable 
year  with  respect  to  which  it  claims  the  bene¬ 
fits  of  this  section,  signed  consents  made 
under  oath  by  persons  who  were  sharehold- 
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ers.  on  the  last  day  of  the  taxable  year,  of 
the  corporation,  of  any  class  of  consent 
stock;  and 

(2)  Unless  In  each  such  consent  the  share¬ 
holder  agrees  that  he  will  Include  as  a  tax¬ 
able  dividend.  In  his  return  for  the  taxable 
year  in  which  or  with  which  the  taxable  year 
of  the  corporation  ends,  a  specific  amount; 
and 

(3)  Unless  the  consents  filed  are  made  by 
such  of  the  shareholders  and  the  amount 
specified  in  each  consent  is  such,  that  the 
consent  distribution  would  not  have  been  a 
preferential  distribution-r- 

(A)  If  there  was  no  partial  distribution 
during  the  last  month  of  the  taxable  year  of 
the  corporation,  or 

(B)  If  there  was  such  a  partial  distribu¬ 
tion,  then  when  considered  in  connection 
with  such  partial  distribution; 

and 

(4)  Unless  In  each  consent  made  by  a 
shareholder  who  is  taxable  with  respect  to  a 
dividend  only  if  received  from  sources  within 
the  United  States,  such  shareholder  agrees 
that  the  specific  amount  stated  in  the  con¬ 
sent  shall  be  considered  as  a  dividend  re¬ 
ceived  by  him  from  sources  within  the  United 
States;  and 

(5)  Unless  each  consent  filed  Is  accom¬ 
panied  by  cash,  or  such  other  medium  of 
payment  as  the  Commissioner  may  by  regu¬ 
lations  authorize,  in  an  amount  equal  to  the 
amount  that  would  be  required  by  section  143 
(b)  or  144  to  be  deducted  and  withheld  by 
the  corporation  if  the  amount  specified  in  the 
consent  had  been,  on  the  last  day  of  the  tax¬ 
able  year  of  the  corporation,  paid  to  the 
shareholder  in  cash  as  a  dividend.  The 
amount  accompanying  the  consent  shall  be 
credited  against  the  tax  imposed  by  section 
211  (a)  or  231  (a)  upon  the  shareholder. 

[Sec.  28  (d)  as  amended  by  sec.  186  (e)  (1), 
Rev,  Act  1942  J 

§  39.28  (d)-l  Making  and  filing  of 
consents,  (a)  A  consent  shall  be  made 
in  duplicate  on  Form  972  in  accordance 
with  this  section  and  the  instructions 
on  the  form  or  issued  therewith  and  may 
be  made  only  by  or  on  behalf  of  a  person 
who  was  the  actual  owner  on  the  last  day 
of  the  corporation’s  taxable  year  of  any 
class  of  consent  stock,  i.  e.,  the  person 
who  would  have  been  required  to  include 
in  gross  income  any  dividends  on  such 
stock  actually  distributed  on  the  last  day 
of  such  year.  Form  972  shall  contain  or 
be  verified  by  a  written  declaration  that 
it  is  made  under  the  penalties  of  perjury. 
In  the  consent  such  person  must  agree: 

(1)  To  include  in  his  gross  income  for 
his  taxable  year  in  which  or  with  which 
the  taxable  year  of  the  corporation  ends 
a  specific  amount  as  a  taxable  dividend; 
and 

<2)  If  he  is  a  shareholder  who  is  tax¬ 
able  with  respect  to  a  dividend  only  if 
received  from  sources  within  the  United 
States,  that  the  specific  amount  stated 
in  his  consent  shall  be  considered  as  a 
dividend  received  by  him  from  sources 
within  the  United  States. 

(b>  A  consent  may  be  made  at  any 
time  not  later  than  the  due  date  of  the 
corporation’s  income  tax  return  for  the 
taxable  year  for  which  the  credit  is 
claimed.  With  such  return,  and  not 
later  than  the  due  date  thereof,  the 
corporation  must  file  two  duly  executed 
duplicate  originals  of  each  consenting 
shareholder’s  consent,  and  a  return  on 
Form  973  showing  by  classes  the  stock 
outstanding  on  the  first  and  last  days 

§  39.20  (d)-l 


of  the  taxable  year,  the  dividend  rights 
of  such  stock,  distribution  made  during 
the  taxable  year  to  shareholders,  and 
giving  all  the  other  information  re¬ 
quired  by  the  form.  Form  973  shall 
contain  or  be  verified  by  a  written  decla¬ 
ration  that  it  is  made  under  the  penal¬ 
ties  of  perjury. 

(c)  In  the  event  that  any  consent  filed 
by  the  corporation  is  made  by  a  share¬ 
holder  to  whom  the  payment  of  a  divi¬ 
dend  in  cash  on  the  last  day  of  the  tax¬ 
able  year  of  the  corporation  would  have 
made  it  nece.ssary  for  the  corporation  to 
deduct  and  withhold  any  amount  as  a 
tax  under  section  143  (b)  or  144,  such 
consent,  when  filed  by  the  corporation, 
must  be  accompanied  by  payment  of  the 
amount  which  would  have  been  required 
to  be  deducted  and  withheld  if  the 
amount  specified  in  such  consent  had, 
on  the  last  day  of  the  corporation’s  tax¬ 
able  year,  been  paid  to  the  shareholder 
in  cash  as  a  dividend.  Such  payment 
must  be  in  one  of  the  following  forms: 

(1)  Cash; 

(2)  United  States  postal  money  or¬ 
der; 

(3)  Certified  check  drawn  on  a  do¬ 
mestic  ban’:,  provided  that  the  law  of  the 
place  where  the  bank  is  located  does  not 
permit  the  certification  to  be  rescinded 
prior  to  presentation; 

(4)  A  cashier’s  check  of  a  domestic 
bank;  or 

(5)  A  draft  on  a  domestic  bank  or  a 
foreign  bank  maintaining  a  United 
States  agency  or  branch  and  payable 
in  United  States  funds. 

The  amount  of  .such  payment  shall  be 
credited  against  the  tax  imposed  by  sec¬ 
tion  211  (a)  or  231  (a)  upon  the  share¬ 
holder. 

§  39.28  (d)-2  Consent  distribution 

must  be  nonpreferential.  The  applica¬ 
tion  of  section  28  (d)  (3)  may  be  illus¬ 
trated  by  the  following  example: 

Example.  The  X  Corporation,  which  makes 
its  income  tax  returns  on  the  calendar  year 
basis,  has  200  shares  of  stock  outstanding, 
owned  by  A  and  B  in  equal  amounts.  On 
December  15.  1952,  the  corporation  distrib¬ 
utes  $600  to  B  and  $100  to  A.  On  December 
31,  1952,  A  executes  a  consent  to  Include  $500 
in  his  gross  Income  as  a  taxable  dividend, 
though  such  amount  is  not  distributed  to 
him.  The  X  Corporation,  assuming  the  other 
requirements  of  section  28  have  been  com¬ 
plied  with,  is  entitled  to  a  consent  dividends 
credit  of  $500.  Though  considered  by  them¬ 
selves,  both  the  partial  distribution  of  $700 
and  the  consent  distribution  of  $500  are 
preferential,  when  considered  together  they 
constitute  a  single  nonpreferential  distribu¬ 
tion  of  $1,200. 

§  39.28  (e)  Statutory  provisions;  con¬ 
sent  dividends  credits;  consent  distribu¬ 
tion  as  part  of  entire  distribution. 

Sec.  28.  Consent  dividends  credit.  •  •  * 

(e)  Consent  distribution  as  part  of  entire 
distribution.  If  during  the  last  month  of 
the  taxable  year  with  respect  to  which  share¬ 
holders’  consents  are  filed  by  the  corpora¬ 
tion  under  subsection  (d)  there  is  made  a 
partial  distribution,  then,  for  the  purposes 
of  this  chapter,  such  partial  distribution  and 
the  consent  distribution  shall  be  considered 
as  having  been  made  in  connection  with 
each  other  and  each  shall  be  considered  to¬ 
gether  with  the  other  as  one  entire  distri¬ 
bution. 


§  39.28  (e)-l  Consent  and  partial  dis¬ 
tributions  to  be  considered  together.  The 
rule  provided  in  section  28  (e),  that  a 
consent  distribution  and  a  partial  distri- 
bution  are  to  be  considered  as  having 
been  made  in  connection  w’ith  each  other 
and  as  together  forming  parts  of  one 
entire  distribution,  is  not  limited  to  the 
purposes  of  section  28,  but  is  applicable 
in  connection  w’ith  any  of  the  purposes 
of  chapter  1,  Thus,  such  rule  is  to  be 
applied  to  determine  whether  a  partial 
distribution  is  a  preferential  dividend 
under  section  27  (h). 

§  39.28  (f )  Statutory  provisions;  con- 
sent  dividends  credit;  taxability  of 
amounts  specified  in  consents. 

Sec.  28.  Consent  dividends  credit.  •  ♦  • 

(f)  Taxability  of  amounts  specified  in 
consents.  The  total  amount  specified  in  a 
consent  filed  under  subsection  (d)  shall  be 
Included  as  a  taxable  dividend  in  the  gross 
income  of  the  shareholder  making  such  con¬ 
sent,  and,  if  the  shareholder  is  taxable  with 
respect  to  a  dividend  only  if  received  from 
sources  within  the  United  States,  shall  be 
Included  in  the  computation  of  his  tax  as  a 
dividend  received  from  sources  within  the 
United  States;  regardless  of — 

( 1 )  Whether  he  actually  so  includes  it  in 
his  return;  and 

(2)  Whether  the  distribution  by  the  cor¬ 
poration  of  an  amount  equal  to  the  total 
sum  included  in  all  the  consents  filed,  had 
actual  distribution  been  made,  would  have 
been  in  whole  or  in  part  a  taxable  dividend; 
and 

(3)  Whether  the  corporation  is  entitled  to 
any  consent  dividends  credit  by  reason  of 
the  filing  of  such  consents,  or  to  a  credit  less 
than  the  total  sum  Included  in  all  the  con¬ 
sents  filed. 

§  39.28  ff)-l  Taxability  of  amounts 
specified  in  consents,  (a)  Once  a  share¬ 
holder’s  consent  is  filed,  the  full  amount 
specified  therein  shall  be  included  in  his 
gross  income  as  a  taxable  dividend,  and, 
in  cases  where  the  shareholder  is  tax¬ 
able  on  a  dividend  only  if  received  from 
sources  within  the  United  States,  shall 
be  treated  as  a  dividend  so  received: 
regardless  of — 

( 1 )  Whether  he  actually  so  includes  it 
in  his  return; 

(2)  Whether  he  would  have  been  tax¬ 
able  on  all  or  any  part  of  such  amount 
as  a  dividend  if  it  had  been  distributed 
to  him  in  cash;  and 

(3)  Whether  the  corporation,  as  a  re¬ 
sult  of  filing  such  consents,  is  entitled 
to  any  consent  dividends  credit  or  to  a 
smaller  consent  dividends  credit  than 
the  sum  of  the  amounts  specified  in  the 
several  consents. 

(b)  The  ground  upon  which  a  con¬ 
sent  dividends  credit  is  denied  the  cor¬ 
poration  does  not  affect  the  taxability  oi 
a  shareholder  whose  consent  has  been 
filed  for  the  amount  specified  in  his  con¬ 
sent.  Thus,  he  is  taxable  on  the  luu 
amount  so  specified,  though  the  cor{»* 
ration  receives  no  credit  or  a  smaller 
ci'edit  than  the  sum  of  the 
specified  in  the  consents  because  tn 
corporation  has  no  earnings  and  proh 
or  a  smaller  amount  of  earnings  an 
profits  than  the  sum  of  the 
specified  in  the  consents.  The  lu 
amount  specified  in  a  shareholder  s  con¬ 
sent  which  has  been  filed  is  also  taxa 
to  him  as  a  dividend  though  a  consc 
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dividends  credit  is  denied  the  corporation 
because  (1)  preferred  dividends  have  not 
been  paid,  (2)  part  or  all  of  the  consent 
stock  has  been  in  a  state  of  liquidation  at 
any  time  during  the  taxable  year,  (3)  the 
distribution  of  which  the  consent  distri¬ 
bution  is  a  part  is  preferential,  (4)  a  con¬ 
senting  shareholder  who  is  taxable  with 
respect  to  a  dividend  only  if  received 
from  sources  within  the  United  States 
fails  to  agree  that  the  amount  specified 
in  his  consent  shall  be  considered  as  a 
dividend  received  by  him  from  sources 
within  the  United  States,  or  (5)  payment 
has  not  been  made  as  required  by  section 
28  (d)  (5)  and  §  39.28  (d)-l. 

§  39.28  (g)  Statutory  provisions:  con¬ 
sent  dividends  credit;  corporate  share¬ 
holders. 

Sec.  28.  Consent  dividends  credit.  •  •  • 

(g)  Corporate  shareholders.  If  the  share¬ 
holder  who  makes  the  consent  Is  a  corpora¬ 
tion,  the  amount  specified  In  the  consent 
shall  be  considered  as  part  of  Its  earnings  or 
profits  for  the  taxable  year,  and  shall  be  In¬ 
cluded  In  the  computation  of  its  accumu¬ 
lated  earnings  and  profits. 

1  39.28  (g)-l  Treatment  of  amount 
specified  in  consent  of  corporate  share¬ 
holder.  (a)  Prom  the  standpoint  of 
computing  a  shareholder’s  income  for  a 
taxable  year  relative  to  which  he  has 
agreed  to  include  a  specific  amount  in 
gross  income,  such  amount  is  treated  ex¬ 
actly  as  though  such  shareholder  had  re¬ 
ceived  in  cash  a  taxable  dividend  equal 
to  the  amount  specified  in  his  consent. 
Therefore,  in  the  case  of  a  corporate 
shareholder,  such  amount  shall  be  in¬ 
cluded  in  the  computation  of  its  earnings 
and  profits  for  the  taxable  year  and  its 
accumulated  earnings  and  profits  as  of 
the  close  of  the  taxable  year. 

(b)  The  effect  of  a  corporate  share¬ 
holder’s  consent  upon  the  computation 
of  its  earnings  and  profits  may  be  illus¬ 
trated  by  the  following  example: 

Example.  The  X  Corporation  has  one 
shareholder,  the  Y  Corporation,  whose  con¬ 
sent  to  Include  $10,000  In  Its  gross  Income 
for  the  calendar  year  1952  has  been  d\ily 
made  and  filed.  The  earnings  and  profits  of 
the  X  Corporation  for  the  calendar  year  1952 
amount  to  only  $8,000,  there  being  at  the 
beginning  of  such  year  no  accumulated  earn¬ 
ings  or  profits.  The  Y  Corporation  must 
nevertheless  Include  In  Its  gross  Income 
110,000  as  a  taxable  dividend.  Assume  the 
Y  Corporation  to  have  begun  the  year  1952 
with  $5,000  accumulated  earnings  and  profits, 
to  have  made  no  distributions  during  the 
year,  and  (without  considering  the  amount 
specified  In  Its  consent)  to  have  had  neither 
profit  nor  loss  during  the  year.  Its  earnings 
snd  profits  for  the  year  will  be  $10,000,  and 
Its  accumulated  earnings  and  profits  at  the 
close  of  the  year  will  be  $15,000. 

§  39.28  (h)-(i)  Statutory  provisions: 
^nsent  dividends  credit;  basis  of  stock 
in  hands  of  shareholders:  effect  on 
capital  account  of  corporation. 

Sec.  28.  Consent  dividends  credit.  •  •  • 

(h)  Basis  of  stock  in  hands  of  sharehold¬ 
ers.  The  amount  specified  in  a  consent 
made  under  subsection  (d)  shall,  for  the 
purpose  of  adjusting  the  basis  of  the  con- 
coot  slock  with  respect  to  which  the  con- 
•eot  was  given,  be  treated  as  having  been 
reinvested  by  the  shareholder  as  a  contri¬ 
bution  to  the  capital  of  the  corporation;  but 
°bly  In  an  amount  which  bears  the  same 


ratio  to  the  consent  dividends  credit  of  the 
corporation  as  the  amount  of  such  share¬ 
holder’s  consent  stock  bears  to  the  total 
amount  of  consent  stock  with  respect  to 
which  consents  are  made. 

(1)  Effect  on  capital  account  of  corpora¬ 
tion.  The  amount  of  the  consent  dividends 
credit  allowed  under  subsection  (c)  shall 
be  considered  as  paid  In  surplus  or  as  a 
contribution  to  the  capital  of  the  corpora¬ 
tion,  and  the  accumulated  earnings  and 
profits  as  of  the  close  of  the  taxable  year 
shall  be  correspondingly  reduced. 

$  39.28  (i)-l  Effect  on  basis  of  stock 
in  hands  of  shareholders  and  capital  ac¬ 
count  of  corporation.  The  application 
of  sections  28  (h)  and  28  (i)  may  be  il¬ 
lustrated  by  the  following  example: 

Example.  The  X  Corporation,  which 
makes  Its  Income  tax  returns  on  the  calen¬ 
dar  year  basis,  hais  only  one  class  of  stock 
outstanding,  owned  entirely  by  A  and  B  In 
equal  amounts.  A  makes  a  consent  to  in¬ 
clude  $50  In  his  gross  Income  as  a  divi¬ 
dend,  but  B  refuses  to  do  so.  The  X  Cor¬ 
poration  therefore  distributes  $50  to  B  In 
cash  during  the  last  month  of  Its  taxable 
year  1952.  The  consent  distribution  evi¬ 
denced  by  A’s  consent  and  the  actual  distri¬ 
bution  to  B  are  treated  together,  as  though 
one  distribution  of  $100  had  been  made. 
The  earnings  and  profits  of  the  X  Corpora¬ 
tion  for  1952,  however,  amount  to  only  $80, 
there  being  at  the  beginning  of  such  year 
no  accumulated  earnings  or  profits.  If, 
therefore,  the  entire  $100,  which  Is  the  sum 
of  A’s  consent  distribution  and  B’s  actual 
distribution,  had  been  actually  distributed, 
80  percent  thereof  would  have  been  a  divi¬ 
dend,  includible  In  the  X  Corporation’s  basic 
surtax  credit,  and  20  percent  a  return  of 
capital.  Applying  this  principle  to  the  facts 
stated,  the  following  results  are  obtained: 

(a)  In  the  case  of  the  X  Corporation — 

( 1 )  Its  consent  dividends  credit  Is  $40,  be¬ 
ing  80  percent  of  the  amount  specified  In 
A’s  consent; 

(2)  Its  basic  surtax  credit,  assuming  It 
has  no  net  operating  loss  In  the  preceding 
year  and  no  bank  afiiliate  credit,  is  $80,  com¬ 
posed  of  a  consent  dividends  credit  of  $40 
and  an  allowance  for  dividends  paid  of  $40; 

(3)  ’The  amount  of  Its  accumulated  earn¬ 
ings  and  profits  as  of  the  close  of  the  taxable 
year  is  zero,  because  of  the  transfer  of  $40 
(the  amount  of  the  consent  dividends 
credit)  from  earnings  and  profits  to  capital 
account  and  the  deduction  of  an  additional 
$40  on  account  of  dividends  paid  to  B.  If, 
therefore.  In  the  following  year  the  X  Cor¬ 
poration  has  no  earnings  and  profits  but 
nevertheless  makes  a  distribution  to  share¬ 
holders,  no  part  of  such  distribution  will  be 
a  dividend,  but  it  will  all  constitute  a  return 
of  capital. 

(b)  In  the  case  of  A — 

(1)  A  is  taxable  on  $50  as  a  dividend; 

(2)  The  basis  of  his  stock  is  increased  by 
$40,  his  pro  rala  share,  1.  e.,  all,  of  the  con¬ 
sent  dividends  credit. 

(c)  In  the  case  of  B — 

(1)  B  is  taxable  on  $40  as  a  dividend; 

(2)  The  basis  of  his  stock  is  reduced  by 

$10. 

§  39.28  (j)  Statutory  provisions:  con¬ 
sent  dividends  credit;  amounts  not  in¬ 
cluded  in  shareholder's  return. 

Sic.  28.  Consent  dividends  credit.  •  •  • 

(J)  Amounts  not  included  in  shareholder’s 
return.  ’The  failure  of  a  shareholder  of  con¬ 
sent  stock  to  Include  In  his  gross  Income  for 
the  proper  taxable  year  the  amount  specified 
in  the  consent  made  by  bim  and  filed  by  the 
corporation,  shall  have  the  same  effect,  with 
respect  to  the  deficiency  resulting  therefrom, 
as  is  provided  In  section  272  (f)  with  respect 


to  a  deficiency  resulting  from  a  mathemati¬ 
cal  error  appearing  on  the  face  of  the  return. 

CREDITS  AGAINST  TAX 

§  39.31-35  statutory  provisions; 
credits  against  tax;  taxes  of  foreign 
countries  and  possessions  of  United 
States:  cross  references;  tax  withheld 
on  wages. 

S*c.  31.  Taxes  of  foreign  countries  and 
possessions  of  United  States.  ’The  amount 
of  Income,  war-profits,  and  excess-profits 
taxes  imposed  by  foreign  countries  or  pos¬ 
sessions  of  the  United  States  shall  be  al¬ 
lowed  as  a  credit  against  the  tax  (other  than 
the  tax  imposed  by  subchapter  E,  relating  to 
tax  on  self-employment  Income),  to  the  ex¬ 
tent  provided  In  section  131. 

(Sec.  31  as  amended  by  sec.  208  (d)  (3), 
Social  Security  Act  Amendments  1950] 

Sec.  32.  Taxes  withheld  at  source.  ’The 
amount  of  tax  withheld  at  the  source  under 
section  143  or  144  shall  be  allowed  as  a 
credit  against  the  tax. 

Sec.  33.  Credit  for  overpayments.  For 
credit  against  the  tax  of  overpayments  of 
taxes  imposed  by  this  chapter  for  other  tax¬ 
able  years,  see  section  322. 

Sec.  34.  Credits  against  victory  tax. 

[Repealed  by  sec.  106  (c)  (2),  Rev.  Act  19431 

Sec.  35.  Credit  for  tax  withheld  on  wages. 
The  amount  deducted  and  withheld  as  tax 
under  Subchapter  D  of  Chapter  9  during  any 
calendar  yew  upon  the  wages  of  any  Indi¬ 
vidual  shall'  be  allowed  as  a  credit  to  the 
recipient  of  the  income  against  the  tax  Im¬ 
posed  by  this  chapter  for  the  taxable  year  be¬ 
ginning  in  such  calendar  year.  If  more  than 
one  taxable  year  begins  In  any  such  calendar 
year  uch  amount  shall  he  allowed  as  a  credit 
against  the  tax  for  the  last  taxable  year  so 
beginning. 

[Sec.  35  as  added  by  sec.  172  (f)  (2),  Rev. 
Act  1942;  amended  by  sec.  3,  Current  Tax 
Payment  Act  1943) 

§  39.35-1  Credit  for  tax  withheld  on 
wages,  (a)  The  tax  deducted  and  with¬ 
held  at  the  source  upon  wages  under  sub¬ 
chapter  D  of  chapter  9  is  allowable  as  a 
credit  against  the  tax  imposed  by  chapter 
1  upon  the  recipient  of  the  income.  If 
the  tax  has  actually  been  withheld  at  the 
source,  credit  or  refund  shall  be  made  to 
the  recipient  of  the  income  even  though 
such  tax  has  not  been  paid  over  to  the 
Government  by  the  employer.  See  sec¬ 
tion  C22.  For  the  purpose  of  the  credit, 
the  recipient  of  the  income  is  the  person 
subject  to  tax  impo.sed  under  chapter  1 
upon  the  wages  from  which  the  tax  was 
withheld.  For  instance,  if  a  husband  and 
W’ife  domiciled  in  a  State  recognized  as  a 
community  property  State  for  Federal 
tax  purposes  make  separate  returns,  each 
reporting  for  income  tax  purposes  one- 
half  of  the  wages  received  by  the  hus¬ 
band,  each  spouse  is  entitled  to  one-half 
of  the  credit  allowable  for  tlie  tax  with¬ 
held  at  source  with  respect  to  such  wages. 

(b)  The  credit  shall  be  allowed  against 
the  tax  imposed  by  chapter  1  for  the  tax¬ 
able  year  of  the  recipient  of  the  income 
which  begins  in  such  calendar  year.  If 
such  recipient  has  more  than  one  taxable 
year  beginning  in  such  calendar  year,  the 
credit  shall  be  allowed  against  the  tax 
for  the  last  taxable  year  so  beginning. 

§  39.35-2  Credit  for  “special  refunds^ 
of  employee  social  security  tax — (a)  In 
general.  (1)  In  the  case  of  an  employee 
receiving  wages  from  more  than  one  em- 

§  39.35-2 


5880 


RULES  AND  REGULATIONS 


ployer  during  the  calendar  year,  amounts 
may  be  deducted  and  withheld  as  em¬ 
ployee  social  security  tax  under  section 

1400  with  respect  to  more  than  $3,600 
wages  (for  example,  on  $4,500  if  the  em¬ 
ployee  is  paid  $2,500  by  one  employer 
and  $2,000  by  another).  Section  1401 
(d)  permits,  under  certain  conditions,  a 
so-called  “special  refund”  of  the  amount 
of  such  employee  social  security  tax  de¬ 
ducted  and  withheld  with  respect  to 
wages  in  excess  of  $3,600  by  reason  of 
the  employee  working  for  more  than  one 
employer  during  the  calendar  year. 

(2)  An  employee  who  is  entitled  to  a 
special  refund  of  employee  tax  with 
respect  to  wages  received  during  a  cal¬ 
endar  year  and  who  is  also  required  to 
file  an  income  tax  return  for  such  calen¬ 
dar  year  (or  for  his  last  taxable  year 
beginning  in  such  calendar  year)  may 
obtain  the  benefits  of  such  special  re¬ 
fund  only  by  claiming  credit  for  such 
special  refund  in  the  same  manner  as  if 
such  special  refund  were  an  amount 
deduct^  and  withheld  as  income  tax  at 
the  source  under  subchapter  D  of  chapter 
9.  The  credit  with  respect  to  a  special 
refund  is  not  allowable  unless  the  return, 
amended  return,  or  claim  for  refund,  on 
which  the  special  refund  is  claimed,  is 
filed  within  two  years  after  the  calendar 
year  in  which  payment  is  made  of  the 
wages  with  respect  to  which  the  special 
refund  of  tax  is  claimed.  See  section 

1401  (d)  (3)  and  (4)  and  §  408.802  (c) 
of  this  chapter  (Regulations  128)  per¬ 
taining  to  tax  under  subchapter  A  of 
chapter  9  (Federal  Insurance  Contribu¬ 
tions  Act).  For  special  provisions  for 
claiming  sp>ecial  refunds  in  the  case  of 
employees  not  required  to  file  income 
tax  returns,  see  §  408.802  (c)  (3)  of  this 
chapter  (Regulations  128). 

(3)  The  amount  of  the  special  refund 
allowed  as  a  credit  shall  be  considered  as 
an  amount  deducted  and  withheld  as  in¬ 
come  tax  at  the  source  under  subchapter 
D  of  chapter  9.  If  the  amount  of  such 
special  refund  when  added  to  amounts 
deducted  and  withheld  as  income  tax 
under  subchapter  D  of  chapter  9  exceeds 
the  taxes  imposed  by  chapter  1,  the 
amount  of  the  excess  constitutes  an 
overpayment  of  income  tax  under  chap¬ 
ter  1,  and  interest  on  such  overpayment 
Is  allowed  to  the  extent  provided  under 
section  3771  upon  an  overpayment  of 
income  tax  resulting  from  a  credit  for 
income  tax  withheld  at  source.  See  sec¬ 
tion  322  (a)  (2)  and  (4). 

(b)  Federal  and  State  employees. 
The  provisions  of  this  section  shall  apply 
to  the  amount  of  a  special  refund  (under 
section  1401  (d)  (4)  (A))  allowable  to 
an  employee  of  a  Federal  agency  or  a 
wholly  owned  instrumentality  of  the 
United  States,  and  to  the  amount  of  a 
special  refund  (under  section  1401  (d) 

(4)  (B) )  allowable  to  an  employee  of 
any  State  or  political  subdivision  thereof 
(or  any  instrumentality  of  any  one  or 
more  of  the  foregoing). 

ACCOUNTING  PERIODS  AND  METHODS 
OF  ACCOUNTING 

5  39.41  Statutory  provisions;  ac~ 
counting  periods  and  methods  of  ac¬ 
counting;  general  rule. 

§  39.41 


Sec.  41.  General  rule.  The  net  Income 
shall  be  computed  upon  the  basis  of  the 
taxpayer’s  annual  accounting  period  (fiscal 
year  or  calendar  year,  as  the  case  may  be)  in 
accordance  with  the  method  of  accounting 
regularly  employed  in  keeping  the  books  of 
such  taxpayer;  but  If  no  such  method  of 
accounting  has  been  so  employed,  or  if  the 
method  employed  does  not  clearly  reflect  the 
income,  the  computation  shall  be  made  in 
accordance  with  such  method  as  in  the  opin¬ 
ion  of  the  Commissioner  does  clearly  reflect 
the  income.  If  the  taxpayer’s  annual  ac¬ 
counting  p>eriod  is  other  than  a  fiscal  year  as 
defined  in  section  48  or  if  the  taxpayer  has  no 
annual  accounting  period  or  does  not  keep 
books,  the  net  Income  shall  be  computed  on 
the  basis  of  the  calendar  year. 

For  use  of  Inventories,  see  section  22  (c). 

§  39.41-1  Computation  of  net  income. 
Net  income  must  be  computed  with  re¬ 
spect  to  a  fixed  period.  Usually  that 
period  is  12  months  and  is  known  as  the 
taxable  year.  Items  of  income  and  of 
expenditure  which  as  gross  income  and 
deductions  are  elements  in  the  compu¬ 
tation  of  net  income  need  not  be  in  the 
form  of  cash.  It  is  suflBcient  that  such 
items,  if  otherwise  properly  included  in 
the  computation,  can  be  valued  in  terms 
of  money.  The  time  as  of  which  any 
item  of  gross  income  or  any  deduction 
is  to  be  accounted  for  must  be  deter¬ 
mined  in  the  light  of  the  fundamental 
rule  that  the  computation  shall  be  made 
in  such  a  manner  as  clearly  refiects  the 
taxpayer’s  income.  If  the  method  of 
accounting  regularly  employed  by  him 
in  keeping  his  books  clearly  reflects  his 
income,  it  is  to  be  followed  with  respect 
to  the  time  as  of  which  items  of  gross 
income  and  deductions  are  to  be  ac¬ 
counted  for.  (See  §§  39.42-1  to  39.42-3, 
inclusive.)  If  the  taxpayer  does  not 
regularly  employ  a  method  of  account¬ 
ing  which  clearly  reflects  his  income,  the 
computation  shall  be  made  in  such  man¬ 
ner  as  in  the  opinion  of  the  Commis¬ 
sioner  clearly  reflects  it. 

§  39.41-2  Bases  of  computation  and 
changes  in  accounting  methods,  (a) 
Approved  standard  methods  of  account¬ 
ing  will  ordinarily  be  regarded  as  clearly 
reflecting  income.  A  method  of  ac¬ 
counting  will  not,  however,  be  regarded 
as  clearly  reflecting  income  unless  all 
items  of  gross  income  and  all  deductions 
are  treated  with  reasonable  consistency. 
See  section  48  for  definitions  of  “paid 
or  accrued”  and  “paid  or  incurred.” 
All  items  of  gross  income  shall  be  in¬ 
cluded  in  the  gross  income  for  the  tax¬ 
able  year  in  which  they  are  received  by 
the  taxpayer,  and  deductions  taken  ac¬ 
cordingly,  unless  in  order  clearly  to  re¬ 
flect  income  such  amounts  are  to  be 
properly  accounted  for  as  of  a  different 
period.  But  see  sections  42  and  43.  See 
also  section  48.  For  instance,  in  any 
case  in  which  it  is  necessary  to  use  an 
inventory,  no  method  of  accounting  in 
regard  to  purchases  and  sales  will  cor¬ 
rectly  reflect  income  except  an  accrual 
method.  A  taxpayer  is  deemed  to  have 
received  items  of  gross  income  which 
have  been  credited  to  or  set  apart  for 
him  without  restriction.  (See  §§  39.42-2 
and  39.42-3.)  On  the  other  hand,  ap¬ 
preciation  in  value  of  property  is  not 
even  an  accrual  of  income  to  a  taxpayer 
prior  to  the  realization  of  such  appre¬ 


ciation  through  sale  or  conversion  of 
the  property.-  (But  see  §  39.22  (c)-5.) 

(b)  The  true  income,  computed  under 
the  Internal  Revenue  Code  and,  if  the 
taxpayer  keeps  books  of  account,  in  ac¬ 
cordance  with  the  method  of  accounting 
regularly  employed  in  keeping  such 
books  (provided  the  method  so  used  is 
properly  applicable  in  determining  the 
net  income  of  the  taxpayer  for  purposes 
of  taxation),  shall  in  all  cases  be  en¬ 
tered  in  the  return.  If  for  any  reason 
the  basis  of  reporting  income  subject  to 
tax  is  changed,  the  taxpayer  shall  at¬ 
tach  to  his  return  a  separate  statement 
setting  forth  for  the  taxable  year  and 
for  the  preceding  year  the  classes  of 
items  differently  treated  under  the  two 
systems,  specifying  in  particular  all 
amounts  duplicated  or  entirely  omitted 
as  the  result  of  such  change. 

(c)  A  taxpayer  who  changes  the 
method  of  accounting  employed  in  keep¬ 
ing  his  books  shall,  before  computing  his 
income  upon  such  new  method  for  pur¬ 
poses  of  taxation,  secure  the  consent  of 
the  Commissioner.  For  the  purposes  of 
this  section,  a  change  in  the  method  of 
accounting  employed  in  keeping  books 
means  any  change  in  the  accounting 
treatment  of  items  of  income  or  deduc¬ 
tions,  such  as  a  change  from  cash  re¬ 
ceipts  and  disbursements  method  to  the 
accrual  method,  or  vice  versa;  a  change 
involving  the  basis  of  valuation  em¬ 
ployed  in  the  computation  of  inventories 
(see  §§  39.22  (c)-l  to  39.22  (c)-8.  in¬ 
clusive)  ;  a  change  from  the  cash  or 
accrual  method  to  the  long-term  con¬ 
tract  method,  or  vice  versa;  a  change  in 
the  long-term  contract  method  from  the 
percentage  of  completion  basis  to  the 
completed  contract  basis,  or  vice  versa 
(see  §  39.42-4) ;  or  a  change  involving 
the  adoption  of,  or  a  change  in  the  use  of, 
any  other  specialized  basis  of  computing 
net  income  such  as  the  crop  basis  (see 
§§  39.22  (a)-7  and  39.23  (a)-ll).  Ap¬ 
plication  for  permission  to  change  the 
method  of  accounting  employed  and  the 
basis  upon  which  the  return  is  made 
shall  be  filed  within  90  days  after  the 
beginning  of  the  taxable  year  to  be 
covered  by  the  return.  The  applica¬ 
tion  shall  be  accompanied  by  a  state¬ 
ment  specifying  the  classes  of  items  dif¬ 
ferently  treated  under  the  two  methods 
and  specifying  all  amounts  which  would 
be  duplicated  or  entirely  omitted  as  a 
result  of  the  proposed  change.  Permis¬ 
sion  to  change  the  method  of  accounting 
will  not  be  granted  unless  the  taxpayer 
and  the  Commissioner  agree  to  the  terms 
and  conditions  under  w’hich  the  change 
w’ill  be  effected.  See  section  22  (d)  and 
§§  39.22  (d)-l  to  39.22  (d)-7,  inclusive, 
with  respect  to  changing  to  the  last-in 
first-out  method  of  inventorying  goods. 

(d)  Section  44  contains  special  pro¬ 
visions  for  reporting  the  profit  derived 
from  the  sale  of  property  on  the  install¬ 
ment  plan. 

(e)  The  foregoing  requirements  rel^ 
tive  to  a  change  of  accounting  method 
are  not  applicable  if  a  taxpayer  desires 
to  adopt  the  installment  basis  of  return¬ 
ing  income,  as  provided  in  §§  39.44-1  and 
39.44-3,  but  are  applicable  if  a  taxpayer 
desires  to  change  from  such  basis  to  a 
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straight  accrual  basis.  In  cases  where 
permission  to  make  such  change  is 
granted,  the  taxpayer  will  be  required  to 
return  as  additional  income  for  the  tax¬ 
able  year  in  which  the  change  is  made  all 
the  profit  not  theretofore  returned  as  in¬ 
come  pertaining  to  the  payments  due  on 
Installment  sales  contracts  as  of  the  close 
of  the  preceding  taxable  year. 

5  39.41-3  Methods  of  accounting.  It  Is 
recognized  that  no  uniform  method  of 
accounting  can  be  prescribed  for  all  tax¬ 
payers,  and  the  law  contemplates  that 
each  taxpayer  shall  adopt  such  forms  and 
systems  of  accounting  as  are  in  his  judg¬ 
ment  best  suited  to  his  purpose.  Each 
taxpayer  is  required  by  law  to  make  a 
return  of  his  true  income.  He  must, 
therefore,  maintain  such  accounting  rec¬ 
ords  as  will  enable  him  to  do  so.  (See 
section  54  and  §  39.54-1.)  Among  the  es¬ 
sentials  are  the  following : 

(a)  In  all  cases  in  which  the  produc¬ 
tion,  purchase,  or  sale  of  merchandise 
of  any  kind  is  an  income-producing  fac¬ 
tor,  inventories  of  the  merchandise  on 
hand  (including  finished  goods,  work  in 
process,  raw  materials,  and  supplies) 
should  be  taken  at  the  beginning  and 
end  of  the  year  and  used  in  computing 
the  net  income  of  the  year  (see  section 
22  (c)  and  §§  39.22  (c)-l  to  39.22  (c)-8. 
inclusive) ; 

(b)  Expenditures  made  during  the 
year  should  be  properly  classified  as  be¬ 
tween  capital  and  expense;  that  is  to 
say,  expenditures  for  items  of  plant, 
equipment,  etc.,  which  have  a  useful  life 
extending  substantially  beyond  the  year 
should  be  charged  to  a  capital  account 
and  not  to  an  exp>ense  account ;  and 

(c)  In  any  case  in  which  the  cost  of 
capital  assets  is  being  recovered  through 
deductions  for  wear  and  tear,  depletion, 
or  obsolescence,  any  expenditure  (other 
than  ordinary  repairs)  made  to  restore 
the  property  or  prolong  its  useful  life 
should  be  added  to  the  property  account 
or  charged  against  the  appropriate  re¬ 
serve  and  not  to  current  expenses. 

§  39.41-4  Accounting  period.  The  re¬ 
turn  of  a  taxpayer  is  made  and  his  in¬ 
come  computed  for  his  taxable  year, 
which  in  general  means  his  fiscal  year, 
or  the  calendar  year  if  he  has  not  estab¬ 
lished  a  fiscal  year.  (See  section  48.) 
The  term  “fiscal  year”  means  an  ac¬ 
counting  period  of  12  months  ending  on 
the  last  day  of  any  month  other  than 
December.  No  fiscal  year  will,  however, 
be  recognized  unless  before  its  close  it 
was  definitely  established  as  an  account¬ 
ing  period  by  the  taxpayer  and  the  books 
of  such  taxpayer  were  kept  in  accordance 
therewith.  A  person  having  no  such 
fiscal  year  must  make  his  return  on  the 
basis  of  the  calendar  year.  Except  in  the 
case  of  a  first  return  for  income  tax  a 
taxpayer  shall  make  his  return  on  the 
basis  upon  which  he  made  his  return  for 
the  taxable  year  Immediately  preceding, 
unless,  with  the  approval  of  the  Commis¬ 
sioner,  he  has  changed  his  accounting 
period.  See  §  39.46-1. 

§  39.42  Statutory  provisions;  ac¬ 
counting  periods  and  methods  of  ac¬ 
counting;  period  in  which  items  of  gross 
nicomc  included. 


Sec.  42.  Period  in  which  items  of  gross 
income  included — (a)  General  rule.  The 
amount  of  all  items  of  gross  Income  shall  be 
included  in  the  gross  income  for  the  taxable 
year  in  which  received  by  the  taxpayer,  un¬ 
less,  under  methods  of  accounting  permitted 
under  section  41,  any  such  amounts  are  to 
be  properly  accounted  for  as  of  a  different 
period.  In  the  case  of  the  death  of  a  tax¬ 
payer  whose  net  income  is  computed  upon 
the  basis  of  the  accrual  method  of  account¬ 
ing,  amounts  (except  amounts  includible  in 
computing  a  partner’s  net  Income  under 
section  182)  accrued  only  by  reason  of  the 
death  of  the  taxpayer  shall  not  be  included 
in  computing  net  income  for  the  period  in 
which  falls  the  date  of  the  taxpayer’s  death. 

(b)  ^oninterest -bearing  obligations  issued 
at  discount.  If,  in  the  case  of  a  taxpayer 
owning  any  noninterest-bearing  obligation 
Issued  at  a  discount  and  redeemable  for  fixed 
amounts  increasing  at  stated  intervals  or 
owming  an  obligation  described  in  paragraph 
(2)  of  subsection  (d),  the  increase  in  the  re¬ 
demption  price  of  such  obligation  occurring 
in  the  taxable  year  does  not  (under  the 
method  of  accounting  used  in  computing  his 
net  Income)  constitute  Income  to  him  in 
such  year,  such  taxpayer  may,  at  his  election 
made  in  his  return  for  any  taxable  year  be¬ 
ginning  after  December  31,  1940,  treat  such 
Increase  as  Income  received  in  such  taxable 
year.  If  any  such  election  is  made  with  re¬ 
spect  to  any  such  obligation,  it  shall  apply 
also  to  all  such  obligations  owned  by  the  tax¬ 
payer  at  the  beginning  of  the  first  taxable 
year  to  which  it  applies  and  to  all  such  ob¬ 
ligations  thereafter  acquired  by  him  and 
shall  be  binding  for  all  subsequent  taxable 
years,  unless  upon  application  by  the  tax¬ 
payer  the  Commissioner  permits  him,  subject 
to  such  conditions  as  the  Commissioner 
deems  necessary,  to  change  to  a  different 
method.  In  the  case  of  any  such  obligations 
owned  by  the  taxpayer  at  the  beginning  of 
the  first  taxable  year  to  which  his  election 
applies,  the  increase  in  the  redemption  price 
of  such  obligations  occurring  between  the 
date  of  acquisition  (or.  In  the  case  of  an  ob¬ 
ligation  described  in  paragraph  (2)  of  sub¬ 
section  (d),  the  date  of  acquisition  of  the 
series  E  bond  Involved)  and  the  first  day 
of  such  taxable  year  shall  also  be  treated  as 
Income  received  in  such  taxable  year. 

(c)  Short-term  obligations  issued  on  dis¬ 
count  basis.  In  the  case  of  any  obligation 
of  the  United  States  or  any  of  its  possessions, 
or  of  a  State  or  Territory,  or  any  political 
subdivision  thereof,  or  of  the  District  of 
Columbia,  Issued  on  or  after  March  1,  1941, 
on  a  discount  basis  and  payable  without 
Interest  at  a  fixed  maturity  date  not  exceed¬ 
ing  one  year  from  the  date  of  issue,  the 
amount  of  discount  at  which  such  obligation 
is  originally  sold  shall  not  be  considered  to 
accrue  until  the  date  on  which  such  obliga¬ 
tion  is  paid  at  maturity,  sold,  or  otherwise 
disposed  of. 

(d)  Matured  United  States  savings  bonds. 
In  the  case  of  a  taxpayer  who — 

(1)  Holds  a  series  E  United  States  savings 
bond  at  the  date  of  maturity,  and 

(2)  Pursuant  to  regulations  prescribed 
under  the  Second  Liberty  Bond  Act  retains 
his  Investment  in  the  maturity  value  of  such 
series  E  bond  in  an  obligation,  other  than  a 
current  income  obligation,  which  matiires 
not  more  than  ten  years  from  the  date  of 
maturity  of  such  series  E  bond, 

the  Increase  in  redemption  value  (to  the 
extent  not  previously  includible  in  gross  in¬ 
come)  in  excess  of  the  amount  paid  for  such 
series  E  bond  shall  be  includible  in  gross 
income  in  the  taxable  year  in  which  the  ob¬ 
ligation  is  finally  redeemed  or  in  the  taxable 
year  of  final  maturity,  whichever  is  earlier. 
The  provisions  of  this  subsection  shall  not 
apply  to  a  corporation,  and  shall  not  apply 
In  the  case  of  any  taxable  year  for  which  the 


taxpayer’s  net  income  is  computed  upon  the 
basis  of  the  accrual  method  of  accounting  or 
for  which  an  election  made  by  the  taxpayer 
under  subsection  (b)  is  applicable. 

(Sec.  42  as  amended  by  secs.  114,  115  (a). 
Rev.  Act  1941:  sec.  134  (a).  Rev.  Act  1942; 
sec.  2,  Pub.  Law  12  (82d  Cong.).] 

§  39.42-1  When  included  in  gross  in¬ 
come — (a)  In  general.  Except  as  other¬ 
wise  provided  in  section  42,  gains,  profits, 
and  income  are  to  be  included  in  the 
gross  income  for  the  taxable  year  in 
which  they  are  received  by  the  taxpayer, 
unless  they  are  included  as  of  a  different 
period  in  accordance  with  the  approved 
method  of  accounting  followed  by  him. 
See  §§  39.41-1  to  39.41-3,  inclusive.  As 
to  income  from  noninterest-bearing  ob¬ 
ligations  issued  at  discount,  see  §  39.42-6, 
and  as  to  income  from  short-term  obli¬ 
gations  issued  on  a  discount  basis,  see 
§  39.42-7.  If  no  determination  of  com¬ 
pensation  is  had  until  the  completion  of 
the  services,  the  amount  received  is  or¬ 
dinarily  income  for  the  taxable  year  of 
its  determination,  if  the  return  is  rend¬ 
ered  on  the  accrual  basis;  or,  for  the  tax¬ 
able  year  in  which  received,  if  the  return 
is  rendered  on  the  receipts  and  disburse¬ 
ments  basis.  If  a  person  sues  in  one  year 
on  a  pecuniary  claim  or  for  property, 
and  money  or  property  is  recovered  on  a 
judgment^  therefor  in  a  later  year,  in¬ 
come  is  realized  in  the  later  year,  assum¬ 
ing  that  the  money  or  property  would 
have  been  income  in  the  earlier  year  if 
then  received.  This  is  true  of  a  recovery 
for  patent  infringement.  Bad  debts  or 
accounts  charged  off  subsequent  to 
March  1,  1913,  becau.se  of  the  fact  that 
they  were  determined  to  be  worthless, 
which  are  subsequently  recovered, 
whether  or  not  by  suit,  constitute  in¬ 
come  for  the  year  in  which  recovered, 
regardless  of  the  date  when  the  amounts 
were  charged  off.  See  §  39.23  (k)-l. 
Except  as  otherwise  stated  in  this  para¬ 
graph,  such  items  as  claims  for  compen¬ 
sation  under  canceled  Government  con¬ 
tracts  constitute  income  for  the  year  in 
which  they  are  allowed  or  their  value  is 
otherwise  definitely  determined,  if  the 
return  is  rendered  on  the  accrual  basis; 
or  for  the  year  in  which  received,  if  the 
return  is  rendered  on  the  basis  of  cash 
receipts  and  disbursements.  In  the  case 
of  a  termination  of  a  war  contract  as 
defined  by  section  3  of  the  Contract  Set¬ 
tlement  Act  of  1944,  41  U.  S.  C.  103  (or 
the  termination  of  any  other  Govern¬ 
ment  contract  as  to  which  the  right  to 
compensation  is  definitely  fixed  and  the 
measure  thereof  is  determinable  with 
reasonable  accuracy),  if  the  return  is 
rendered  on  a  basis  other  than  cash  re¬ 
ceipts  and  disbursements,  compensation 
for  the  termination  shall,  unless  a  differ¬ 
ent  method  of  reporting  is  prescribed  or 
approved  by  the  Commi.ssioner,  consti¬ 
tute  income  for  the  taxable  year  in 
which  falls  the  effective  date  of  the 
termination,  except  that  if  any  part  of 
the  compensation  is  attributable  to  cost, 
expenses,  or  losses  incurred  in  a  sub¬ 
sequent  year  such  part  of  the  compen¬ 
sation  shall  be  returned  as  income  for 
the  subsequent  year.  As  to  amounts 
received  pursuant  to  an  award  under 
the  order  issued  on  December  4,  1950, 
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under  the  Railway  Mail  Pay  Act  of  1916 
by  the  Interstate  Commerce  Commis¬ 
sion.  as  compensation  for  the  transpor¬ 
tation  of  mail  during  1950  and  prior 
years,  see  section  611  (a)  of  the  Revenue 
Act  of  1951. 

(b>  Last  taxable  year  of  decedent. 
For  the  taxable  year  in  which  falls  the 
date  of  the  death  of  a  taxpayer,  there 
shall  be  included  in  computing  net  in¬ 
come  of  the  taxpayer  only  amounts  prop¬ 
erly  includible  under  the  approved 
method  of  accounting  followed  by  the 
taxpayer,  or.  if  the  taxpayer  followed  no 
such  method,  only  amounts  received 
during  such  year.  However,  if  the  tax¬ 
payer  followed  the  accrual  method  of 
accounting,  amounts  accrued  only  by 
reason  of  his  death  shall  not  be  included 
in  computing  net  income  for  such  year, 
except  that,  if  the  taxpayer  was  a  mem¬ 
ber  of  a  partnership,  his  share  of  the 
partnership  income  for  the  partnership 
year  ending  with  its  dissolution  on  ac¬ 
count  of  his  death  shall  be  included  in 
computing  his  net  income.  The  ap¬ 
proved  accounting  practice  of  the  part¬ 
nership  in  computing  its  income  shall 
not  be  changed  by  reason  of  the  taxpay¬ 
er’s  death.  Thus,  if  the  partnership 
computed  its  income  on  the  basis  of  cash 
receipts  and  disbursements,  the  partner¬ 
ship  income  for  the  year  ending  with  the 
dissolution,  a  distributive  share  of  which 
is  included  in  the  taxpayer’s  income, 
shall  be  so  computed.  If  the  partner¬ 
ship  used  the  accrual  method  of  ac¬ 
counting.  its  income  shall  be  computed 
according  to  such  practice.  For  exam¬ 
ple.  if  a  law  partnership  keeping  its 
books  on  the  accrual  method  of  account¬ 
ing  is  entitled  to  certain  contingent  fees 
w’hich  are  accrued  only  upon  the  com¬ 
pletion  of  the  cases  involved,  such  part¬ 
nership  will  compute  its  income  for  the 
year  ending  with  its  dissolution  on  ac¬ 
count  of  the  death  of  the  taxpayer  with¬ 
out  accruing,  on  account  of  the  death  of 
the  partner  at  such  time,  any  such  con¬ 
tingent  fees  in  uncompleted  cases.  Un¬ 
der  section  126.  any  distribution  by  the 
partnership  to  the  estate  or  a  beneficiary 
of  the  deceased  partner  out  of  such  fees 
will  be  income  to  such  estate  or  person. 
There  must  also  be  included  in  comput¬ 
ing  net  income  for  the  taxable  year  in 
which  falls  the  date  of  death  of  a  tax¬ 
payer  the  gain  de.scribed  in  section  44 
(d),  relating  to  gain  upon  the  dispo¬ 
sition  of  installment  obligations,  except 
as  otherwise  provided  in  that  section. 
See  §  39.44-5.  This  amount  must  be 
included  in  computing  net  income  re¬ 
gardless  of  the  method  of  accounting  fol¬ 
lowed  by  the  taxpayer. 

5  39.42-2  Income  not  reduced  to  pos¬ 
session.  Income  which  is  credited  to  the 
account  of  or  set  apart  for  a  taxpayer 
and  which  may  be  drawn  upon  by  him  at 
any  time  is  subject  to  tax  for  the  year 
during  which  so  credited  or  set  apart, 
although  not  then  actually  reduced  to 
possession.  To  constitute  receipt  in 
such  a  case  the  income  must  be  cred¬ 
ited  or  set  apart  to  the  taxpayer  without 
any  substantial  limitation  or  restriction 
as  to  the  time  or  manner  of  payment 
or  condition  upon  which  payment  is  to 
be  made,  and  must  be  made  available  to 
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him  so  that  it  may  be  drawn  at  any  time, 
and  its  receipt  brought  within  his  own 
control  and  disposition.  A  book  entry, 
if  made,  should  indicate  an  absolute 
transfer  from  one  account  to  another. 
If  a  corporation  contingently  credits  its 
employees  with  bonus  stock,  but  the 
stock  is  not  available  to  such  employees 
until  some  future  date,  the  mere  cred¬ 
iting  on  the  books  of  the  corporation 
does  not  constitute  receipt. 

§  39.42-3  Examples  of  constructive 
receipt.  If  interest  coupons  have  ma¬ 
tured  and  are  payable,  but  have  not  been 
cashed,  such  interest,  though  not  col¬ 
lected  when  due  and  payable,  shall  be 
included  in  gross  income  for  the  year 
during  which  the  coupons  mature,  unless 
it  can  be  shown  that  there  are  no  funds 
available  for  payment  of  the  interest 
during  such  year.  The  interest  shall  be 
included  in  gross  income  even  though 
the  coupons  are  exchanged  for  other 
property  instead  of  eventually  being 
cashed.  The  amount  of  defaulted  cou¬ 
pons  is  income  for  the -year  in  which 
paid.  Dividends  on  corporate  stock  are 
subject  to  tax  when  unqualifiedly  made 
subject  to  the  demand  of  the  share¬ 
holder.  If  a  dividend  is  declared  payable 
on  December  31  and  the  corporation 
intended  to  and  did  follow  its  practice  of 
paying  the  dividends  by  checks  mailed  so 
that  the  shareholders  would  not  receive 
them  until  January  of  the  following 
year,  such  dividends  are  not  considered 
to  have  been  unqualifiedly  made  subject 
to  the  demand  of  the  shareholders  prior 
to  January,  when  the  checks  were  actu¬ 
ally  received.  As  to  the  distributive 
share  of  the  profits  of  a  partner  in  a 
partnership,  see  section  188.  Interest 
credited  on  savings  bank  deposits,  even 
though  the  bank  nominally  has  a  rule, 
seldom  or  never  enforced,  that  it  may 
require  so  many  days’  notice  before  with¬ 
drawals  are  permitted,  is  income  to  the 
depositor  when  credited.  An  amount 
credited  to  shareholders  of  a  building 
and  loan  association,  when  such  credit 
passes  without  restriction  to  the  share¬ 
holder,  has  a  taxable  status  as  income 
for  the  year  of  the  credit.  If  the  amount 
of  such  accumulations  does  not  become 
available  to  the  shareholder  until  the 
maturity  of  a  share,  the  amount  of  any 
share  in  excess  of  the  aggregate  amount 
paid  in  by  the  shareholder  is  income  for 
the  year  of  the  maturity  of  the  share. 

§  39.42-4  Long-term  contracts,  (a) 
Income  from  long-term  contracts  is  tax¬ 
able  for  the  period  in  which  the  income 
is  determined,  such  determination  de¬ 
pending  upon  the  nature  and  terms  of 
the  particular  contract.  As  used  in  this 
section,  th2  term  “long-term  contracts” 
means  building,  installation,  or  construc¬ 
tion  contracts  covering  a  period  in  ex¬ 
cess  of  one  year  from  the  date  of 
execution  of  the  contract  to  the  date  on 
which  the  contract  is  finally  completed 
and  accepted.  Persons  whose  income  is 
derived  in  whole  or  in  part  from  such 
contracts  may,  as  to  such  income,  pre¬ 
pare  their  returns  upon  either  of  the 
following  bases: 

(1)  Gross  income  derived  from  such 
contracts  may  be  reported  upon  the  basis 


of  percentage  of  completion.  In  such 
case  there  should  accompany  the  return 
certificates  of  architects  or  engineers 
showing  the  percentage  of  completion 
during  the  taxable  year  of  the  entire 
work  to  be  performed  under  the  contract. 
There  should  be  deducted  from  such 
gross  income  all  expenditures  made  dur¬ 
ing  the  taxable  year  on  account  of  the 
contract,  account  being  taken  of  the  ma¬ 
terial  and  supplies  on  hand  at  the  be¬ 
ginning  and  end  of  the  taxable  period  for 
use  in  connection  with  the  work  under 
the  contract  but  not  yet  so  applied. 

(2)  Gross  income  may  be  reported  for 
the  taxable  year  in  which  the  contract 
is  finally  completed  and  accepted  if  the 
taxpayer  elects  as  a  consistent  practice 
so  to  treat  such  income,  provided  such 
method  clearly  reflects  the  net  income. 

If  this  method  is  adopted  there  should 
be  deducted  from  gross  income  all  ex¬ 
penditures  during  the  life  of  the  contract 
which  are  properly  allocated  thereto, 
taking  into  consideration  any  material 
and  supplies  charged  to  the  work  under 
the  contract  but  remaining  on  hand  at 
the  time  of  completion. 

(b)  A  taxpayer  may  change  h’s  meth¬ 
od  of  accounting  to  accord  with  sub- 
paragraph  (1)  or  (2)  of  paragraph  (a) 
of  this  section  only  after  permission  is 
secured  from  the  Commissioner  as  pro¬ 
vided  in  §  39.41-2, 

§  39.42-5  Subtraction  for  redemption 
of  trading  stamps,  (a)  If  a  taxpayer, 
for  the  purpose  of  promoting  his  busi¬ 
ness,  issues  with  sales  trading  stamps  or 
premium  coupons  redeemable  in  mer¬ 
chandise  or  cash,  he  should  in  computing 
the  income  from  such  sales  subtract  only 
the  amount  which  will  be  required  for 
the  redemption  of  such  part  of  the  total 
issue  of  trading  stamps  or  premium  cou¬ 
pons  issued  during  the  taxable  year  as 
will  eventually  be  presented  for  redemp¬ 
tion.  This  amount  will  be  determined 
in  the  light  of  the  experience  of  the  tax¬ 
payer  in  his  particular  business  and  of 
other  users  of  trading  stamps  or  premi¬ 
um  coupons  engaged  in  similar  busi¬ 
nesses.  The  taxpayer  shall  file  for  each 
of  the  five  preceding  years  or  such  num¬ 
ber  of  these  years  as  stamps  or  coupons 
have  been  issued  by  him,  a  statement 
showing : 

(1)  The  total  issue  of  stamps  during 
each  year; 

(2)  The  total  stamps  redeemed  in 
each  year;  and 

(3)  The  rate,  in  percentage,  which  the 
stamps  redeemed  in  each  year  bear  to 
the  total  stamps  issued  in  such  year, 
regardless  of  the  year  when  such  re¬ 
deemed  stamps  were  issued. 

(b)  A  similar  statement  shall  also  be 
presented  showing  the  experience  of 
other  users  of  stamps  or  coupons  whose  j 
experience  is  relied  upon  by  the  tax-  1 
payer  to  determine  the  amount  to  be 
subtracted  from  the  proceeds  of  sales. 
The  Commissioner  will  examine  the  basis 
used  in  each  return,  and  in  any  case  m 
which  the  amount  subtracted  in  respect 
of  such  stamps  or  coupons  is  found  to  be 
excessive,  appropriate  adjustment  will  be 
made. 
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§  39.42-6  Noninterest-hearing  obli¬ 
gations  issued  at  discount,  (a)  If  a  tax¬ 
payer  owns  any  noninterest-bearing  ob¬ 
ligation  issued  at  a  discount  and  redeem¬ 
able  for  fixed  amounts  increasing  at 
stated  intervals,  and  if  the  increase  in 
redemption  price  of  such  obligation  oc¬ 
curring  in  the  taxable  year  does  not 
constitute  income  for  such  year  under 
the  method  of  accounting  used  in  com¬ 
puting  his  net  income,  the  taxpayer  may, 
at  his  election,  treat  such  increase  as 
constituting  income  for  the  year  in  which 
It  occurs  rather  than  in  the  year  in  which 
the  obligation  is  disposed  of,  redeemed, 
or  paid  at  maturity.  The  election  must 
be  made  in  the  taxpayer’s  return*  and 
may  be  made  for  any  taxable  year.  The 
election  shall  apply  also  to  all  other  ob¬ 
ligations  of  the  type  described  in  this 
section  owned  by  the  taxpayer  at  the 
beginning  of  the  first  taxable  year  to 
which  the  election  applies  and  to  those 
thereafter  acquired  by  him.  It  shall 
apply  to  the  taxable  year  for  which  such 
return  is  filed,  and  shall  be  binding  for 
all  subsequent  taxable  years  unless  upon 
application  by  the  taxpayer  the  Com- 
mis.'^ioner  permits  the  taxpayer,  subject 
to  such  conditions  as  the  Commissioner 
deems  necessary,  to  change  to  a  different 
method  of  reporting  income  from  such 
obligations.  Although  the  election,  once 
made,  is  binding  upon  the  taxpayer,  it 
does  not  apply  to  a  transferee  of  such 
taxpayer. 

(b)  In  any  ca.se  in  which  an  election 
is  made  under  this  section,  the  amount 
considered  to  accrue  in  any  taxable  year 
to  which  the  election  applies  is  measured 
by  the  actual  increases  in  the  redemption 
price  occurring  in  that  year.  Such 
amount  shall  not  be  considered  to  ac¬ 
crue  ratably  betw'een  the  dates  on  which 
the  redemption  price  changes.  Thus,  if 
two  dates  on  w'hich  the  redemption  price 
increases  fall  within  a  taxable  year  and 
if  the  redemption  price  increases  in  the 
amount  of  50  cents  on  each  such  date, 
the  amount  deemed  to  accrue  in  that 
year  would  be  $1.  If  at  the  beginning  of 
the  first  taxable  year  to  which  the  elec¬ 
tion  applies  the  taxpayer  owns  non- 
interest-bearing  bonds  of  the  prescribed 
character  acquired  prior  thereto,  he  is 
required  to  report  in  such  year,  in  ad¬ 
dition  to  the  increases  in  the  redemption 
price  actually  falling  within  that  year, 
the  total  of  the  increases  in  such  price 
occurring  between  the  date  of  his  ac¬ 
quisition  and  the  beginning  of  such  year. 

Example.  Throughout  the  calendar  year 
1952,  a  taxpayer  who  makes  his  returns  on 
the  calendar  year  basis  and  computes  his  net 
Income  on  the  cash  receipts  and  disburse¬ 
ments  basis  holds  United  States  savings 
bonds.  Series  E,  having  a  maturity  value  of 
•5,000,  which  he  purchased  on  January  1, 
1947,  for  $3,750.  Tlie  taxpayer  holds  no 
other  obligation  of  the  type  described  In  this 
8ection.  In  his  return  for  1952  the  taxpayer 
elects  to  treat  the  increase  In  the  redemp¬ 
tion  price  of  such  bonds  occurring  in  such 
year  as  income  to  him  for  such  year  Under 
this  section  he  is  required  to  report  with  re- 
epect  to  such  bonds  as  subject  to  both  nor¬ 
mal  tax  and  surtax  $400,  of  which  $300  repre¬ 
sents  the  increase  in  the  redemption  price 
before  1952  and  $100  represents  the  Increase 
In  the  redemption  price  in  1952. 


§  39.42-7  Short-term  obligations  is¬ 
sued  on  discount  basis.  In  the  case  of 
any  obligation  of  the  United  States  or 
any  of  its  possessions,  or  of  a  State  or 
Territory,  or  any  political  subdivision 
thereof,  or  of  the  District  of  Columbia,  is¬ 
sued  on  or  after  March  1,  1941,  on  a  dis¬ 
count  basis  and  payable  without  interest 
at  a  fixed  maturity  date  not  exceeding 
one  year  from  the  date  of  issue,  the 
amount  of  discount  at  which  such  obliga¬ 
tion  is  originally  sold  shall  not  be  con¬ 
sidered  to  accrue  until  the  date  on  which 
such  obligation  is  paid  at  maturity,  sold, 
or  otherw'ise  disposed  of.  Accordingly, 
if  a  taxpayer  who  computes  his  net  in¬ 
come  on  the  accrual  basis  purchases 
upon  issuance  a  United  States  Treasury 
bill  and  holds  it  until  maturity,  the  en¬ 
tire  amount  of  the  discount  at  which  the 
bill  was  originally  sold  accrues  on  the 
date  of  maturity;  and  if  such  a  taxpayer 
holds  a  United  States  Treasury  bill  for  a 
period  less  than  its  life,  the  portion  of  the 
original  discount  attributable  to  such 
period  accrues  only  on  the  date  on  which 
he  sells  or  otherwise  disposes  of  the  bill 
or  receives  payment  at  maturity.  The 
original  discount  or  the  portion  of  such 
discount,  as  the  case  may  be,  is  includible 
only  in  the  gross  income  for  the  taxable 
year  in  w'hich  the  taxpayer  sells  or  other¬ 
wise  disposes  of  the  bill  or  receives  pay¬ 
ment  at  maturity.  For  examples  illus¬ 
trating  rules  for  computation  of  income 
from  sale  or  other  disposition  of  obliga¬ 
tions  of  the  type  described  in  this  section, 
see  §  39.117  (a)-l. 

5  39.43  Statutory  provisions;  ac¬ 
counting  periods  and  methods  of  ac¬ 
counting:  period  for  which  deductions 
and  credits  taken. 

Sec.  43.  Period  for  which  deductions  and 
credits  taken.  The  deductions  and  credits 
(other  than  the  corporation  dividends  paid 
credit  provided  in  section  27)  provided  for 
in  this  chapter  shall  be  taken  for  the  taxa¬ 
ble  year  in  which  "paid  or  accrued”  or  “paid 
or  incurred,”  dependent  upon  the  method  of 
accounting  upon  the  basis  of  which  the  net 
Income  is  computed,  unless  in  order  to  clearly 
reflect  the  Income  the  deductions  or  credits 
should  be  taken  as  of  a  different  period.  In 
the  case  of  the  death  of  a  taxpayer  whose  net 
income  is  computed  upon  the  basis  of  the 
accrual  method  of  accounting,  amounts  (ex¬ 
cept  amounts  includible  in  compuiiug  a 
partner's  net  Income  under  section  182)  ac¬ 
crued  as  deductions  and  credits  only  by  rea¬ 
son  of  the  death  of  the  taxpayer  shall  not  be 
allowed  in  computing  net  income  for  the 
period  in  which  falls  the  date  of  the  tax¬ 
payer’s  death. 

[Sec.  43  as  amended  by  sec.  134  (b).  Rev.  Act 
1942] 

§  39.43-1  "Paid  or  incurred"  and 
"paid  or  accrued.”  (a)  The  terms  "paid 
or  incurred’’  and  "paid  or  accrued’’  will 
be  construed  according  to  the  method  of 
accounting  upon  the  basis  of  which  the 
net  income  is  computed  by  the  taxpayer. 
(See  section  48  (c).)  The  deductions 
and  credits  provided  for  in  chapter  1 
(other  than  the  dividends  paid  credit 
provided  in  section  27)  must  be  taken 
for  the  taxable  year  in  which  “paid  or 
accrued”  or  "paid  or  incurred.”  unless 
in  order  clearly  to  reflect  the  income 
such  deductions  or  credits  should  be 
taken  as  of  a  different  period.  If  a  tax¬ 
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payer  desires  to  claim  a  deduction  or  a 
credit  as  of  a  period  other  than  the 
period  in  which  it  was  “paid  or  accrued” 
or  "paid  or  incurred,”  he  shall  attach  to 
his  return  a  statement  setting  forth  his 
request  for  consideration  of  the  case  by 
the  Commissioner  together  with  a  com¬ 
plete  statement  of  the  facts  upon  which 
he  relies.  However,  in  his  income  tax 
return  he  shall  take  the  deduction  or 
credit  only  for  the  taxable  period  in 
which  it  was  actually  "paid  or  incurred,” 
or  "paid  or  accrued,”  as  the  case  may 
be.  Upon  the  audit  of  the  return,  the 
Commissioner  will  decide  whether  the 
case  is  within  the  exception  provided  by 
the  Internal  Revenue  Code,  and  the  tax¬ 
payer  will  be  advised  as  to  the  period  for 
which  the  deduction  or  credit  is  prop¬ 
erly  allowable, 

(b)  In  any  case  in  which,  owing  to 
monetary,  exchange,  or  other  restric¬ 
tions  imposed  by  a  foreign  country,  an 
amount  otherwise  constituting  gross  in¬ 
come  for  the  taxable  year  from  sources 
without  the  United  States  is  not  includi¬ 
ble  in  gross  income  of  the  taxpayer  for 
that  year,  the  deductions  and  credits 
charged  against  the  amount  so  re¬ 
stricted  shall  be  deemed  to  have  been 
"paid  or  accrued”  or  "paid  or  incurred” 
proportionately  in  any  subsequent  tax¬ 
able  year  in  which  such  amount  or  por¬ 
tion  thereof  is  includible  in  gross  income. 
See  §  39.131  (d)-l  for  the  treatment  of 
foreign  income  tax  imposed  with  respect 
to  such  amount  as  a  basis  of  credit  for 
foreign  income  tax  in  such  cases. 

(c)  The  provisions  of  paragraphs  (a) 
and  (b)  of  this  section  are  in  general  ap¬ 
plicable  with  respect  to  the  taxable  year 
during  which  the  taxpayer  dies.  How¬ 
ever,  if  the  taxpayer  followed  the  ac¬ 
crual  method  of  accounting,  there  shall 
be  included  in  computing  net  income  for 
such  year  no  amount  accrued  solely  by 
reason  of  his  death  other  than  his  dis¬ 
tributive  share  of  the  losses  of  a  partner¬ 
ship  for  the  year  ending  with  the  dis¬ 
solution  of  the  partnership  on  account 
of  his  death.  No  change  in  the  ac¬ 
counting  practice  of  the  partnership 
shall  be  made  because  of  the  taxpayer’s 
death  when  the  income  and  losses  of  the 
partnership  are  computed  for  the  year 
ending  with  the  dissolution  of  the  part¬ 
nership  on  account  of  the  partner’s 
death. 

§  39.43-2  When  charges  deductible. 
Each  year’s  return,  so  far  as  practicable, 
both  as  to  gross  income  and  deductions 
therefrom,  should  be  complete  in  itself, 
and  taxpayers  are  expected  to  make 
every  reasonable  effort  to  ascertain  the 
facts  necessary  to  make  a  correct  re¬ 
turn.  The  expenses,  liabilities,  or  defi¬ 
cit  of  one  year  cannot  be  used  to  reduce 
the  income  of  a  subsequent  year.  A 
taxpayer  has  the  right  to  deduct  all  au¬ 
thorized  allowances,  and  it  follows  that 
if  he  does  not  within  any  year  deduct 
certain  of  his  expenses,  losses,  interest, 
taxes,  or  other  charges,  he  cannot  de¬ 
duct  them  from  the  income  of  the  next 
or  any  succeeding  year.  It  is  recog¬ 
nized,  however,  that  particularly  in  a 
going  business  of  any  magnitude  there 
are  certain  overlapping  items  both  of 
income  and  deduction,  and  so  long  as 
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these  overlapping  items  do  not  materi¬ 
ally  distort  the  income  they  may  be  in¬ 
cluded  in  the  year  in  which  the  taxpayer, 
pursuant  to  a  consistent  policy,  takes 
them  into  his  accounts.  Judgments  or 
other  binding  adjudications,  such  as  de¬ 
cisions  of  referees  and  boards  of  review 
under  workmen’s  compensation  laws,  on 
account  of  damages  for  patent  infringe¬ 
ment,  personal  injuries,  or  other  cause, 
are  deductible  from  gross  income  when 
the  claim  is  so  adjudicated  or  paid,  un¬ 
less  taken  under  other  method  of  ac¬ 
counting  which  clearly  reflect  the  cor¬ 
rect  deduction,  less  any  amount  of  such 
damages  as  may  have  been  compensated 
for  by  insurance  or  otherwise.  If  sub¬ 
sequent  to  its  occurrence,  however,  a 
taxpayer  first  ascertains  the  amount  of 
a  loss  sustained  during  a  prior  taxable 
year  which  has  not  been  deducted  from 
gross  income,  he  may  render  an  amend¬ 
ed  return  for  such  preceding  taxable 
year  including  such  amount  of  loss  in 
the  deductions  from  gross  income  and 
may  file  a  claim  for  refund  of  the  excess 
tax  paid  by  reason  of  the  failure  to  de¬ 
duct  such  loss  in  the  original  return. 
(See  section  322.)  A  loss  from  theft  or 
embezzlement  occurring  in  one  year  and 
discovered  in  another  is  ordinarily  de¬ 
ductible  for  the  year  in  which  sustained. 

§  39.44  Statutory  provisions;  ac~ 
counting  periods  and  methods  of  ac¬ 
counting;  installment  basis. 

Sec.  44.  Installment  basis — (a)  Dealers  in 
personal  property.  Under  regulations  pre¬ 
scribed  by  the  Commissioner  with  the  ap¬ 
proval  of  the  Secretary,  a  p>erson  who  regu¬ 
larly  sells  or  otherwise  disposes  of  personal 
property  on  the  Installment  plan  may  return 
as  income  therefrom  in  any  taxable  year  that 
proportion  of  the  installment  payments  ac¬ 
tually  received  in  that  year  which  the  gross 
profit  realized  or  to  be  realized  when  pay¬ 
ment  is  completed,  bears  to  the  total  con¬ 
tract  price. 

(b)  Sales  of  realty  and  .casual  sales  of 
personalty.  In  the  case  (1)  of  a  casual  sale 
or  other  casual  dis{X)sltion  of  p>ersonal  prop¬ 
erty  (other  than  property  of  a  kind  which 
would  properly  be  included  in  the  Inventory 
of  the  taxpayer  if  on  hand  at  the  close  of 
the  taxable  year),  for  a  price  exceeding 
$1,000,  or  (2)  of  a  sale  or  other  disposition 
of  real  property,  if  in  either  case  the  initial 
payments  do  not  exceed  30  per  centum  of 
the  selling  price  (cr,  in  case  the  sale  or  other 
disposition  was  in  a  taxable  year  beginning 
prior  to  January  1,  1934,  the  percentage  of 
the  selling  price  prescribed  in  the  law  ap¬ 
plicable  to  such  year),  the  Income  may, 
under  regulations  prescribed  by  the  Com¬ 
missioner  with  the  apfu-oval  of  the  Secretary, 
be  returned  on  the  basis  and  in  the  manner 
above  prescribed  in  this  section.  As  used 
In  this  section  the  term  "initial  payments” 
means  the  payments  received  in  cash  or 
property  other  than  evidences  of  indebted¬ 
ness  of  the  purchaser  during  the  taxable 
period  in  which  the  sale  or  other  disposition 
is  made. 

(c)  Change  from  accrual  to  installment 
basis.  If  a  taxpayer  entitled  to  the  benefits 
of  subsection  (a)  elects  for  any  taxable  year 
to  report  his  net  income  on  the  installment 
baisis,  then  in  computing  his  income  for  the 
year  of  change  or  any  subsequent  year, 
amounts  actually  received  during  any  such 
year  on  account  of  sales  or  other  dispositions 
of  property  made  in  any  prior  year  shall  not 
be  excluded. 

(d)  Gain  or  loss  upon  disposition  of  fn- 
stallment  obligations.  If  an  installment 


obligation  is  satisfied  at  other  than  its  face 
value  or  distributed,  transmitted,  sold,  or 
otherwise  disposed  of,  gain  or  loss  shall 
result  to  the  extent  of  the  difference  between 
the  basis  of  the  obligation  and  (1)  in  the 
case  of  satisfaction  at  other  than  face  value 
or  a  sale  or  exchange — the  amount  realized, 
or  (2)  in  case  of  a  distribution,  transmission, 
or  disposition  otherwise  than  by  sale  or  ex¬ 
change — the  fair  market  value  of  the  obliga¬ 
tion  at  the  time  of  such  distribution,  trans¬ 
mission,  or  disposition.  Any  gain  or  loss  so 
resulting  shall  be  considered  as  resulting 
from  the  sale  or  exchange  of  the  property  in 
respect  of  which  the  installment  obligation 
was  received.  The  basis  of  the  obligation 
shall  be  the  excess  of  the  face  value  of  the 
obligation  over  an  amount  equal  to  the  in¬ 
come  which  would  be  returnable  were  the 
obligation  satisfied  in  full.  This  subsection 
shall  not  apply  to  the  transmission  at  death 
of  installment  obligations  if  there  is  filed 
with  the  Commissioner,  at  such  time  as  he 
may  by  regulation  prescribe,  a  bond  in  such 
amount  and  with  such  sureties  as 'he  may 
deem  necessary,  conditioned  upon  the  return 
as  income,  by  the  person  receiving  any  pay¬ 
ment  on  such  obligations,  of  the  same  pro¬ 
portion  of  such  payment  as  would  be  return¬ 
able  as  Income  by  the  decedent  if  he  had 
lived  and  had  received  such  payment.  If  an 
installment  obligation  is  distributed  by  one 
corporation  to  another  corporation  in  the 
course  of  a  liquidation,  and  under  section 
112  (b)  (6)  no  gain  or  loss  with  respect  to 
the  receipt  of  such  obligation  is  recognized  in 
the  case  of  the  recipient  corporation,  then 
no  gain  or  loss  with  respect  to  the  distribu¬ 
tion  of  such  obligation  shall  be  recognized 
in  the  case  of  the  distributing  corporation. 

§  39.44-1  Sale  of  personal  property  on 
installment  plan,  (a)  Dealers  who  sell 
on  the  installment  plan  usually  adopt 
one  of  four  ways  of  protecting  them¬ 
selves  in  case  of  default — 

(1)  By  an  agreement  that  title  is  to 
remain  in  the  vendor  until  the  purchaser 
has  completely  performed  his  part  of  the 
transaction; 

(2)  By  a  form  of  contract  in  which 
title  is  conveyed  to  the  purchaser  imme¬ 
diately,  but  subject  to  a  lien  for  the  un¬ 
paid  portion  of  the  selling  price; 

(3)  By  a  present  transfer  of  title  to 
the  purchaser,  who  at  the  same  time 
executes  a  reconveyance  in  the  form  of 
a  chattel  mortgage  to  the  vendor;  or 

(4)  By  conveyance  to  a  trustee  pend¬ 
ing  performance  of  the  contract  and  sub¬ 
ject  to  its  provisions.  , 

(b)  The  general  purpose  and  effect 
being  the  same  in  all  of  these  cases, 
the  same  rule  is  uniformly  applicable. 
The  general  rule  prescribed  is  that  a 
person  who  regularly  sells  or  otherwise 
disposes  of  personal  property  on  the  in¬ 
stallment  plan,  whether  or  not  title  re¬ 
mains  in  the  vendor  until  the  property 
is  fully  paid  for,  may  return  as  income 
therefrom  in  any  taxable  year  that  pro¬ 
portion  of  the  installment  payments  ac¬ 
tually  received  in  that  year  which  the 
total  or  gross  profit  (that  is,  sales  less 
cost  of  goods  sold)  realized  or  to  be  re¬ 
alized  when  the  property  is  paid  for, 
bears  to  the  total  contract  price.  Thus, 
the  income  of  a  dealer  in  personal  prop¬ 
erty  on  the  installment  plan  may  be 
as(;ertained  by  taking  as  income  that 
proportion  of  the  total  payments  re¬ 
ceived  in  the  taxable  year  from  install¬ 
ment  sales  (such  payments  being  allo¬ 
cated  to  the  year  against  the  sales  of 
which  they  apply)  which  the  total  or 


gross  profit  realized  or  to  be  realized  on 
the  total  installment  sales  made  during 
each  year  bears  to  the  total  contract 
price  of  all  such  sales  made  during  that 
respective  year.  No  payments  received 
in  the  taxable  year  shall  be  excluded  in 
computing  the  amount  of  income  to  be 
returned  on  the  ground  that  they  were 
received  under  a  sale  the  total  profit 
from  which  was  returned  as  income  dur¬ 
ing  a  taxable  year  or  years  prior  to  the 
change  by  the  taxpayer  to  the  install¬ 
ment  basis  of  returning  income.  Deduc¬ 
tible  items  are  not  to  be  allocated  to  the 
years  in  which  the  profits  from  the  sales 
of  a  particular  year  are  to  be  returned 
as  income,  but  must  be  deducted  for  the 
taxable  year  in  which  the  items  are 
“paid  or  incurred”  or  “paid  or  accrued,” 
as  provided  by  sections  43  and  48.  A 
dealer  who  desires  to  compute  his  in¬ 
come  on  the  installment  basis  shall 
maintain  books  of  accounts  in  such  a 
manner  as  to  enable  an  accurate  com¬ 
putation  to  be  made  on  such  basis  in 
accordance  with  the  provisions  of  this 
section. 

(c)  The  income  from  a  casual  sale  or 
other  casual  disposition  of  personal 
property  (other  than  property  of  a  kind 
which  should  properly  be  included  in 
inventory)  may  be  reported  on  the  in¬ 
stallment  basis  only  if  (1)  the  sale  price 
exceeds  $1,090  and  (2)  the  initial  pay¬ 
ments  do  not  exceed  30  percent  of  the 
selling  price. 

(d)  If  for  any  reason  the  purchaser 
defaults  in  any  of  his  payments,  and  the 
vendor  returning  income  on  the  install¬ 
ment  basis  repossesses  the  property  sold, 
whether  title  thereto  had  been  retained 
by  the  vendor  or  transferred  to  the  pur¬ 
chaser,  gain  or  loss  for  the  year  in  which 
the  repossession  occurs  is  to  be  computed 
upon  any  installment  obligations  of  the 
purchaser  which  are  satisfied  or  dis¬ 
charged  upon  the  repossession  or  are  ap¬ 
plied  by  the  vendor  to  the  purchase  or 
bid  price  of  the  property.  Such  gain  or 
loss  is  to  be  measured  by  the  difference 
between  the  fair  market  value  of  the 
property  repossessed  and  the  basis  in 
the  hands  of  the  vendor  of  the  obliga¬ 
tions  of  the  purchaser  which  are  so 
satisfied,  discharged,  or  applied,  with 
proper  adjustment  for  any  other 
amounts  realized  or  costs  incurred  in 
connection  with  the  repossession.  (See 
also  §  39.44-5.)  The  basis  in  the  hands 
of  the  vendor  of  the  obligations  of  the 
purchaser  satisfied,  discharged,  or  ap¬ 
plied  upon  the  repossession  of  the  prop¬ 
erty  shall  be  the  excess  of  the  face  value 
of  such  obligations  over  an  amount  equal 
to  the  income  which  would  be  returnable 
were  the  obligations  paid  in  full.  No 
deduction  for  a  bad  debt  shall  in  any 
case  be  taken  on  account  of  any  portion 
of  the  obligations  of  the  purchaser  which 
are  treated  by  the  vendor  as  not  having 
been  satisfied,  discharged,  or  applied 
upon  the  repossession,  unless  it  is  clearly 
shown  that  after  the  property  was  re¬ 
possessed  the  purchaser  remained  liable 
for  such  portion;  and  in  no  event  shall 
the  amount  of  the  deduction  exceed  the 
basis  in  the  hands  of  the  vendor  of  the 
portion  of  the  obligations  with  respect  to 
which  the  purchaser  remained  liable 
after  the  repossession.  (See  also  §  39.23 
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(k)-l.)  If  the  property  repossessed  is 
bid  in  by  the  vendor  at  a  lawful  public 
auction  or  judicial  sale,  the  fair  market 
'  value  of  the  property  shall  be  presumed 
to  be  the  purchase  or  bid  price  thereof 
in  the  absence  of  clear  and  convincing 
proof  to  the  contrary.  The  property  re¬ 
possessed  shall  be  carried  on  the  books 
of  the  vendor  at  its  fair  market  value  at 
the  time  of  repossession. 

(e)  If  the  vendor  chooses  as  a  matter 
of  consistent  practice  to  return  the  in¬ 
come  from  installment  sales  on  the 
straight  accrual  or  cash  receipts  and  dis¬ 
bursements  basis,  such  a  course  is  per¬ 
missible. 

§  39.44-2  Sale  of  real  property  in~ 
volving  deferred  payments,  (a)  Under 
section  44  deferred-payment  sales  of  real 
property  include  (1)  agreements  of  pur¬ 
chase  and  sale  which  contemplate  that 
a  conveyance  is  not  to  be  made  at  the 
outset,  but  only  after  all  or  a  substantial 
portion  of  the  selling  price  has  been 
paid,  and  (2>  sales  in  which  there  is  an 
immediate  transfer  of  title,  the  vendor 
being  protected  by  a  mortgage  or  other 
lien  as  to  deferred  payments. 

(b)  Such  sales,  either  under  para¬ 
graph  (a)  (1)  or  (2)  of  this  section  fall 
into  two  classes  when  considered  with  re¬ 
spect  to  the  terms  of  sale,  as  follows: 

(1)  Sales  of  property  on  the  install¬ 
ment  plan,  that  is,  sales  in  which  the 
payments  received  in  cash  or  property 
other  than  evidences  of  indebtedness  of 
the  purchaser  during  the  taxable  year  in 
which  the  sale  is  made  do  not  exceed  30 
percent  of  the  selling  price; 

(2)  Deferred-payment  sales  not  on 
the  installment  plan,  that  is,  sales  in 
which  the  payments  received  in  cash  or 
property  other  than  evidences  of  indebt¬ 
edness  of  the  purchaser  during  the  tax¬ 
able  year  in  which  the  sale  is  made  ex¬ 
ceed  30  percent  of  the  selling  price. 

ic)  In  the  sale  of  mortgaged  property 
the  amount  of  the  mortgage,  whether 
the  property  is  merely  taken  subject  to 
the  mortgage  or  whether  the  mortgage 
is  assumed  by  f  i?  purchaser,  shall  be  in¬ 
cluded  as  a  part  of  the  “selling  price,” 
but  the  amount  of  the  mortgage,  to  the 
extent  it  does  not  exceed  the  basis  to 
the  vendor  of  the  property  sold,  shall  not 
be  considered  as  a  part  of  the  “initial 
payments”  or  of  the  “total  contract 
price,”  as  those  terms  are  used  in  section 
44,  in  §§  39.44-1  and  39.44-3,  and  in  this 
section.  The  term  “initial  payments” 
does  not  include  amounts  received  by  the 
vendor  in  the  year  of  sale  from  the  dis¬ 
position  to  a  third  person  of  notes  given 
by  the  vendee  as  part  of  the  purchase 
price  which  are  due  and  payable  in  sub¬ 
sequent  years.  Commissions  and  other 
selling  expenses  paid  or  incurred  by  the 
vendor  are  not  to  be  deducted  or  taken 
into  account  in  determining  the  amount 
of  the  “initial  payments,”  the  “total  con¬ 
tract  price,”  or  the  “selling  price.”  The 
term  “initial  payments”  contemplates  at 
least  one  other  payment  in  addition  to 
the  init'al  payment.  If  the  entire  pur¬ 
chase  price  is  to  be  paid  in  a  lump  sum 
in  a  later  year,  there  being  no  payment 
during  the  first  year,  the  income  may  not 
be  returned  on  the  installment  basis. 
Inccme  may  not  be  returned  on  the  in¬ 


stallment  basis  where  no  payment  in 
cash  or  property,  other  than  evidences 
of  indebtedness  of  the  purchaser,  is  re¬ 
ceived  during  the  first  year,  the  pur¬ 
chaser  having  promised  to  make  two  or 
more  payments  in  later  years. 

§  39.44-3  Sale  of  real  property  on  in¬ 
stallment  plan,  (a)  In  transactions  in¬ 
cluded  in  §  39.44-2  (a)  (1)  the  vendor 
may  return  as  income  from  such  trans¬ 
actions  in  any  taxable  year  that  propor¬ 
tion  of  the  installment  payments 
actually  received  in  that  year  which  the 
total  profit  realized  or  to  be  realized 
when  the  property  is  paid  for  bears  to 
the  total  contract  price. 

(b)  If  the  purchaser  defaults  in  any 
of  his  payments,  and  the  vendor  return¬ 
ing  income  on  the  installment  basis  re¬ 
acquires  the  property  sold,  whether  title 
thereto  had  been  retained  by  the  vendor 
or  transferred  to  the  purchaser,  gain  or 
loss  for  the  year  in  which  the  reacquisi¬ 
tion  occurs  is  to  be  computed  upon  any 
installment  obligations  of  the  purchaser 
which  are  satisfied  or  discharged  upon 
the  reacquisition  or  are  applied  by  the 
vendor  to  the  purchase  or  bid  price  of 
the  property.  Such  gain  or  loss  is  to  be 
measured  by  the  difference  between  the 
fair  market  value  of  the  property  re¬ 
acquired  (including  the  fair  market 
value  of  any  fixed  improvements  placed 
on  the  property  by  the  purchaser)  and 
the  basis  in  the  hands  of  the  vendor  of 
the  obligations  of  the  purchaser  which 
are  so  satisfied,  discharged,  or  applied, 
with  proper  adjustment  for  any  other 
amounts  realized  or  costs  incurred  in 
connection  with  the  reacquisition.  (See 
also  §  39.44-5.)  The  basis  in  the  hands 
of  the  vendor  of  the  obligations  of  the 
purchaser  satisfied,  discharged,  or  ap¬ 
plied  upon  the  reacquisition  of  the  prop¬ 
erty  will  be  the  excess  of  the  face  value 
of  such  obligations  over  an  amount 
equal  to  the  income  which  would  be  re¬ 
turnable  were  the  obligations  paid  in 
full.  No  deduction  for  a  bad  debt  shall 
in  any  case  be  taken  on  account  of  any 
portion  of  the  obligations  of  the  pur¬ 
chaser  which  are  treated  by  the  vendor 
as  not  having  been  satisfied,  discharged, 
or  applied  upon  the  reacquisition  of  the 
property,  unless  it  is  clearly  shown  that 
after  the  property  was  reacquired  the 
purchaser  remained  liable  for  such  por¬ 
tion;  and  in  no  event  shall  the  amount 
of  the  deduction  exceed  the  basis  in  the 
hands  of  the  vendor  of  the  portion  of 
the  obligations  with  respect  to  which  the 
purchaser  remained  liable  after  the  re¬ 
acquisition.  (See  §  39.23  (k)-l.)  If  the 
property  reacquired  is  bid  in  by  the 
vendor  at  a  foreclosure  sale,  the  fair 
market  value  of  the  property  shall  be 
presumed  to  be  the  purchase  or  bid  price 
thereof  in  the  absence  of  clear  and  con¬ 
vincing  proof  to  the  contrary.  If  the 
property  reacquired  is  subsequently  sold, 
the  basis  for  determining  gain  or  loss  is 
the  fair  market  value  of  the  property  at 
the  date  of  reacquisition  (including  the 
fair  market  value  of  any  fixed  improve¬ 
ments  placed  on  the  property  by  the 
purchaser). 

(c)  If  the  vendor  chooses  as  a  matter 
of  consistent  practice  to  return  the  in¬ 
come  from  installment  sales  on  the 


straight  accrual  or  cash  receipts  and  dis¬ 
bursements  basis,  such  a  course  is  per¬ 
missible,  and  the  sales  will  be  treated  as 
deferred-payment  sales  not  on  the  in¬ 
stallment  plan. 

§  39.44-4  Deferred-payment  sale  of 
real  property  not  on  installment  plan. 
(a)  In  transactions  included  in  §  39.44-2 
(a)  (2),  the  obligations  of  the  purchaser 
received  by  the  vendor  are  to  be  consid¬ 
ered  as  the  equivalent  of  cash  to  the 
amount  of  their  fair  market  value  in  as¬ 
certaining  the  profit  or  loss  from  the 
transaction. 

(b)  If  the  vendor  has  retained  title  to 
the  property  and  the  purchaser  defaults 
in  any  of  his  payments,  and  the  vendor 
repossesses  the  property,  the  difference 
between  (1)  the  entire  amount  of  the 
payments  actually  received  on  the  con¬ 
tract  and  retained  by  the  vendor  plus 
the  fair  market  value  at  the  time  of  re¬ 
possession  of  fixed  improvements  placed 
on  the  property  by  the  purchaser  and  (2) 
the  sum  of  the  profits  previously  returned 
as  income  in  connection  therewith  and 
an  amount  representing  what  would  have 
been  a  proper  adjustment  for  exhaustion, 
wear  and  tear,  obsolescence,  amortiza¬ 
tion,  and  depletion  of  the  property  dur¬ 
ing  the  period  the  property  was  in  the 
hands  of  the  purchaser  had  the  sale  not 
been  made  will  constitute  gain  or  loss, 
as  the  case  may  be,  to  the  vendor  for  the 
year  in  which  the  property  is  repossessed, 
and  the  basis  of  the  property  in  the 
hands  of  the  vendor  will  be  the  original 
basis  at  the  time  of  the  sale  plus  the 
fair  market  value  at  the  time  of  repos¬ 
session.  of  fixed  improvements  placed  on 
the  property  by  the  purchaser.  If  the 
vendor  has  previously  transferred  title 
to  the  purchaser,  and  the  purchaser  de¬ 
faults  in  any  of  his  payments,  and  the 
vendor  accepts  a  voluntar:’  reconveyance 
of  the  property,  in  partial  or  full  sat¬ 
isfaction  of  the  unpaid  portion  of  the 
purchase  price,  the  receipt  of  the  prop¬ 
erty  so  reacquired,  to  the  extent  of  its 
fair  market  value  at  that  time,  including 
the  fair  market  value  of  fixed  improve¬ 
ments  placed  on  the  property  by  the 
purchaser,  shall  be  considered  as  the 
receipt  of  payment  on  the  obligations 
satisfied.  If  the  fair  market  value  of 
the  property  is  greater  than  the  basis  of 
the  obligations  of  the  purchaser  so  sat¬ 
isfied  (generally,  such  basis  being  the 
fair  market  value  of  such  obligations 
previously  recognized  in  computing  in¬ 
come),  the  excess  constitutes  ordinary 
income,  and  if  the  value  of  such  property 
is  less  than  the  basis  of  such  obligations, 
the  difference  may  be  deducted  as  a  bad 
debt  if  uncollectible,  except  that  if  the 
obligations  satisfied  are  securities  (as 
defined  in  section  23  (k)  (3)  and  section 
117  (f) ),  any  gain  or  loss  resulting  from 
the  transaction  is  a  capital  gain  or  loss 
subject  to  the  provisions  of  section  117. 
If  the  property  reacquired  is  subse¬ 
quently  sold,  the  basis  for  determining 
gain  or  loss  is  the  fair  market  value  of 
the  property  at  the  date  of  reacquisition 
including  the  fair  market  value  of  the 
fixed  improvements  placed  on  the  prop¬ 
erty  by  the  purchaser.  See  §  39.23  (k)-3 
with  respect  to  property  reacquired  in  a 
foi'eclosure  proceeding. 
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(c)  If  the  obligations  received  by  the 
vendor  have  no  fair  market  value,  the 
payments  in  cash  or  other  property  hav¬ 
ing  a  fair  market  value  shall  be  applied 
against  and  reduce  the  basis  of  the  prop¬ 
erty  sold,  and,  if  in  excess  of  such  basis, 
shall  be  taxable  to  the  extent  of  the 
excess.  Gain  or  loss  is  realized  when 
the  obligations  are  disposed  of  or  satis¬ 
fied,  the  anmunt  being  the  difference 
between  the  reduced  basis  as  provided 
above  and  the  amount  realized  therefor. 
Only  in  rare  and  extraordinary  cases 
does  property  have  no  fair  market  value. 

5  39.44-5  Gain  or  loss  upon  disposi¬ 
tion  of  installment  obligations,  (a)  The 
entire  amount  of  gain  or  loss  resulting 
from  the  disposition  or  satisfaction  of 
installment  obligations,  computed  in  ac¬ 
cordance  with  section  44  (d),  is  recog¬ 
nized  under  the  Internal  Revenue  Code 
unless  the  disposition  is  within  one  of 
the  exceptions  made  by  the  Code.  Such 
an  exception  is  provided  in  section  44 
(d)  with  respect  to  distributions  under 
section  112  (b)  (6),  and  in  section  112 

(b)  (4)  and  (5)  with  respect  to  ex¬ 
changes. 

(b)  The  application  of  section  44  (d) 
may  be  illustrated  by  the  following  ex¬ 
amples: 

Example  (I).  In  1950  the  M  Corporation 
sold  a  piece  of  unimproved  real  estate  to  B 
for  $20,000.  The  company  acquired  the 
property  In  1938  at  a  cost  of  $10,000.  Dur¬ 
ing  1950  the  company  received  $5,000  cash 
and  vendee’s  notes  for  the  remainder  of  the 
selling  price,  or  $15,000,  payable  In  subse¬ 
quent  years.  In  1952,  before  the  vendee 
made  any  further  payments,  the  company 
sold  the  notes  for  $13,000  in  cash.  The  cor¬ 
poration  makes  its  returns  on  the  calendar 
year  basis.  The  income  to  be  reported  for 
1952  is  $5,500,  computed  as  follows: 


Proceeds  of  sale  of  notes _ _ _ $13,  000 

Selling  price  of' property _ $20,000 

Cost  of  property _  10, 000 


Total  profit _  10,  000 

Total  contract  price.  20,  000 
Percent  of  profit,  or  propor¬ 


tion  of  each  payment  re¬ 
turnable  as  income,  $10,- 
000  divided  by  $20,000, 

50  percent. 

Face  value  of  notes _  15,  000 

Amount  of  income  return¬ 
able  were  the  notes  sat¬ 
isfied  in  full,  50  percent 
of  $15,000... . .  7,500 


Excess  of  face  value  of  notes 
over  amount  of  Income 
returnable  were  the  notes 

satisfied  in  full _  7,  500 

Taxable  Income  to  be  reported 

for  1952 _  5,  500 

Example  (2).  Suppose  in  the  example 
given  above  the  M  Corporation,  instead  of 
selling  the  notes,  distributed  them  in  1952 
to  its  shareholders  as  a  dividend,  and  at  the 
time  of  such  distribution  the  fair  market 
value  of  the  notes  was  $14,000.  The  Income 
to  be  reported  for  1952  is  $6,500,  computed 
as  follovi’s: 


Pair  market  value  of  notes _ $14,  000 

Excess  of  face  value  of  notes  over 
amount  of  Income  returnable  were 
the  notes  satisfied  in  full  (com¬ 
puted  as  in  example  ( 1 ) ) _  7,  500 


Taxable  Income  to  be  reported 

for  1952 _  6,  500 


(c)  In  the  case  of  a  decedent  who  dies 
possessed  of  installment  obligations,  no 
gain  on  account  of  the  transmission  at 
death  of  such  obligations  is  required  to  be 
reported  as  income  in  the  return  of  the 
decedent  for  the  year  of  his  death,  if  the 
executor  or  administrator  of  the  estate 
of  the  decedent  or  any  of  the  next  of  kin 
or  legatees  files  with  the  Commissioner 
a  bond  on  Form  1132  conditioned  upon 
the  return  as  income,  by  any  person  re¬ 
ceiving  any  payment  in  satisfaction  of 
such  obligations,  of  the  same  proportion 
of  such  payment  as  would  be  returnable 
as  income  by  the  decedent  if  he  had  lived 
and  received  such  payment.  The  bond 
shall  be  subject  to  the  approval  of  the 
Commissioner,  shall  be  in  an  amount 
sufficient  in  his  judgment  to  insure  col¬ 
lection  of  the  tax  resulting  from  the  ful¬ 
fillment  of  the  conditions  stated  in  the 
bond,  and  shall  be  filed  at  the  time  of 
filing  the  return  for  the  decedent  for  the 
year  of  his  death  or  at  such  later  time 
as  may  be  specified  by  the  Commissioner. 
A  corporation  will  not  be  accepted  as  a 
surety  on  such  bond  unless  the  corpora¬ 
tion  holds  a  certificate  of  authority  from 
the  Secretary  as  an  acceptable  surety  on 
Federal  bonds.  In  lieu  of  surety  or 
sureties  there  may  be  deposited  bonds  or 
notes  of  the  United  States. 

(d)  See  section  117  as  to  the  limitation 
on  capital  losses  sustained  by  corpora¬ 
tions  and  the  limitation  as  to  both  capital 
gains  and  capital  losses  of  individuals. 

§  39.45  Statutory  provisions;  account¬ 
ing  periods  and  methods  of  accounting; 
allocation  of  income  and  deductions. 

Sec.  45.  Allocation  of  income  and  deduc¬ 
tions.  In  any  case  of  two  or  more  organiza¬ 
tions,  trades,  or  businesses  (whether  or  not 
Incorporated,  whether  or  not  organized  in 
the  United  States,  and  whether  or  not  atfili- 
ated)  owned  or  controlled  directly  or  indi¬ 
rectly  by  the  same  interests,  the  Commis¬ 
sioner  is  authorized  to  distribute,  apportion, 
or  allocate  gross  Income,  deductions,  credits, 
or  allowances  between  or  among  such  or¬ 
ganizations,  trades,  or  businesses,  if  he  de¬ 
termines  that  such  distribution,  apportion¬ 
ment,  or  allocation  Is  necessary  In  order  to 
prevent  evasion  of  taxes  or  clearly  to  reflect 
the  income  of  any  of  such  organizations, 
trades,  or  businesses. 

[Sec.  45  as  amended  by  sec.  128  (b).  Rev. 
Act  1943 J 

§  39.45-1  Determination  of  the  tax¬ 
able  net  income  of  a  controlled  tax¬ 
payer — (a)  Definitions.  When  used  in 
this  section: 

(1)  The  term  “organization”  includes 
any  organization  of  any  kind,  whether  it 
be  a  sole  proprietorship,  a  partnership,  a 
trust,  an  estate,  or  a  corporation  (as  each 
is  defined  or  understood  in  the  Internal 
Revenue  Code  or  the  regulations  in  this 
part),  irrespective  of  the  place  where  or¬ 
ganized,  where  operated,  or  where  its 
trade  or  business  is  conducted,  and  re¬ 
gardless  of  whether  domestic  or  foreign, 
whether  exempt,  whether  affiliated,  or 
whether  a  party  to  a  consolidated  return. 

(2)  The  terms  “trade”  or  “business” 
Include  any  trade  or  business  activity  of 
any  kind,  regardless  of  whether  or  where 
organized,  whether  owned  individually 
or  otherwise,  and  regardless  of  the  place 
where  carried  on. 


(3)  The  term  “controlled”  includes 
any  kind  of  control,  direct  or  indirect, 
whether  legally  enforceable,  and  how¬ 
ever  exercisable  or  exercised.  It  is  the 
reality  of  the  control  which  is  decisive, 
not  its  form  or  the  mode  of  its  exerci.se. 

A  presumption  of  control  arises  if  income  • 
or  deductions  have  been  arbitrarily 
shifted. 

(4)  The  term  “controlled  taxpayer" 
means  any  one  of  two  or  more  organiza. 
tions,  trades,  or  businesses  owned  or  con¬ 
trolled  directly  or  indirectly  by  the  same 
Interests. 

(5)  The  terms  “group”  and  “group  of 
controlled  taxpayers”  mean  the  organi¬ 
zations.  trades,  or  businesses  owned  or 
controlled  by  the  same  interests. 

(6)  The  term  “true  net  income" 
means,  in  the  case  of  a  controlled  tax¬ 
payer,  the  net  income  (or,  as  the  case 
may  be,  any  item  or  element  affecting  net 
income)  which  would  have  resulted  to 
the  controlled  taxpayer,  had  it  in  the 
conduct  of  its  affairs  (or,  as  the  case 
may  be,  in  the  particular  contract,  trans¬ 
action,  arrangement,  or  other  act)  dealt 
with  the  other  member  or  members  of 
the  group  at  arm’s  length.  It  does  not 
mean  the  income,  the  deductions,  the 
credits,  the  allowances,  or  the  item  or 
element  of  income,  deductions,  credits,  or 
allowances,  resulting  to  the  controlled 
taxpayer  by  reason  of  the  particular  con¬ 
tract,  transaction,  or  arrangement,  the 
controlled  taxpayer,  or  the  interests  con¬ 
trolling  it,  chose  to  make  (even  though 
such  contract,  transaction,  or  arrange¬ 
ment  be  legally  binding  upon  the  parlies 
tliereto). 

(b)  Scope  and  purpose.  (1)  Tlie  pur¬ 
pose  of  section  45  is  to  place  a  controlled 
taxpayer  on  a  tax  parity  with  an  uncon¬ 
trolled  taxpayer,  by  determining,  accord¬ 
ing  to  the  standard  of  an  uncontrolled 
taxpayer,  the  true  net  income  from  the 
property  and  business  of  a  controlled  tax¬ 
payer.  The  interests  ccntrolling  a  group 
of  controlled  taxpayers  are  assumed  to 
have  complete  power  to  cause  each  con¬ 
trolled  taxpayer  so  to  conduct  its  affairs 
that  its  transactions  and  accounting  re¬ 
cords  truly  reflect  the  net  income  from 
the  property  and  business  of  each  of  the 
controlled  taxpayers.  If,  how’ever,  this 
has  not  been  done,  and  the  taxable  net 
incomes  are  thereby  understated,  the 
statute  contemplates  that  the  Conunis- 
sioner  shall  intervene,  and,  by  making 
such  distributions,  apportionments,  or 
aUoca tions  as  he  may  deem  necessary  of 
gross  income,  deductions,  credits,  or  al¬ 
lowances,  or  of  any  item  o  •  element  af¬ 
fecting  net  income,  between  or  among 
the  controlled  taxpayers  constituting  the 
group,  shall  determine  the  true  net  in¬ 
come  of  each  controlled  ta::payer.  The 
standard  to  be  applied  in  every  case  is 
that  of  an  uncontrolled  taxpayer  dealing 
at  arm’s  length  with  another  uncon¬ 
trolled  taxpayer. 

(2)  Section  45  and  this  section  apply 
to  the  case  of  any  controlled  taxpayer, 
w’hether  such  taxpayer  makes  a  separate 
or  a  consolidated  return.  If  a  controlled 
taxpayer  makes  a  separate  return,  the 
determination  is  of  its  true  separate  net  , 
income.  If  a  controlled  taxpayer  is  a 
party  to  a  consolidated  return,  the  true  | 


§  39.44-5 


Saturday,  September  26,  1953 

consolidated  net  income  of  the  affiliated 
group  and  the  true  separate  net  income 
of  the  controlled  taxpayer  are  deter¬ 
mined  consistently  with  the  principles  of 
a  consolidated  return. 

(3)  Section  45  grants  no  right  to  a 
controlled  taxpayer  to  apply  its  provi¬ 
sions  at  will,  nor  does  it  grant  any  right 
to  compel  the  Commissioner  to  apply 
such  provisions.  It  is  not  intended  (ex¬ 
cept  in  the  case  of  the  computation  of 
consolidated  net  income  under  a  con¬ 
solidated  return)  to  effect  in  any  case 
such  a  distribution,  apportionment,  or 
allocation  of  gross  income,  deductions, 
credits,  or  allowances,  or  any  item  of 
gross  income,  deductions,  credits,  or  al¬ 
lowances,  as  would  produce  a  result 
equivalent  to  a  computation  of  consol¬ 
idated  net  income  under  section  141. 

(C)  Application.  Transactions  be¬ 
tween  one  controlled  taxpayer  and  an¬ 
other  will  be  subjected  to  special  scru¬ 
tiny  to  ascertain  whether  the  common 
control  is  being  used  to  reduce,  avoid,  or 
escape  taxes.  In  determining  the  true 
net  income  of  a  controlled  taxpayer,  the 
Commissioner  is  not  restricted  to  the 
case  of  improper  accounting,  to  the  case 
of  a  fraudulent,  colorable,  or  sham 
transaction,  or  to  the  case  of  a  device  de¬ 
signed  to  reduce  or  avoid  tax  by  shifting 
or  distorting  income,  deductions,  credits, 
or  allowances.  The  authority  to  deter¬ 
mine  true  net  income  extends  to  any  case 
in  which  either  by  inadvertence  or  design 
the  taxable  net  income,  in  whole  or  in 
part,  of  a  controlled  taxpayer,  is  other 
than  it  would  have  been  had  the  taxpayer 
in  the  conduct  of  his  affairs  been  an  un¬ 
controlled  taxpayer  dealing  at  arm’s 
length  with  another  uncontrolled  tax¬ 
payer. 

5  39.46  Statutory  provisions;  ac¬ 
counting  periods  and  methods  of  ac¬ 
counting;  change  of  accounting  period. 

Sec.  46.  Change  of  accounting  period.  If 
a  taxoayer  changes  his  accounting  period 
from  fiscal  year  to  calendar  year,  from  cal¬ 
endar  year  to  fiscal  year,  or  from  one  fiscal 
year  to  another,  the  net  Income  shall,  with 
the  approval  of  the  Commissioner,  be  com¬ 
puted  on  the  basis  of  such  new  accounting 
period,  subject  to  the  provisions  of  section 
47. 

§  29.46-1  Change  of  accounting  pe¬ 
riod — (a)  Short  taxable  years  ending 
prior  to  July  1.  1953.  If  a  taxpayer 
(other  than  a  subsidiary  corporation  re¬ 
quired  to  change  its  accounting  period 
by  reason  of  the  provisions  of  §  24.14  of 
this  chapter  (Regulations  129))  changes 
his  accounting  period,  he  shall  make 
application  direct  to  the  Commissioner 
on  Form  1128  at  least  60  days  prior  to 
the  close  of  the  fractional  part  of  the 
year  for  which  a  return  would  be  re¬ 
quired  to  effect  the  change  if  the  short 
taxable  year  ends  before  July  1,  1953, 
and,  before  using  the  new  period  for  in¬ 
come  tax  purposes,  secure  the  consent  of 
the  Commissioner.  If  a  change  of  ac¬ 
counting  period  of  a  subsidiary  is  re¬ 
quired  for  income  tax  purposes  under 
5  24  14  of  this  chapter  (Regulations  129), 
the  information  required  on  Form  1128 
shall  be  furnished  by  the  subsidiary  at  or 
before  the  time  of  filing  the  consolidated 
income  tax  return.  For  the  due  date  of 
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returns  for  fractional  parts  of  a  year, 
see  §  39.53-1.  Where  a  timely  applica¬ 
tion  is  made  to  compute  the  net  income 
of  an  individual  taxpayer  upon  the 
basis  of  the  same  accounting  period 
as  that  of  such  individual’s  spouse,  per¬ 
mission  so  to  compute  net  income  will 
be  granted  even  though  such  per¬ 
mission  will  allow  the  individual  and  his 
spouse  to  reduce  their  taxes  by  taking 
advantage  of  section  12  (d)  (the  so- 
called  “income  splitting”  provision) 
through  the  filing  of  a  joint  return,  so 
long  as  no  other  reason  appears  which 
is  considered  sufficient  by  the  Commis¬ 
sioner  for  denying  such  permission.  If 
the  change  is  approved  by  the  Commis¬ 
sioner,  the  taxpayer  shall  thereafter 
make  his  returns  and  compute  his  net 
income  upon  the  basis  of  the  new  ac¬ 
counting  period.  See  section  47. 

(b)  Short  taxable  years  ending  after 
June  30,  1953 — (1)  General.  A  change 
of  accounting  period  for  income  tax  pur¬ 
poses  requiring  a  return  for  a  short  tax¬ 
able  year  ending  after  June  30.  1953,  is 
authorized,  except  where  inconsistent 
with  section  41,  requiring  the  use  of  the 
calendar  year  basis  in  certain  specific 
cases,  and  except  as  provided  in  subpar¬ 
agraph  (2)  of  this  paragraph,  and  no 
application  for  such  change  need  be 
filed.  To  make  such  a  change  the  tax¬ 
payer  shall  file  a  tax  return  on  or  before 
the  15th  day  of  the  third  full  calendar 
month  following  the  close  of  the  short 
taxable  year  accompanied  by  a  state¬ 
ment  that  it  is  made  under  the  authori¬ 
zation  conferred  by  this  section.  Once 
a  change  of  accounting  period  has  been 
made,  the  taxpayer  shall  thereafter 
make  his  returns  and  compute  his  net 
income  on  the  basis  of  the  new  account¬ 
ing  period. 

(2)  Cases  in  which  approval  of  change 
of  accounting  period  is  required.  The 
prior  approval  of  the  Commissioner  will 
be  required  before  a  taxpayer  may 
change  his  accounting  period  if  any  of 
the  following  conditions  exist: 

(i)  At  any  time  within  the  5  calendar 
years  ending  with  the  calendar  year 
which  includes  the  beginning  of  the 
short  taxable  year  required  to  effect  the 
change  of  accounting  period  the  tax¬ 
payer  has  changed  his  accounting  pe¬ 
riod  for  income  tax  purposes.  For  the 
purpose  of  this  subparagraph  a  change 
of  accounting  period  for  income  tax  pur¬ 
poses  by  a  partnership  shall  be  consid¬ 
ered  as  a  change  by  each  member  there¬ 
of  and  a  change  by  any  member  shall 
be  deemed  to  be  a  change  by  the  part¬ 
nership.  Likewise,  a  change  of  account¬ 
ing  period  for  income  tax  purposes  by  a 
trust  shall  be  considered  as  a  change  by 
each  beneficiary  thereof  and  a  change  by 
a  beneficiary  shall  be  deemed  to  be  a 
change  by  the  trust. 

(ii)  The  short  taxable  year  required 
to  effect  the  change  of  accounting  period 
ends  more  than  3  months  and  less  than 
9  months  after  the  close  of  the  account¬ 
ing  period  used  by  the  taxpayer  for  pur¬ 
poses  of  filing  his  income  tax  return  for 
the  previous  full  taxable  year. 

(iii)  The  taxpayer’s  net  income  for 
the  short  taxable  year  required  to  effect 
the  change  of  accounting  period,  as  an- 
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nualized  in  the  manner  provided  In 
§  39.47-2,  is  less  than  80  percent  of  the 
net  income  of  tlie  taxpayer  for  the  full 
taxable  year  imn  ediately  preceding  such 
short  taxable  ye  ir. 

(3)  Illustration.-*  The  application  of 
certain  of  the  foregoing  provisions  is 
illustrated  by  the  following  example: 

Example.  X  files  his  income  t.ax  returns 
on  a  calendar  year  basis.  He  desires  to 
change  his  accounting  period  during  the  year 
1954  in  order  to  file  his  returns  on  a  fiscal 
year  basis  ending  March  31.  X  has  not  pre¬ 
viously  changed  his  accounting  period.  His 
income  for  the  period  January  1  through 
March  31,  1954,  when  annualized  in  accord¬ 
ance  with  §  39.47-2,  equals  at  least  80  per¬ 
cent  of  his  net  income  for  the  calendar  year 
1953.  X  is  authorized  to  change  his  ac¬ 
counting  period  by  filing,  on  or  before  June 
15,  1954,  a  tax  return  for  the  short  taxable 
year  beginning  January  1  and  ending  March 
31,  1954.  Thereafter,  X  shall  make  his  an¬ 
nual  returns  and  compute  his  net  income  on 
the  basts  of  a  fiscal  year  ending  March  31. 

Had  X  preferred,  he  could  have  changed  to 
a  fiscal  year  basis  ending  the  last  day  of 
January,  February,  September,  October,  or 
November.  However,  if  X  had  elected  to 
change  to  a  fiscal  year  accounting  period 
ending  on  the  last  day  of  April,  May,  June, 
July,  or  August  the  prior  approval  of  the 
Commissioner  would  be  required  since  such 
a  change  would  result  in  a  return  for  a  short 
taxable  year  ending  more  than  3  months  and 
less  than  9  months  after  the  close  of  the 
accounting  period  regularly  used  by  X. 

(4)  Approval  of  change  of  accounting 
period.  Where  prior  approval  of  a 
change  of  accounting  period  is  required, 
application  shall  be  filed  on  Form  1128 
with  the  Commi.‘:sioner  of  Internal  Rev¬ 
enue,  Washington.  D.  C.,  on  or  before  the 
15th  day  following  the  close  of  the  short 
taxable  year  for  which  a  return  would  be 
required  to  effect  the  change  of  account¬ 
ing  period.  In  general,  an  application 
for  a  change  of  accounting  period  will 
be  approved  where  the  taxpayer  estab¬ 
lishes  valid  business  reasons  for  making 
such  change.  A  change  of  accounting 
period  intended  to  be  made  primarily 
for  the  purpose  of  effecting  a  tax  saving 
shall  not  be  allowed  except  where  such 
tax  saving  results  from  the  application 
of  section  12  (d),  the  so-called  “income 
splitting”  provision,  in  the  case  where  a 
husband  and  wife  adopt  the  same  ac¬ 
counting  period  in  order  to  file  a  joint 
return  and  no  other  reason  appears 
which  is  considered  sufficient  by  the 
Commissioner  for  denying  such  permis¬ 
sion. 

(5)  Change  of  accounting  period  by  a 
subsidiary  corporation  filing  a  consoli¬ 
dated  return.  The  foregoing  provisions 
of  this  paragraph  have  no  application 
in  the  case  of  a  subsidiary  corporation 
required  to  change  its  accounting  period 
because  it  has  elected  to  file  consolidated 
returns.  See  §  24.14  of  this  chapter 
(Regulations  129).  In  such  a  case,  if  a 
change  of  accounting  period  is  made  on 
or  after  July  1,  1953,  the  coiporation 
shall  complete  Form  1128  and  forward  it 
to  the  district  director  of  internal  reve¬ 
nue  with  whom  the  consolidated  return 
is  to  be  filed  at  or  before  the  time  of 
filing  of  such  consolidated  return. 

§  39.47  Statutory  provisions:  account¬ 
ing  periods  and  methods  of  accounting; 
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returns  lor  periods  of  less  than  12 
months. 

Sec.  47.  Returns  for  a  period  of  less  than 
ttoclvc  months — (a)  Returns  for  short  period 
resulting  from  change  of  accounting  period. 
If  a  taxpayer,  with  the  approval  of  the  Com¬ 
missioner,  changes  the  basis  of  computing 
net  income  from  fiscal  year  to  calendar  year 
a  separate  return  shall  be  made  for  the 
period  between  the  close  of  the  last  fiscal 
year  for  which  return  was  made  and  the 
following  December  31.  If  the  change  is 
from  calendar  year  to  fiscal  year,  a  separate 
return  shall  be  made  for  the  period  between 
the  close  of  the  last  calendar  year  for 
which  return  was  made  and  the  date 
designated  as  the  close  of  the  fiscal  year. 
If  the  change  is  from  one  fiscal  year  to  an¬ 
other  fiscal  year  a  separate  return  shall  be 
made  for  the  period  between  the  close  of 
the  former  fiscal  year  and  the  date  desig¬ 
nated  as  the  close  of  the  new  fiscal  year. 

(b)  Income  computed  on  basis  of  short 
period.  Where  a  separate  return  is  made 
under  subsection  (a)  on  account  of  a  change 
In  the  accounting  period,  and  in  all  other 
cases  where  a  separate  return  Is  required  or 
permitted,  by  regulations  prescribed  by  the 
Commissioner  with  the  approval  of  the  Sec¬ 
retary,  to  be  made  for  a  fractional  part  of 
a  year,  then  the  Income  shall  be  computed 
on  the  basis  of  the  period  for  which  separate 
return  is  made. 

(c)  Income  placed  on  annual  basis — (1) 
General  rule.  It  a  separate  return  is  made 
under  subsection  (a)  on  account  of  a  change 
In  the  accounting  period,  the  net  Income, 
computed  on  the  basis  of  the  period  for 
which  separate  return  is  made  (referred  to 
in  this  subsection  as  "the  short  period”), 
shall  be  placed  on  an  annual  basis  by  multi¬ 
plying  the  amount  thereof  by  twelve,  and 
dividing  by  the  number  of  months  in  the 
short  period.  The  tax  shall  be  such  part  of 
the  tax  computed  on  such  annual  basis  as  the 
number  of  months  in  the  short  period  is  of 
twelve  months. 

(2)  Exception.  If  the  taxpayer  establishes 
the  amount  of  his  net  income  for  the  period 
of  twelve  months  beginning  with  the  first 
day  of  the  short  period,  computed  as  if  such 
twelve-month  period  were  a  taxable  year,  un¬ 
der  the  law  applicable  to  such  year,  then  the 
tax  for  the  short  period  shall  be  reduced 
to  an  amount  which  is  such  part  of  the 
tax  computed  on  the  net  Income  for  such 
twelve-month  period  as  the  net  Income  com¬ 
puted  on  the  basis  of  the  short  period  is  of 
the  net  Income  for  the  twelve-month  period. 
The  taxpayer  (other  than  a  taxpayer  to  which 
the  next  sentence  applies)  shall  compute  the 
tax  and  file  his  return  without  the  applica¬ 
tion  of  this  paragraph.  If  the  taxpayer 
(other  than  a  corporation)  was  not  in  ex¬ 
istence  at  the  end  of  the  twelve-month  pe¬ 
riod,  or  If  the  taxpayer  is  a  corporation  and 
has  disposed  of  substantially  all  its  assets 
prior  to  the  end  of  such  twelve-month  pe¬ 
riod.  then  in  lieu  of  the  net  income  for  such 
twelve-month  period  there  shall  be  used  for 
the  purposes  of  this  paragraph  the  net  in¬ 
come  for  the  twelve-month  period  ending 
with  the  last  day  of  the  short  period.  The 
tax  computed  under  this  paragraph  shall  in 
no  case  be  less  than  the  tax  computed  on 
the  net  Income  for  the  short  period  without 
placing  such  net  Income  on  an  annual  basis. 
Tlie  benefits  of  this  paragraph  shall  not  be 
allowed  unless  the  taxpayer,  at  such  time  as 
regulations  prescribed  hereunder  require  (but 
not  after  the  time  prescribed  for  the  filing 
of  the  return  for  the  first  taxable  year  which 
ends  on  or  after  twelve  months  after  the 
beginning  of  the  short  period),  makes  appli¬ 
cation  therefor  in  accordance  with  such 
regulations.  Such  application,  in  case  the 
return  was  filed  without  regard  to  this  para¬ 
graph.  shall  be  considered  a  claim  for  credit 
or  refund  with  respect  to  the  amount  by 


which  the  tax  is  reduced  under  this  para¬ 
graph.  The  Commissioner,  with  the  ap¬ 
proval  of  the  Secretary,  shall  prescribe  such 
regulations  as  he  may  deem  necessary  for  the 
application  of  this  paragraph. 

(d)  Earned  income.  [Repealed  by  sec.  107 
(a).  Rev.  Act  1943.] 

(e)  Reduction  of  credits  against  net  in¬ 
come.  In  the  case  of  a  return  made  for  a 
fractional  part  of  a  year  under  section  146 
(a)  (1),  the  exemptions  provided  in  section 
25  (b)  shall  be  reduced  to  amounts  which 
bear  the  same  ratio  to  the  full  exemptions 
so  provided  as  the  number  of  months  in  the 
period  for  which  return  is  made  bears  to 
twelve  months. 

(f)  Closing  of  taxable  year  in  case  of 
jeopardy.  For  closing  of  taxable  year  in  case 
of  Jeopardy,  sr :  section  146. 

(g)  Returns  where  taxpayer  not  in  exist¬ 
ence  for  twelve  months.  In  the  case  of  a 
taxiJayer  not  in  existence  during  the  whole  of 
an  annual  accounting  period  ending  on  the 
last  day  of  a  month,  or,  if  the  taxpayer  has 
no  such  annual  accounting  period  or  does 
not  keep  books,  during  the  whole  of  a  cal¬ 
endar  year,  the  return  shall  be  made  for  the 
fractional  part  of  the  year  during  which  the 
taxpayer  was  in  existence. 

[Sec.  47  as  amended  by  sec.  135  (a),  (c).  Rev. 
Act  1942;  secs.  104,  107  (a).  Rev,  Act  1943; 
sec.  10  (c).  Individual  Income  Tax  Act  1944; 
sec.  102  (b)  (3).  Rev.  Act  1945] 

§  39.47-1  Returns  for  periods  of  less 
than  12  months,  (a)  No  return  can  be 
made  for  a  period  of  more  than  12 
months.  A  separate  return  for  a  frac¬ 
tional  part  of  a  year  is  therefore  required 
w’henever  there  is  a  change,  with  the 
approval  of  the  Commissioner,  in  the 
basis  of  computing  net  income  from  one 
taxable  year  to  another  taxable  year. 
The  periods  to  be  covered  by  such  sepa¬ 
rate  returns  in  the  several  cases  are 
stated  in  section  47  (a).  The  require¬ 
ments  w’ith  respect  to  the  filing  of  a 
separate  return  and  the  payment  of  tax 
for  a  part  of  a  year  are  the  same  as  for 
the  filing  of  a  return  and  the  payment  of 
tax  for  a  full  taxable  year  closing  at  the 
same  time,  except  as  otherwise  provided 
in  §5  39.53-1,  39.56-1,  39.217-1,  39.218-1, 
39.235-1.  and  39.236-1.  If  a  return  is 
made  for  a  fractional  part  of  a  year  re¬ 
sulting  from  the  termination  of  the  tax¬ 
able  period  by  the  Commissioner  under 
section  146,  the  exemptions  for  normal 
tax  and  surtax  shall  be  reduced  to  that 
proportion  of  the  full  exemptions  for 
normal  tax  and  surtax  which  the  num¬ 
ber  of  months  in  the  period  for  which 
the  return  is  made  bears  to  12  months, 
but  such  exemptions  shall  not  be  re¬ 
duced  for  a  fractional  part  of  a  year 
otherwise  resulting.  A  return  is  re¬ 
quired  in  the  case  of  every  taxable  year 
which  is  a  period  of  less  than  12  months, 
if  the  gross  income  for  such  taxable  year 
is  greater  than  one  exemption  for 
normal  tax  and  surtax  as  so  reduced. 

(b)  The  return  of  a  decedent  for  the 
taxable  year  in  which  falls  the  date  of 
his  death  is  a  return  for  the  period  dur¬ 
ing  which  he  was  alive. 

(c>  Any  reference  in  the  regulations 
In  this  part  to  a  taxable  year  which  is 
the  calendar  year  (see,  for  example,  the 
regulations  under  sections  11-15,  in¬ 
clusive,  and  108)  means  a  taxable  year 
of  12  months  beginning  on  January  1 
and  ending  on  December  31.  The  term 
does  not  include  a  taxable  year  of  less 


than  12  months,  even  though  the  tax¬ 
payer  may  have  customarily  made  his 
returns  on  the  basis  of  a  calendar  year. 

§  39.47-2  Returns  for  period  of  less 
than  12  months  on  account  of  a  change 
in  accounting  period — (a)  Net  income 
placed  on  annual  basis  and  tax  computed 
thereon.  (1)  In  the  case  of  a  return  for 
a  period  of  less  than  12  months  on  ac¬ 
count  of  a  change  in  accounting  period, 
section  47  (c)  provides  that  the  net  in¬ 
come  compute(i  on  the  return  for  such 
short  period  shall  be  placed  on  an  annual 
basis  by  multiplying  the  amount  thereof 
by  12  and  dividing  by  the  number  of 
months  in  the  short  period.  The  tax 
is  such  part  of  the  tax  computed  on  such 
annual  basis  as  the  number  of  months 
in  the  period  is  of  12  months. 

(2)  In  placing  on  an  annual  basis  the 
net  income  of  a  corporation  for  a  short 
period,  the  credit  for  dividends  received 
is  placed  on  an  annual  basis  to  corre¬ 
spond  to  the  amount  of  dividends  re¬ 
ceived  included  in  the  net  income,  which 
amount  is  placed  on  an  annual  ba.sis 
when  such  net  income  is  placed  on  an 
annual  basis.  Similarly,  the  credit  for 
interest  on  United  States  obligations 
should  reflect  the  amount  of  such  inter¬ 
est  as  increased  when  such  amount  is 
placed  on  an  annual  basis  as  part  of  the 
net  income  which  is  placed  on  an  annual 
basis. 

(3)  The  following  examples  illustrate 
the  application  of  this  paragraph: 

Example  (I).  A  citizen  of  the  United 
States  made  a  return  for  the  10-month  period 
ended  October  31,  1952,  on  account  of  a 
change  in  accounting  period.  His  net  in¬ 
come  for  such  10-month  period  was  $10,000. 
He  was  entitled  to  exemptions  for  normal 
tax  and  surtax  of  $1,200.  His  tax  for  the 
period  is  $2,743.33,  computed  as  follows: 


Net  income  for  10-month  period-  $10,000.03 
Multiplied  by  12 . .  120,000.00 


Net  income  on  annual  basis 

($120,000-^-10) _  12,000.00 

Less:  Exemption  for  normal  tax 

and  surtax _  1,200  03 


Net  income  subject  to  normal  tax 
and  surtax _  10,  800.  00 

Normal  tax  (3  percent  of  $10,800)  324.  00 

Surtax  on  $10,800 _  2,  968.  00 


Total  tax  on  annual  basis _  3,  292.  00 

Amount  of  tax  for  10-month  pe¬ 
riod  f  $3,292.00X^V . -  2,743.33 


Example  (2).  The  X  Corporation  made  a 
return  for  the  8-month  period  ended  August 
31,  1952,  on  account  of  a  change  in  account¬ 
ing  period.  The  net  Income  of  the  corpora¬ 
tion  for  such  8-month  period  was  $72,000. 
including  $4,000  interest  on  obligations  of 
the  United  States  described  in  section  26  (a) 
and  $12,000  in  dividends  from  a  domestic 
corporation,  for  which  the  credit  provided  in 
section  26  (b)  is  applicable.  The  normal 
tax  and  surtax  for  the  8-month  period  is 
$27,269.33,  computed  as  follows: 

Net  income  for  8-month  period..  $72,000.00 
Multiplied  by  12 . . .  864,000.00 


Net  Income  on  annual  basis 

( $864,000 8) _ _ _  108,000.00 

Dividends  received, 
subject  to  the 
credit  provided  in 
section  26  (b) _ $12,000.00 
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Saturday,  September  26,  1953 

Multiplied  by  12 . $144,  000.  OO 

Dividends  received 
placed  on  annual 
basis  ( $144,000  -r  8 )  _  18.  000.  00 
Subtracting:  Credit  provided  In 
section  26  (b)  for  dividends 
received  (85  percent  of  $18,000)  .$15,  300.  00 

Surtax  net  income _  92,  700.  00 

Interest  on  United 
States  obligations 
subject  to  credit 
provided  In  section 

26  (a) _  $4,000.00 

Multiplied  by  12 _  48,000.00 

Subtracting:  Credit  provided  in 
section  26  (a)  for  interest 

placed  on  annual  basis 

($48,000-^8) _  6,000.00 

Normal  tax  net  income. _  86,  700.  00 

Normal  tax  on  $86.700.00 -  26,  010.  00 

Surtax  on  $92,700.00 _  14,  894.  00 

Total  tax  on  annual 

basis _ 40,904.00 

Amount  of  tax  for  period 

^$40,904  X  “)■ . -  27,  269.  33 

(b)  Tax  for  short  period  determined 
by  annual  income.  (1)  If  the  taxpayer 
applies  to  the  Commissioner  in  the  man¬ 
ner  provided  in  paragraph  (c)  of  this 
section  to  have  his  tax  computed  under 
the  provisions  of  section  47  (c)  (2),  and 
if  the  taxpayer  establishes  the  amount 
of  his  net  income  for  the  12-month  pe¬ 
riod  hereinafter  described,  then  section 
47  <c)  <2)  provides  that  the  tax  for  the 
short  period  shall  be  reduced  to  an 
amount  which  is  such  part  of  the  tax 
computed  on  the  basis  of  the  net  income 
which  the  taxpayer  has  established  for 
the  12-month  period  as  the  net  income 
for  the  short  period  is  of  the  net  income 
for  the  12-month  period.  If  such 
amount,  however,  is  eater  than  the  tax 
computed  under  paragraph  (a)  of  this 
section,  the  tax  for  the  short  period  is 
the  tax  computed  under  paragraph  (a) 
of  this  section.  The  12-month  period 
referred  to  above  is  the  12-month  period 
beginning  with  the  first  day  of  the  short 
period,  except  that  if  the  taxpr yer  (other 
than  a  corporation)  is  not  in  existence 
at  the  end  of  such  12-month  period,  or 
if  the  taxpayer  is  a  corporation  which 
has  distributed  substantially  all  its  as¬ 
sets  prior  to  the  end  of  such  12-month 
period,  then  it  is  the  12-month  period 
ending  with  the  last  day  of  the  short 
period.  If  a  corporation  ceases  business 
and  distributes  so  much  of  the  assets 
used  in  its  business  that  it  cannot  re¬ 
sume  its  customary  operations  with  the 
remaining  assets,  it  will  be  considered 
to  have  distributed  substantially  all  of 
its  assets. 

(2)  In  computing  the  tax  under  sec¬ 
tion  47  (c)  (2),  the  net  income  for  the 
short  period  is  not  placed  on  an  annual 
basis.  The  net  income  for  the  12-month 
period  is  computed  under  the  same  pro¬ 
visions  of  law  as  are  applicable  to  the 
short  period,  and  is  computed  as  if  the 
12-month  period  were  an  actual  account¬ 
ing  period  of  the  taxpayer.  All  items 
which  fall  in  such  12-month  period  must 
be  included  even  if  they  are  extraordi¬ 
nary  in  amount  or  of  an  unusual  nature. 

the  taxpayer  is  a  member  of  a  partner¬ 
ship,  there  shall  be  included  in  comput- 
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Ing  his  income  for  the  12-month  period 
his  share  of  the  partnership  income  for 
taxable  years  of  the  partnership  ending 
W’ith  or  during  such  12-month  period, 
but  no  amount  shall  be  included  with 
respect  to  a  taxable  year  of  the  partner¬ 
ship  ending  after  such  12-month  period. 

(3)  If  any  other  item  partially  appli¬ 
cable  to  such  12-month  period  can  be 
determined  only  at  the  end  of  a  taxable 
year  which  includes  only  part  of  the  12- 
month  period,  the  taxpayer,  subject  to 
review  by  the  Commissioner,  shall  ap¬ 
portion  such  item  to  the  12-month  pe¬ 
riod  in  such  manner  as  will  most  clearly 
reflect  the  income  for  the  12-month  pe¬ 
riod.  In  the  case  of  a  taxpayer  permit¬ 
ted  or  required  to  take  inventories,  the 
cost  of  goods  sold  during  the  part  of  the 
12-month  period  included  in  the  taxable 
year  shall  be  considered,  unless  a  more 
exact  determination  is  available,  as  such 
part  of  the  cost  of  goods  sold  during  the 
entire  taxable  year  as  the  gross  receipts 
from  sales  for  the  part  of  the  12-month 
period  included  in  the  taxable  year  is 
of  the  gross  receipts  from  sales  for  the 
entire  taxable  year.  For  example,  the 
12-month  period  of  a  corporation,  en¬ 
gaged  in  the  sale  of  merchandise,  which 
has  a  short  period  from  January  1,  1952, 
to  September  30,  1952.  is  the  calendar 
year  1952.  The  3-month  period  October 
1,  1952,  to  December  31,  1952,  is  a  part 
of  the  fiscal  year  ending  September  30, 
1953.  The  cost  of  goods  sold  during  such 
3-month  period  is  such  part  of  the  cost 
of  goods  sold  during  the  entire  fiscal  year 
ending  September  30,  1953,  as  the  gross 
receipts  from  sales  for  such  3 -month  pe¬ 
riod  are  of  the  gross  receipts  from  sales 
for  the  entire  fiscal  year.  The  Com¬ 
missioner  may,  in  granting  permission  to 
a  taxpayer  to  change  its  accounting  pe¬ 
riod,  require  as  a  condition  to  granting 
the  change  that,  if  the  taxpayer  is  to 
obtain  the  benefits  of  section  47  (c)  (2), 
it  shall  take  a  closing  inventory  upon  the 
last  day  of  the  12-month  period.  Such 
closing  inventory  will  be  used  only  for 
the  pui-poses  of  section  47  (c)  (2),  and 
the  taxpayer  will  not  be  required  to  use 
such  inventory  in  computing  the  net  in¬ 
come  for  the  taxable  year  in  which  such 
inventory  is  taken. 

(4)  The  tax  for  the  short  period  may 
not  be  reduced  under  section  47  (c)  (2) 
to  an  amount  w'hich  is  less  than  the  tax 
for  the  short  period  computed  on  the 
basis  of  the  net  income  for  the  short 
period  without  placing  such  net  income 
on  an  annual  basis.  If  the  tax  computed 
under  section  47  (c)  (2)  by  reference  to 
the  net  income  for  a  12-month  period 
is  less  than  such  amount,  the  tax  may 
be  reduced  only  to  such  amount. 

(5)  The  following  examples  illustrate 
the  application  of  section  47  (c)  (2) : 

Example  (I).  The  facts  are  the  same  as 
In  example  (1)  In  paragraph  (a)  (3)  of  this 
section.  In  the  period  from  November  1, 
1952,  to  December  31,  1952,  the  taxpayer  has 
$1,1)00  net  income.  His  net  income  for  the 
12-month  period  from  January  1,  1952,  to 
December  31,  1952,  Is,  therefore,  $11,000.  The 
taxpayer  flies  an  application  under  para¬ 
graph  (c)  of  this  section  for  a  reduction  of 
his  tax  to  an  amount  computed  on  the  basis 
of  his  actual  net  income  for  the  12-month 
period  from  January  1,  1952,  to  December  31, 
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1952.  His  tax  is  reduced  to  $2,618.18,  com¬ 
puted  as  follows: 

Net  income  for  12-month  period-  $11,  000.  00 
Less:  Exemptions  for  normal  tax 

and  surtax _ _ _  1,200.00 


Income  subject  to  normal  tax _  9,  800.  00 

Normal  tax  (3  percent  of  $9,800)  _  294.  CO 

Surtax  on  $9,800 _  2,  586.  00 


Total  tax  on  annual  income _ _  2,  880.  00 

Net  income  for  10- 

month  period _ $10,  000.  00 

Net  income  for  12- 

month  period _ $11,000.00 

Amount  of  tax  for  10-month  pe- 

/ 10,000  \ 

riod  (  11  000  ^  $2,880.00  ) _  2.  618.  18 

The  amount  of  tax  which  would  be  due  if 
the  income  were  not  placed  on  an  annual 
basis  is  $2,500.00,  computed  as  follows: 

Net  income  for  lO-.nonth  period.  $10,  000.  00 


Less:  Exemptions  for  normal  tax 

and  surtax _  1,  200.  00 

Net  Income  subject  to  normal  tax 

and  surtax _  8,  800.  00 

Normal  tax  (3  percent  of  $8,800)  «  264.  00 

Surtax  on  $8,800 _  2,  236.  00 

Total  tax  for  10-month  period _ _  2,  500.  00 


Since  the  tax  for  the  short  period  computed 
under  section  47  (c)  (2)  by  reference  to 
the  actual  income  for  the  12-month  period, 
or  $2,618.18,  is  greater  than  the  tax  which 
would  be  due  if  the  income  for  the  short  pe¬ 
riod  were  not  placed  on  an  annual  basis,  or 
$2,500.00,  the  tax  for  the  short  period  is  re¬ 
duced  to  $2,618.18,  the  tax  computed  by  ref¬ 
erence  to  the  income  for  the  12-month 
period. 

Example  (2).  The  facts  are  the  same  as 
In  example  ( 1 )  of  this  subparagraph,  except 
that  during  the  period  from  November  1, 
1952,  to  December  31,  1952,  the  taxpayer  has 
no  Income,  but  has  deductible  business  ex¬ 
penses  of  $1,000.  His  net  Income  for  the  12- 
month  period  from  January  1.  1952,  to 
December  31,  1952,  is,  therefore,  $9,000.  The 
taxpayer  filed  an  application  under  para¬ 
graph  (c)  of  this  section  for  a  reduction  of 
his  tax  under  the  provisions  of  section  47  (c) 
(2).  The  tax  computed  on  the  basis  of  the 
net  income  for  the  period  from  January  1, 
1952,  to  October  31,  1952,  without  placing 
such  net  income  on  an  annual  basis  is  $2,- 
500.00  (see  example  (1) ).  The  tax  computed 
under  section  47  (c)  (2)  by  reference  to  the 
actual  net  income  for  the  12-month  period 
from  January  1,  1952,  to  December  31,  1952, 
is  $2,364.44,  computed  as  follows: 

Net  income  for  12-month  period _ $9,  000.  00 

Less:  Exemptions  for  normal  tax 

and  surtax _  1,200.00 


Net  income  subject  to  normal  tax 

and  surtax _  7, 800.  00 

Normal  tax  (3  percent  of  $7,800)  __  234.  00 

Surtax  on  $7,800 _  1,894.00 


Total  tax  on  annual  income _  2,  128.  00 

Net  income  for  10- 

month  period _ $10,  000.  00 

Net  income  for  12- 

month  period _ _  9,  000.  00 

Amount  of  tax  for  10-month 

period  ^  X  $2,128.00  j .  2,  364.  44 

Since  the  tax  computed  on  the  basis  of  the 
net  income  for  the  short  period  without  plac¬ 
ing  such  net  Income  on  an  annual  basis,  or 
$2,500.00,  is  greater  than  $2,364.44,  the  tax 
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computed  by  reference  to  the  actual  net  In¬ 
come  for  the  12-month  period,  the  tax  for  the 
short  period  under  aectlon  47  (c)  (2)  la 
$2,500.00. 

Example  (3).  The  facts  are  the  same  as 
In  example  ^2)  In  paragraph  (a)  (3)  of  this 
section.  The  taxpayer  applies  to  have  its 
tax  reduced  under  the  provisions  of  section 
47  (c)  (2).  During  the  4-month  period  from 
September  1,  1952,  to  December  31,  1952,  the 
X  Corporation  has  $16,000  net  Income,  in¬ 
cluding  $3,000  dividends  from  a  domestic 
corporation  for  which  the  credit  provided 
in  section  26  (b)  is  applicable  and  $1,000 
Interest  on  obligations  of  the  United  States 
described  in  section  26  (a).  The  net  income 
for  the  12-month  period  from  January  1,  1952, 
to  December  3i,  1952,  is,  therefore,  $88,000. 
For  such  12-month  period,  the  dividends 
from  domestic  corporations  for  which  the 
credit  provided  in  section  26  (b)  is  appli¬ 
cable  amount  to  $15,000,  and  the  Interest  on 
United  States  obligations  described  in  sec¬ 
tion  26  (a)  amounts  to  $5,000.  The  normal 
tax  and  surtax  for  the  short  period  is  re¬ 
duced  under  section  47  (c)  (2)  to  $26,288.18, 
computed  as  follows: 

Net  Income  for  12-month  period 

Jan.  1.  1952,  to  Dec.  31,  1952 _ $88,  000.  00 

Subtracting:  Dividends  received 
credit  provided  by  section  26 

(b)  (85  percent  of  $15,0C0) _  12,  750.  00 


Surtax  net  Income _  75,  250.  00 

Less:  Credit  provided  in  section 
26  (a)  for  interest  on  United 
States  obligations _  5,  000.  00 


Normal  tax  net  Income _  70, 250.  00 


Normal  tax  on  $70.250.00 _  21,  075.  00 

Surtax  on  $75.250.00 _  11,055.00 


Total  tax  on  annual  in¬ 
come _  32,  130.  00 

Net  Income  for  8-month 
period  Jan.  1,  1952.  to 

Aug.  31,  1952 . $72,000 

Net  income  for  12-month 
period  Jan.  1,  1952,  to 

Dec.  31,  1952 _  88,000 

Amount  of  tax  for  8-month 
period  Jan.  1.  1952,  to  Aug.  31, 

(72  DOO  \ 

88*  000  ^  $32,130.00  J _  26.  288. 18 

The  amount  of  normal  tax  and  surtax  that 
would  be  due  If  the  income  for  the  short 
period  were  not  placed  on  an  annual  basis 
is  $25,436.00,  computed  as  follows: 

Net  Income  for  8-month  period.  $72,  000. 00 


Credit  for  dividends  received  (85 

percent  of  $12,000) _  10,200.00 

Surtax  net  Income _  61,  800.  00 

Less:  Credit  for  interest  on 

United  States  obligations _  4,  (XX).  00 

Normal  tax  net  Income _  57, 800. 00 

Normal  tax  on  $57.800.00 _  17,  340.  00 

Surtax  on  $61,800 _  8,096.00 

Total  tax  for  period _  25,436.00 


Since  the  tax  for  the  short  period  computed 
under  section  47  (c)  (2)  by  reference  to  the 
actual  Income  for  the  12-month  period,  or 
$26,288.18,  is  greater  than  the  tax  that  would 
be  due  if  the  income  for  the  short  period 
were  not  placed  on  an  annual  basis,  or 
$25,436.00,  the  tax  for  the  short  period  is 
reduced  to  $26,288.18,  the  tax  computed  by 
reference  to  the  income  for  the  12-mouth 
period. 

<c)  Application  to  compute  tax  under 
section  47  (c)  (2).  A  taxpayer  desiring 
the  benefit  of  section  47  (c)  (2)  must  file 


an  application  therefor.  If  at  the  time 
the  return  for  the  short  period  is  filed  the 
taxpayer  is  able  to  determine  that  the 
12-month  period  ending  with  the  close  of 
the  short  period  will  be  used  in  the  com¬ 
putations  under  section  47  (c)  (2),  then 
the  tax  on  the  return  for  the  short  period 
may  be  determined  under  the  provisions 
of  section  47  (c)  (2).  In  such  a  case,  an 
income  tax  return  form  covering  the  12- 
month  period  shall  be  attached  to  the 
return  as  a  part  thereof,  and  the  return 
will  then  be  considered  the  application 
for  the  benefits  of  section  47  (c)  (2)  re¬ 
quired  by  that  section.  In  all  other 
cases,  the  taxpayer  shall  file  its  return 
and  compute  its  tax  as  provided  in  para¬ 
graph  (a)  of  this  section,  and  the  appli¬ 
cation  for  the  benefits  of  section  47  (c) 
(2)  shall  be  made  in  the  form  of  a  claim 
for  credit  or  refund.  The  claim  shall  set 
forth  the  computation  of  the  net  income 
and  the  tax  thereon  for  the  12 -month 
period,  and  must  be  filed  not  later  than 
the  time  pre.scribed  for  filing  the  return 
for  the  first  taxable  year  ending  with  or 
after  the  twelfth  month  after  the  be¬ 
ginning  of  the  short  period.  For  ex¬ 
ample,  the  taxpayer  changes  its  account¬ 
ing  period  from  the  calendar  year  basis 
to  the  fiscal  year  basis  ending  Septem¬ 
ber  30,  and  files  a  return  for  the  period 
from  January  1,  1952,  to  September  30, 
1952.  Its  application  for  the  benefits  of 
section  47  (c)  (2)  must  be  filed  not  later 
than  the  time  prescribed  for  filing  its 
return  for  the  first  taxable  year  which 
ends  on  or  after  the  last  day  of  December 
1952,  the  twelfth  month  after  the  begin¬ 
ning  of  the  short  period.  In  this  case, 
the  taxpayer  must  file  its  application  not 
later  than  December  15,  1953,  the  time 
prescribed  for  filing  the  return  for  its 
fiscal  year  ending  September  30,  1953. 
However,  if  it  obtains  an  extensicwi  of 
time  for  filing  the  return  for  such  fiscal 
year,  it  may  file  its  application  during 
the  period  of  such  extension.  If  the 
Commissioner  determines  that  the  tax¬ 
payer  has  established  the  amount  of  the 
net  income  for  the  12-month  period,  any 
excess  of  the  tax  paid  for  the  short  pe¬ 
riod  over  the  tax  computed  under  section 
47  (c)  (2)  will  be  credited  or  refunded 
to  the  taxpayer  in  the  same  manner  as 
in  the  case  of  an  overpayment. 

§  39.48  Statutory  provisions;  ac¬ 
counting  periods  and  methods  of  ac¬ 
counting;  definitions. 

Sec.  48.  Definitions.  When  used  In  this 
chapter — 

(a)  Taxable  year.  “Taxable  year”  means 
the  calendar  year,  or  the  fiscal  year  ending 
during  such  calendar  year,  upon  the  basis  ot 
which  the  net  Income  is  computed  under 
this  part.  “Taxable  year”  means,  in  the 
case  of  a  return  made  for  a  fractional  part 
of  a  year  under  the  provisions  of  this  chapter 
or  under  regulations  prescribed  by  the  Com¬ 
missioner  with  the  approval  of  the  Secre¬ 
tary,  the  period  for  which  such  return  is 
made. 

(b)  Fiscal  year.  “Fiscal  year”  means  an 
accounting  period  of  twelve  months  ending 
on  the  last  day  of  any  month  other  than 
December. 

(c)  ‘"Paid  or  incurred/*  "paid  or  accrued**. 
The  terms  "paid  or  Incurred”  and  “paid  or 
accrued”  shall  be  construed  according  to 
the  method  of  accounting  upon  the  basis 


of  which  the  net  Income  is  computed  under 
this  part. 

(d)  Trade  or  business.  The  term  “trade 
or  business”  Includes  the  performance  of  the 
functions  of  a  public  office. 

[Sec.  48  as  amended  by  sec.  135  (d),  Rev, 
Act  1942] 

RETURNS  AND  PAYMENT  OF  TAX 

§  39.51  Statutory  provisions;  returns 
and  payment  of  tax;  individual  returns. 

Sec.  51.  Individual  returns — (a)  Require¬ 
ment.  Every  individual  having  for  the  tax¬ 
able  year  a  gross  Income  of  $600  or  more  shall 
make  a  return,  which  shall  contain  or  be 
verified  by  a  written  declaration  that  it  is 
made  under  the  penalties  of  perjury.  Such 
return  shall  set  forth  in  such  cases,  and  to 
such  extent,  and  in  such  detail,  as  the  Com¬ 
missioner  with  the  approval  of  the  Secretary 
may  by  regulations  prescribe,  the  items  of 
gross  income  and  the  deductions  and  credits 
allowed  under  this  chapter  and  such  other 
information  for  the  purpose  of  carrying  out 
the  provisions  of  this  chapter  as  may  be  pre¬ 
scribed  by  such  regulations. 

(b)  Husband  and  wife — (1)  In  general.  A 
husband  and  wife  may  make  a  single  return 
Jointly.  Such  a  return  may  be  made  even 
tliough  one  of  the  spouses  has  neither  gross 
income  nor  deductions.  If  a  Joint  return  is 
made  the  tax  shall  be  computed  on  the  ag¬ 
gregate  income  and  the  liability  with  respect 
to  the  tax  shall  be  Joint  and  several. 

(2)  Nonresident  alien.  No  Joint  return 
may  be  made  if  either  the  husband  or  wife 
at  any  time  during  the  taxable  year  is  a  non¬ 
resident  alien. 

(3)  Different  taxable  years.  No  Joint  re¬ 
turn  shall  be  made  if  the  husband  and  wife 
have  different  taxable  years;  except  that  if 
such  taxable  years  begin  on  the  same  day 
and  end  on  different  days  because  of  the 
death  of  either  or  of  both,  then  the  Joint 
return  may  be  made  with  respect  to  the  taxa¬ 
ble  year  of  each.  The  above  exception  shall 
not  apply  if  the  surviving  spouse  remarries 
before  the  close  of  his  taxable  year,  nor  if 
the  taxable  year  of  either  spouse  is  a  frac¬ 
tional  part  of  a  year  under  section  47  (a), 

(4)  Joint  return  after  death.  In  the  case 
of  the  death  of  one  spouse  or  both  spouses 
the  Joint  return  with  respect  to  the  decedent 
may  be  made  only  by  his  executor  or  ad¬ 
ministrator;  except  that  in  the  case  of  the 
death  of  one  spouse  the  Joint  return  may 
be  made  by  the  surviving  spouse  with  respect 
to  both  himself  and  the  decedent  if  (A)  no 
return  for  the  taxable  year  has  been  made 
by  the  decedent,  (B)  no  executor  or  ad¬ 
ministrator  has  been  appointed,  and  (C)  no 
executor  or  administrator  is  appointed  before 
the  last  day  prescribed  by  law  for  filing  the 
return  of  the  surviving  spouse.  If  an  ex¬ 
ecutor  or  administrator  of  the  decedent  is 
appointed  after  the  making  of  the  Joint  re¬ 
turn  by  the  surviving  spouse,  th^  executor 
or  administrator  may  disaffirm  such  Joint  re¬ 
turn  by  making,  within  one  year  after  the 
last  day  prescribed  by  law  for  filing  the  re¬ 
turn  of  the  surviving  spouse,  a  separate  re¬ 
turn  for  the  taxable  year  of  the  decedent 
with  respect  to  which  the  Joint  return  was 
made,  in  which  case  the  return  made  by 
the  survivor  shall  constitute  his  separate 
return. 

(5)  Determination  of  status.  For  the  pur¬ 
poses  of  this  section — 

(A)  The  status  as  husband  and  wife  of 
two  individuals  having  taxable  years  be¬ 
ginning  on  the  same  day  shall  be  de¬ 
termined — 

(1)  If  both  have  the  same  taxable  year— 
as  of  the  close  of  such  year;  and 

(li)  If  one  dies  before  the  close  of  the 
taxable  year  of  the  other — as  of  the  time  of 
such  death;  and 

(B)  An  individual  who  Is  legally  separated 
from  his  spouse  under  a  decree  of  divorce 
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or  vt  separate  maintenance  shall  not  be 
considered  as  married. 

(6)  Tax  in  case  of  joint  return.  For  de- 
ternlnation  of  combined  normal  tax  and 
jurtax  under  section  11  and  section  12  (b)  in 
case  of  Joint  return  under  this  subsection, 
see  section  12  (d).  For  tax  in  case  of  Joint 
return  of  husband  and  wife  electing  to  pay 
the  tax  under  Supplement  T,  see  section  400. 

(c)  Persons  under  disability.  If  the  tax¬ 
payer  is  unable  to  make  his  own  return,  the 
return  shall  be  made  by  a  duly  authorized 
agent  or  by  the  guardian  or  other  person 
charged  with  the  care  of  the  person  or 
property  of  such  taxpayer. 

(d)  Signature  presumed  correct.  [Re¬ 
pealed  by  sec.  4  (b).  Pub.  Law  271  (81st 
Cong.)  ]. 

(e)  Fiduciaries.  For  returns  to  be  made 
by  fiduciaries,  see  section  142, 

(f)  Tax  computed  by  collector  in  case  of 
vage  earners — (1)  Return  requirements.  An 
Individual  entitled  to  elect  to  pay  the  tax  im¬ 
posed  by  Supplement  T  whose  gross  Income 
Is  less  than  $5,000  and  is  entirely  from  one 
or  more  of  the  following  sources:  Remunera¬ 
tion  for  services  performed  by  him  as  an 
employee,  dividends,  or  Interest:  and  whose 
gross  income  from  sources  other  than  wages, 
as  defined  in  section  1621  (a),  does  not  ex¬ 
ceed  $100,  shall  at  his  election  be  relieved,  by 
using  the  form  prescribed  as  the  form  for 
the  return  for  the  purposes  of  this  subsec¬ 
tion,  from  showing  on  the  return  the  tax 
Imposed  by  this  chapter.  In  such  case  the 
tor  shall  be  computed  by  the  collector.  In 
the  case  of  a  head  of  a  household  electing  the 
benefits  of  this  subsection,  the  tax  shall  be 
computed  by  the  collector  under  Supplement 
T  without  regard  to  the  ta.xpayer’s  status 
as  head  of  a  household. 

(2)  Result  of  computation.  After  the  col¬ 
lector  has  computed  the  tax,  he  shall  mnll 
to  the  taxpayer  a  notice  stating  the  amount 
determined  by  the  collector  as  pajmble  and 
making  demand  therefor. 

(3)  Regulations.  The  Commissioner  with 
the  approval  of  the  Secretary  shall  prescribe 
regulations  for  carrying  out  this  subsection, 
and  such  regulations  may  provide  for  the  ap¬ 
plication  of  the  rules  of  this  subsection  to 
cases  where  the  gross  Income  Includes  items 
other  than  those  enumerated  in  paragraph 
(1).  to  cases  where  the  gross  Income  from 
sources  other  than  wages  on  which  the  tax 
has  been  withheld  at  the  source  is  more  than 
1100  but  not  more  than  $200.  and  to  cases 
where  the  gross  Income  is  $5,000  or  more  but 
not  more  than  $5,200.  Such  regulations  shall 
provide  (A)  for  the  application  of  this  sub¬ 
section  in  the  case  of  husband  and  wife.  In¬ 
cluding  provisions  determining  when  a  Joint 
return  under  this  subsection  may  be  per¬ 
mitted  or  required  and  what  constitutes  a 
joint  return,  whether  the  liability  shall  be 
joint  and  several,  and  whether  one  spouse 
may  make  return  under  this  subsection  and 
the  other  without  regard  to  this  subsection, 
and  (B)  whether  and  the  extent  to  which 
the  benefits  of  this  subsection  may  be  availed 
of.  In  the  case  of  taxable  years  beginning  in 
the  calendar  year  1944,  by  persons  required 
to  make  or  making  payments  of  estimated  tax 
with  respect  to  any  such  taxable  year. 

(4)  Method  of  election.  The  election  to 
have  the  benefits  of  this  subsection  shall  be 
ftade  by  nraking  return  on  the  form  pre¬ 
scribed  as  the  form  for  the  return  for  the 
purposes  of  this  subsection.  An  election  so 
made  shall  constitute  an  election  to  pay 
fhe  tax  imposed  by  Supplement  T. 

(g)  Joint  return  after  filing  separate  re¬ 
turn— {i)  In  general.  If  an  individual  has 
filed  a  separate  return  for  a  taxable  year  for 
*hlch  a  Joint  return  could  have  been  made 
h?  him  and  his  spouse  under  subsection  (b) 
j>f  this  section,  and  the  time  prescribed  by 
“w  for  filing  the  return  for  such  taxable 
year  has  expired,  such  individual  and  his 
*Pouse  may  nevertheless  make  a  Joint  return 
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for  such  taxable  year.  A  Joint  return  filed 
by  the  husband  and  wife  in  such  a  case  shall 
constitute  the  return  of  the  husband  and 
wife  for  such  taxable  year,  and  all  payments, 
credits,  refunds,  or  other  repayments  made 
or  allowed  with  respect  to  the  separate  re¬ 
turn  of  either  spouse  for  such  taxable  year 
shall  be  taken  into  account  in  determining 
the  extent  to  which  the  tax  based  upon  the 
Joint  return  has  been  paid. 

(2)  Payments  required  before  joint  return 
can  be  made.  A  Joint  return  can  be  made 
under  paragraph  (1)  only  if  there  is  paid  in 
full  at  or  before  the  time  of  the  filing  of  the 
Joint  return — 

(A)  All  amounts  previously  assessed  with 
respect  to  either  spouse  for  such  taxable 
year; 

(B)  All  amounts  shown  as  the  tax  by  either 
spouse  upon  his  separate  return  for  such 
taxable  year;  and 

(C)  Any  amount  determined,  at  the  time 
of  the  filing  of  the  Joint  return,  as  a  defi¬ 
ciency  with  respect  to  either  spouse  for  such 
taxable  year  if,  prior  to  such  filing,  a  notice 
under  section  272  (a)  of  such  deficiency  has 
been  mailed. 

(3  Time  for  making  joint  return.  A  Joint 
return  cannot  be  made  under  paragraph 
(D  — 

(A)  After  the  expiration  of  three  years 
from  the  last  date  prescribed  by  law  for  filing 
the  return  for  such  taxable  year  (determined 
without  regard  to  any  extension  of  time 
granted  to  either  spouse): 

(B)  After  there  has  been  mailed  to  either 
spouse,  with  respect  to  such  taxable  year,  a 
notice  of  deficiency  under  section  272  (a), 
if  the  spouse,  as  to  such  notice,  files  a  peti¬ 
tion  with  the  Tax  Court  of  the  United  States 
within  the  time  prescribed  in  such  section; 

(C)  After  either  spouse  has  commenced  a 
suit  in  any  court  for  the  recovery  of  any  part 
of  the  tax  for  such  taxable  year;  or 

(D)  After  either  spouse  has  entered  into  a 
closing  agreement  under  section  3760  with 
respect  to  such  taxable  year,  or  after  any 
civil  or  criminal  case  arising  against  either 
s.-ouse  with  respect  to  such  taxable  year  has 
been  compromised  under  section  3761. 

(4)  Elections  made  in  separate  return.  If 
a  Joint  return  is  made  under  this  subsection, 
any  election  (other  than  the  election  to  file 
a  separate  return)  made  by  either  spouse  in 
his  separate  return  for  such  taxable  year  with 
respect  to  the  treatment  of  any  income,  de¬ 
duction,  or  credit  of  such  spouse  shall  not  be 
changed  in  the  making  of  the  Joint  return 
whe"e  such  election  would  have  been  irrevo¬ 
cable  if  the  Joint  return  had  not  been  made. 

(5)  Death  of  spouse.  If  a  Joint  return  is 
made  under  this  subsection  after  the  death 
of  either  spouse,  such  return  with  respect  to 
the  decedent  can  be  made  only  by  his  execu¬ 
tor  or  administrator. 

(6)  Additions  to  the  tax.  Where  the 
amount  shown  as  the  tax  by  the  husband  and 
wife  on  a  Joint  return  made  under  this  sub¬ 
section  exceeds  the  aggregate  of  the  amounts 
shown  as  the  tax  upon  the  separate  return 
of  each  spouse — 

(A)  Negligence.  If  any  part  of  such  excess 
is  attributable  to  negligence  or  Intentional 
disregard  of  rules  and  regulations  (but 
without  Intent  to  defraud)  at  the  time  of 
the  making  of  such  separate  return,  then 
5  per  centum  of  the  total  amount  of  such 
excess  shall  be  assessed,  collected,  and  paid 
in  the  same  manner  as  if  it  were  a  deficiency: 

(B)  Fraud.  If  any  part  of  such  excess  is 
attributable  to  fraud  with  Intent  to  evade 
tax  at  the  time  of  the  making  of  such  sepa¬ 
rate  return,  then  50  per  centum  of  the  total 
amount  of  such  excess  shall  be  so  assessed, 
collected,  and  paid,  in  lieu  of  the  50  per 
centum  addition  to  the  tax  provided  in  sec¬ 
tion  3612  (d)  (2). 

(7)  Rules  for  application  of  sections  275 
and  291.  For  the  purposes  of  section  275 
(relating  to  period  of  limitations  upon  as¬ 


sessment  and  collection),  and  for  the  pur¬ 
poses  of  section  291  (relating  to  delinquent 
returns),  a  Joint  return  made  under  this 
subsection  shall  be  deemed  to  have  been 
filed— 

(A)  Where  both  spouses  filed  separate  re¬ 
turns  prior  to  making  the  Joint  return — on 
the  date  the  last  separate  return  was  filed 
(but  not  earlier  tHan  the  last  date  prescribed 
by  law  for  filing  the  return  of  either  spouse) ; 

(B)  Where  only  one  spouse  filed  a  separate 
return  prior  to  the  making  of  the  Joint  re¬ 
turn,  and  the  other  sixjuse  had  less  than 
$600  of  gross  Income  for  such  taxable  year — 
on  the  date  of  the  filing  of  such  separate 
return  (but  not  earlier  than  the  last  date 
prescribed  by  law  for  the  filing  of  such  sepa¬ 
rate  return):  or 

(C)  Where  only  one  spouse  filed  a  separate 
return  prior  to  the  making  of  the  Joint  re¬ 
turn,  and  the  other  spouse  had  gross  Income 
of  $600  or  more  for  such  taxable  year — on 
the  date  of  the  filing  of  such  Joint  rettirn. 

(8)  Rule  for  application  of  section  322. 
For  the  purposes  of  section  322  (relating  to 
refunds  and  credits),  a  Joint  return  made 
under  this  subsection  shall  be  deemed  to 
have  been  filed  on  the  last  date  prescribed 
by  law  for  filing  the  return  for  such  taxa¬ 
ble  year  (determined  without  regard  to  any 
extension  of  time  granted  to  either  siwuse). 

(9)  Additional  time  for  assessment.  If  a 
Joint  return  is  made  under  this  subsection, 
the  period  of  limitations  provided  in  sections 
275  and  276  on  the  making  of  assessments 
and  the  beginning  of  distraint  or  a  proceed¬ 
ing  in  court  for  collection  shall  with  respect 
to  such  return  include  one  year  immediately 
after  the  date’ of  the  filing  of  such  Joint  re¬ 
turn  (computed  without  regard  to  the  pro¬ 
visions  of  paragraph  (7)  of  this  subsection). 

(10)  Rule  for  application  of  section  3809 
(a).  For  the  purposes  of  section  3809  (a) 
(relating  to  criminal  penalties  in  the  case  of 
fraudulent  returns)  the  term  “return”  in¬ 
cludes  a  separate  return  filed  by  a  spouse 
with  respect  to  a  taxable  year  for  which  a 
Joint  return  is  made  under  this  subsection 
after  the  filing  of  such  separate  return. 

[Sec.  51  as  amended  by  sec.  7  (a).  Rev.  Act 
1940;  sec.  112  (a).  Rev.  Act  1941;  secs.  131 
(c)  (1),  136  (a).  Rev.  Act  1942;  sec.  105,  Rev. 
Act  1943;  sec.  11  (a),  (b)  Individual  Income 
Tax  Act  1944;  secs.  202  (c)  (1),  303,  Rev.  Act 
1948;  sec.  4  (b).  Pub.  Law  271  (81st  Cong.); 
secs.  301  (b),  312  (a).  Rev.  Act  1951 1 

§  39.51-1  Individual  returns — (a)  In 
general.  For  each  taxable  year  a  return 
of  income  shall  be  made  by  each  citizen 
of  the  United  States,  whether  residing  at 
home  or  abroad,  by  every  individual  re¬ 
siding  within  the  United  States  though 
not  a  citizen  thereof,  and  by  every  alien 
individual  who  is  a  bona  fide  resident  of 
Puerto  Rico  during  the  entire  taxable 
year,  regardless  of  family  or  marital 
status,  if  such  citizen  or  resident  has  for 
such  taxable  year  a  gross  income  of  $600 
or  more,  or  a  gross  income  in  excess  of 
the  credit  allowed  by  section  25  (b)  pro¬ 
rated  as  provided  in  section  47  (e). 

(b)  Joint  returns — (1)  In  general. 
(i)  A  husband  and  wife  occupying  the 
marital  status  as  of  the  last  day  of  the 
taxable  year  may  elect  to  make  a  joint 
return  (see  section  51  (b) )  even  though 
one  of  the  spouses  has  no  gross  income 
or  deductions,  and  even  though  the 
spouses  are  not  living  together  at  any 
time  during  the  taxable  year.  However, 
for  the  purpose  of  filing  a  joint  return, 
an  individual  legally  separated  from  his 
spouse  under  a  decree  of  separate  main¬ 
tenance  shall  not  be  considered  as 
married. 
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(ii)  For  any  taxable  year  where  a  joint 
return  has  been  filed,  separate  returns 
may  not  be  made  by  the  spouses  after 
the  time  for  filing  the  return  of  either 
has  expired.  See,  however,  subpara¬ 
graph  (2)  (V)  of  this  paragraph  for  the 
right  of  an  executor  to  file  a  late  separate 
return  for  a  deceased  spouse  and  thereby 
disaffii-m  a  timely  joint  return  made  by 
the  surviving  spouse. 

(iii)  If  a  joint  return  is  made,  the  gross 
income  and  adjusted  gross  income  of 
husband  and  wife  on  the  joint  return  are 
computed  in  an  aggregate  amount  and 
the  deductions  allowed  and  the  net  in¬ 
come  are  likewise  computed  on  an  aggre¬ 
gate  basis.  Deductions  limited  to  a 
percentage  of  the  adjusted  gross  income, 
such  as  the  deduction  for  charitable  con¬ 
tributions  under  section  23  (o),  will  be 
allowed  with  reference  to  such  aggregate 
adjusted  gross  income.  Similarly,  in  the 
case  of  a  joint  return,  losses  of  husband 
and  wife  from  sales  or  exchanges  of  cap¬ 
ital  assets  are  combined  and  such  com¬ 
bined  losses  are  allowed  under  section 
117  (d)  (2)  only  to  the  extent  of  the 
combined  gains  of  the  spouses  from  such 
sales  or  exchanges,  plus  the  net  income 
(or  adjusted  gross  income  if  the  tax  is 
computed  under  Supplement  T)  or 
$1,000  whichever  is  smaller.  The  “net 
income”  referred  to  in  section  117  (d) 
(2)  is  the  net  income  computed  before 
reduction  by  one-half  for  the  purposes 
of  income  splitting  under  section  12  (d) 
and  is  such  net  income  computed  with¬ 
out  regard  to  gains  and  losses  from  sales 
or  exchanges  of  capital  assets.  Although 
there  are  two  taxpayers  on  a  joint  re¬ 
turn,  there  is  only  one  net  income.  The 
tax  on  the  joint  return  shall  be  computed 
on  the  aggregate  income  and  the  liabil¬ 
ity  with  respect  to  the  tax  shall  be  joint 
and  several.  A  joint  return  may  not  be 
made  if  either  the  husband  or  wife  at  any 
time  during  the  taxable  year  is  a  non¬ 
resident  alien.  For  computation  of  tax 
on  the  basis  of  the  splitting  of  income 
in  the  case  of  a  joint  return,  see 
§  39.12 — 3.  For  tax  in  the  case  of  a  joint 
return  of  husband  and  wife  electing  to 
pay  the  tax  under  Supplement  T,  see 
§§  39.400-’  and  39.40’-l. 

(2)  Joint  return  after  death.  (i) 
Since  in  general  a  joint  return  may  not 
be  made  if  husband  and  wife  have  dif¬ 
ferent  taxable  years,  and  since  the  tax¬ 
able  year  of  an  individual  closes  as  of 
the  date  of  his  death  (see  §  39.47-1),  no 
joint  return  may  be  made  for  any  tax¬ 
able  year,  except  as  provided  by  section 
51  (b)  or  by  section  51  (g)  in  the  case 
of  the  death  of  one  or  both  spouses  prior 
to  the  last  day  of  such  taxable  year. 
Section  51  (b)  provides  that  a  joint  re¬ 
turn  may  be  made  for  the  survivor  and 
the  deceased  spouse  or  for  both  deceased 
spouses  if  the  taxable  years  of  such 
spouses  begin  on  the  same  day  and  end 
on  different  days  only  because  of  the 
death  of  either  or  both.  Thus,  if  a 
husband  and  wife  make  their  returns  on 
a  calendar  year  basis,  and  the  wife  dies 
on  August  1,  1952,  a  joint  return  may  be 
made  with  respect  to  the  calendar  year 
1952  of  the  husband  and  the  taxable 
year  of  the  wife  beginning  on  January 
1,  1952,  and  ending  with  her  death  on 
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August  1,  1952.  Similarly,  If  husband 
and  wife  both  make  their  returns  on  the 
basis  of  a  fiscal  year  beginning  on  July  1 
and  the  wife  dies  on  October  1,  1952,  a 
joint  return  may  be  made  with  respect 
to  the  fiscal  year  of  the  husband  begin¬ 
ning  on  July  1,  1952,  and  ending  on  June 
30,  1953,  and  with  respect  to  the  taxable 
year  of  the  wife  beginning  on  July  1, 
1952,  and  ending  with  her  death  on 
October  1,  1952.  Section  51  (g)  provides 
that  a  joint  return  may  be  made,  xmder 
certain  conditions,  after  separate  re- 
retums  have  been  filed  even  though  the 
time  prescribed  by  law  for  filing  the  re¬ 
turn  for  such  year  has  expired.  See 
§39.51-1  (b)  (3).  A  joint  return  made 
under  section  51  (g)  after  the  death  of 
either  spouse  shall,  with  respect  to  the 
decedent,  be  made  only  by  his  executor 
or  administrator.  Thus,  where  no  exec¬ 
utor  or  administrator  has  been  ap¬ 
pointed,  a  joint  return  cannot  be  made 
under  section  51  (g).  For  the  purposes 
of  this  subparagraph  the  status  of  two 
individuals  as  husband  and  wife,  if  one 
dies  prior  to  the  close  of  the  taxable  year 
of  the  other,  shall  be  determined  as  of 
the  time  of  such  death. 

(ii)  The  provision  allowing  a  joint  re¬ 
turn  to  be  made  for  the  taxable  year  in 
which  the  death  of  either  or  both  spouses 
occurs  is  subject  to  two  exceptions.  The 
first  exception  is  that  if  the  surviving 
spouse  remarries  before  the  close  of  his 
taxable  year,  he  may  not  make  a  joint 
return  with  the  first  spouse  who  died 
during  the  taxable  year.  In  such  a  case, 
how'ever,  the  surviving  spouse  may  make 
a  joint  return  with  his  new  spouse  pro¬ 
vided  that  the  other  requirements  of 
section  51  (b)  are  met.  Tlie  second  ex¬ 
ception  is  that  the  surviving  spouse  may 
not  make  a  joint  return  with  the  de¬ 
ceased  spouse  if  the  taxable  year  of 
either  spouse  is  a  fractional  part  of  a 
year  under  section  47  (a)  resulting  from 
a  change  of  accounting  period.  For 
example,  if  a  husband  and  wife  make 
their  returns  on  the  calendar  year  basis 
and  the  wife  dies  on  March  1,  1952,  and 
thereafter  the  husband  receives  per¬ 
mission  to  change  his  accounting  period 
to  a  fiscal  year  beginning  July  1,  1952,  no 
joint  return  may  be  made  for  the  short 
taxable  year  ending  June  30,  1952. 
Similarly,  if  a  husband  and  wife  who 
make  their  returns  on  a  calendar  year 
basis  receive  permission  to  change  to  a 
fiscal  year  beginning  July  1,  1952,  and 
the  wife  dies  on  June  1,  1952,  no  joint  re¬ 
turn  may  be  made  for  the  short  taxable 
year  ending  June  30.  1952. 

(iii)  Section  51  (b)  (4)  provides  for 
the  method  of  making  a  joint  return  in 
the  case  of  the  death  of  one  spouse  or 
both  spouses.  The  general  rule  is  that, 
in  the  case  of  the  death  of  one  spouse,  or 
of  both  spouses,  the  joint  return  with 
respect  to  the  decedent  may  be  made 
only  by  his  executor  or  administrator. 
By  the  term  executor  or  administrator  is 
meant  the  person  who  is  actually  ap¬ 
pointed  to  such  office  and  not  merely  a 
person  who  may  be  in  charge  of  the 
property  of  the  decedent.  An  exception 
is  made  from  this  general  rule  whereby, 
in  the  case  of  the  death  of  one  spwuse, 
the  joint  return  may  be  made  by  the 


surviving  spouse  with  respect  to  both 
him  and  the  decedent  if  all  the  following 
conditions  exist: 

(a)  No  return  has  been  made  by  the 
decedent  for  the  taxable  year  in  respect 
to  which  the  joint  return  is  made. 

(b)  No  executor  or  administrator  has 
been  appointed  at  or  before  the  time  of 
making  such  joint  return. 

(c)  No  executor  or  administrator  is 
appointed  before  the  last  day  prescribed 
by  law  for  filing  the  return  of  the  sur¬ 
viving  spouse. 

These  conditions  are  to  be  applied  with 
respect  to  the  return  for  each  of  the 
taxable  years  of  the  decedent  for  wliich 
a  joint  return  may  be  made  if  more  than 
one  such  taxable  year  is  involved.  Thus, 
in  the  case  of  husband  and  wife  on  the 
calendar  year  basis,  if  the  wife  dies  in 
February  1953,  a  joint  return  for  the 
husband  and  wife  for  1952  may  be  made 
if  the  conditions  set  forth  above  are 
satisfied  with  respect  to  such  return.  A 
joint  return  may  aLso  be  made  by  the 
survivor  for  both  himself  and  the  de¬ 
ceased  spouse  for  the  calendar  year  1953 
if  it  is  separately  determined  that  the 
conditions  set  forth  above  are  satisfied 
with  respect  to  the  return  for  such  year. 
If,  however,  the  deceased  spou.se  should, 
prior  to  her  death,  make  a  return  for 
1952,  the  surviving  spouse  may  not  there¬ 
after  make  a  joint  return  for  himself 
and  the  deceased  spouse  for  1952. 

(iv)  If  an  executor  or  administrator 
is  appointed  at  or  before  the  time  of 
making  the  joint  return  or  before  the 
last  day  prescribed  by  law  for  filing  the 
return  of  the  surviving  spouse,  the  sur¬ 
viving  spouse  cannot  make  a  joint  return 
for  himself  and  the  deceased  spouse 
whether  or  not  a  separate  return  for  the 
deceased  spouse  is  made  by  such  execu¬ 
tor  or  administrator.  In  such  a  case, 
any  return  made  solely  by  the  surviving 
spouse  shall  be  treated  as  his  separate 
return.  The  joint  return,  if  one  is  to 
be  made,  must  be  made  by  both  the 
surviving  spouse  and  the  executor  or 
administrator.  In  determining  whether 
an  executor  or  administrator  is  ap¬ 
pointed  before  the  last  day  prescribed  by 
law  for  filing  the  return  of  the  surviving 
spouse,  an  extension  of  time  for  making 
the  return  is  included. 

(V)  If  the  surviving  spouse  makes  the 
joint  return  provided  for  in  subdivision 
(iii)  and  thereafter  an  executor  or  ad¬ 
ministrator  of  the  decedent  is  appointed, 
the  executor  or  administrator'  may  dis¬ 
affirm  such  joint  return.  This  di.'^afiBnn- 
ance,  in  order  to  be  effective,  must  be 
made  within  one  year  after  the  last  day 
prescribed  by  law  for  filing  the  return 
of  the  surviving  spouse  (including  any 
extension  of  time  for  filing  such  return) 
and  must  be  made  in  the  form  of  a  sep¬ 
arate  return  for  the  taxable  year  of  the 
decedent  with  resp>ect  to  which  the  joint 
return  was  made.  In  the  event  of  such 
proper  disaffirmance  the  return  made  by 
the  survivor  shall  constitute  his  separate 
return,  that  is,  the  joint  return  made  by 
him  shall  be  treated  as  his  retuni  and 
the  tax  thereon  shall  be  computed  by 
excluding  all  items  properly  includible 
In  the  return  of  the  deceased  spouse. 
The  separate  return  made  by  tire  exccu- 
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tor  or  administrator  shall  constitute  the 
return  of  the  deceased  spouse  for  the 
taxable  year. 

(vi)  The  time  allowed  the  executor  or 
administrator  to  disaffirm  the  joint  re¬ 
turn  by  the  making  of  a  separate  return 
does  not  establish  a  new  due  date  for 
the  return  of  the  deceased  spouse.  Ac¬ 
cordingly,  the  provisions  of  sections  291 
and  294.  relating  to  delinquent  returns 
and  delinquency  in  payment  of  tax,  are 
applicable  to  such  return  made  by  the 
executor  in  disafiBrmance  of  the  joint 
return. 

(3)  Joint  return  after  filing  separate 
return — (i)  In  general,  (a)  Where  an 
individual  has  filed  a  separate  return  for 
a  taxable  year  for  which  a  joint  return 
could  have  been  made  by  him  and  his 
spouse  under  section  51  (b) ,  and  the  time 
prescribed  by  law  for  filing  the  return  for 
such  taxable  year  has  expired,  such  indi¬ 
vidual  and  his  spouse  may,  under  condi¬ 
tions  hereinafter  set  forth,  make  a  joint 
return  for  such  taxable  year.  The  joint 
return  filed  pursuant  to  section  51  (g) 
shall  constitute  the  return  of  the  hus¬ 
band  and  wife  for  such  year,  and  all 
payments,  credits,  refunds,  or  other  re¬ 
payments,  made  or  allowed  with  respect 
to  the  separate  return  of  either  spouse 
are  to  be  taken  into  account  in  deter¬ 
mining  the  extent  to  which  the  tax  based 
on  the  joint  return  has  been  paid. 

(b)  For  the  purpose  of  this  section, 
the  determination  whether  an  individual 
is  married  at  any  time  during  the  tax¬ 
able  year  shall  be  made  in  accordance 
with  the  provisions  of  section  51  (b)  (5>. 
See  §  39.51-1  (b)  (1).  The  fact  that  the 
taxpayer  and  his  spouse  are  divorced  or 
legally  separated  at  any  time  after  the 
close  of  the  taxable  year  for  which  sep¬ 
arate  returns  are  filed  shall  not  deprive 
them  of  their  right  to  file  a  joint  return 
ior  such  taxable  year  pursuant  to  section 
51  (g). 

(ii)  Payments  required  before  joint 
returns  can  be  made.  A  joint  return  may 
not  be  made  under  section  51  (g)  for  a 
taxable  year  unless  at  or  before  the  time 
of  the  filing  of  such  joint  return  the 
following  amounts  are  paid: 

(a)  All  amounts  previously  assessed 
with  respect  to  either  spouse  for  such 
taxable  year; 

(b)  All  amounts  shown  as  the  tax  by 
either  spouse  upon  his  separate  return 
for  such  taxable  year ;  and 

fc)  Any  amount  deteimined,  at  the 
time  of  the  filing  of  the  joint  return,  as 
a  deficiency  with  respect  to  either  spouse 
for  such  taxable  year  if,  prior  to  such 
filing,  a  notice  under  section  272  (a)  of 
such  deficiency  has  been  mailed, 

(iii)  Time  for  making  joint  return. 
A  joint  return  may  not  be  made  under 
section  51  (g)  with  respect  to  a  taxable 
year: 

<a)  After  the  expiration  of  3  years 
from  the  last  day  prescribed  by  law  for 
filing  the  return  for  such  taxable  year 
determined  without  regard  to  any  ex¬ 
tension  of  time  granted  to  either  spouse. 
Thus  where  an  extension  of  time  for  fil¬ 
ing  returns  has  been  granted  by  the 
Commissioner  or  his  representative  in 
accordance  with  section  53  (a),  the  ex- 
tension  shall  be  disregarded  in  deter¬ 


mining  the  last  day  upon  which  a  joint 
return  may  be  filed  after  separate  re¬ 
turns  have  been  filed. 

(b)  After  there  has  been  mailed  to 
either  spouse,  with  respect  to  such  tax¬ 
able  year,  a  notice  of  deficiency  under 
section  272  (a),  if  the  spouse,  as  to  such 
notice,  files  a  petition  with  the  Tax  Court 
of  the  United  States  within  the  time 
prescribed  in  section  272  (a),  that  is, 
within  90  days  (or  150  days  if  notice  is 
addressed  to  taxpayer  outside  the 
States  of  the  Union  and  the  District  of 
Columbia)  after  the  mailing  of  the  no¬ 
tice,  excluding  Saturday,  Sunday,  or  a 
legal  holiday  in  the  District  of  Columbia 
as  the  ninetieth  day; 

(c)  After  either  spouse  has  com¬ 
menced  a  suit  in  any  court  for  the  re¬ 
covery  of  any  part  of  the  tax  for  such 
taxable  year;  or 

(d)  After  either  spouse  has  entered 
into  a  closing  agreement  under  section 
3760  with  respect  to  such  taxable  year, 
or  after  any  civil  or  criminal  case  aris¬ 
ing  against  either  spouse  with  respect 
to  such  taxable  year  has  been  compro¬ 
mised  under  section  3761. 

(iv)  Elections  made  in  separate  re¬ 
turn.  If  a  joint  return  is  made  under 
section  51  (g),  any  election,  other  than 
the  election  to  file  a  separate  return, 
made  by  either  spouse  in  his  separate  re¬ 
turn  for  the  taxable  year  with  respect 
to  the  treatment  of  any  income,  deduc¬ 
tion,  or  credit  of  such  spouse  shall  not 
be  changed  in  the  making  of  the  joint 
return  where  such  election  would  have 
been  irrevocable  if  the  joint  return  had 
not  been  made.  Thus,  if  one  spouse  has 
made  an  irrevocable  election  to  adopt 
and  use  the  last-in,  first-out  inventory 
method  under  section  22  (d),  this  elec¬ 
tion  may  not  be  changed  upon  making 
the  joint  return  under  section  51  (g). 

(V)  Additions  to  the  tax.  Where  the 
amount  shown  as  the  tax  by  the  husband 
and  wife  on  a  joint  return  made  under 
section  51  (g)  exceeds  the  aggregate  of 
the  amounts  shown  as  tax  on  the  sepa¬ 
rate  return  of  each  spouse,  and  such 
excess  is  attributable  to  negligence,  in¬ 
tentional  disregard  of  rules  and  regula¬ 
tions,  or  fraud  at  the  time  of  the  making 
of  such  separate  returns,  there  shall  be 
assessed,  collected,  and  paid  in  the  same 
manner  as  if  it  were  a  deficiency  an  ad¬ 
ditional  amount  as  provided  in  the  two 
succeeding  sentences.  If  any  part  of 
such  excess  is  attributable  to  negligence, 
or  intentional  disregard  of  rules  and 
regulations,  at  the  time  of  the  making 
of  such  separate  return,  but  without  any 
intent  to  defraud,  this  additional  amount 
shall  be  5  percent  of  the  total  amount  of 
the  excess.  If  any  part  of  such  excess 
is  attributable  to  fraud  with  intent  to 
evade  tax  at  the  time  of  the  making  of 
such  separate  return,  this  additional 
amount  shall  be  50  percent  of  the  total 
amount  of  the  excess.  The  latter  addi¬ 
tion  is  in  lieu  of  the  50  percent  addition 
to  the  tax  provided  in  section  3612  (d> 
(2). 

(vi)  Rules  for  application  of  sections 
275  and  291.  For  the  purpose  of  section 
275,  relating  to  the  period  of  limitations 
upon  assessment  and  collection,  and  sec¬ 
tion  291,  relating  to  delinquent  returns,  a 


joint  return  made  under  section  51  (g) 
shall  be  deemed  to  have  been  filed,  giving 
due  regard  to  any  extension  of  time 
granted  to  either  spouse,  on  the  following 
dates: 

(a)  Where  both  spouses  filed  separate 
returns,  prior  to  making  the  joint  re¬ 
turn  under  section  51  (g),  on  the  date 
the  last  separate  return  of  either  spouse 
was  filed  for  the  taxable  year,  but  not 
earlier  than  the  last  date  prescribed  by 
law  for  the  filing  of  the  return  of  either 
spouse; 

(b)  Where  only  one  spouse  was  re¬ 
quired  and  did  file  a  return  prior  to  the 
making  of  the  joint  return  under  section 
51  (g),  on  the  date  of  the  filing  of  the 
separate  return,  but  not  earlier  than 
the  last  day  prescribed  by  law  for  the 
filing  of  such  return;  and 

(c)  Where  both  spouses  were  required 
to  file  a  return,  but  only  one  spouse  did 
so  file,  on  the  date  of  the  filing  of  the 
joint  return  under  section  51  (g). 

(vii)  Rule  for  application  of  section 
322.  For  the  purpose  of  section  322,  re¬ 
lating  to  refunds  and  credits,  a  joint 
return  made  under  section  51  (g)  shall 
be  deemed  to  have  been  filed  on  the  last  ' 
date  prescribed  by  law  for  filing  the  re¬ 
turn  for  such  taxable  year,  determined 
without  regard  to  any  extension  of  time 
granted  to  either  spouse  for  filing  the 
return  or  paying  the  tax. 

(viii)  Additional  time  for  assessment. 
In  the  case  of  a  joint  return  made  under 
section  51  (g),  the  period  of  limitations 
provided  in  sections  275  and  276  shall  not 
be  less  than  1  year  after  the  date  of  the 
actual  filing  of  such  joint  return.  The 
expiration  of  the  1  year  is  to  be  deter¬ 
mined  without  regard  to  the  rules  pro¬ 
vided  in  subdivision  (vi)  of  this  subpara¬ 
graph,  relating  to  the  application  of  sec¬ 
tions  275  and  291  with  respect  to  a  joint 
return  made  under  section  51  (g). 

(ix)  Rule  for  application  of  section 
3809  (a).  For  the  purposes  of  section 
3809  (a),  relating  to  criminal  penalties 
in  the  case  of  a  fraudulent  return,  the 
term  “return”  includes  a  separate  re¬ 
turn  filed  by  a  spouse  for  the  taxable 
year  for  which  a  joint  return  is  subse¬ 
quently  made  under  section  51  (g). 

§  39.51-2  Form  of  return — (a)  In 
general.  (1)  The  return  shall  be  on 
Form  1040,  except  in  the  case  of  a  tax¬ 
payer  entitled  to  elect,  and  who  so  elects, 
to  use  the  Form  1040A  in  accordance 
with  the  rules  prescribed  in  paragraph 
(b)  of  this  section.  A  taxpayer,  even 
though  entitled  to  use  Form  1040A  for 
the  taxable  year  may,  nevertheless,  use 
Form  1040  as  his  return.  Such  taxpayer 
otherwise  entitled  to  use  Form  1040 A  as 
his  return  for  the  taxable  year  but  who 
does  not  desire  to  take  the  standard  de¬ 
duction  provided  in  section  23  (aa)  is 
required  to  use  Form  1040  as  his  return 
for  such  taxable  year. 

(2)  The  forms  may  be  obtained  from 
the  district  directors  of  internal  revenue 
for  the  several  internal  revenue  districts. 
The  return  may  be  made  by  an  agent,  if 
by  reason  of  illness,  the  person  liable  for 
the  making  of  the  return  is  unable  to 
make  it.  The  return  may  also  be  made 
by  an  agent  if  the  taxpayer  is  unable  to 
make  the  return  by  reason  of  continuous 
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absence  from  the  United  States  for  a 
period  of  at  least  60  days  before  the  date 
prescribed  by  law  for  making  the  return. 
Whenever  a  return  is  made  by  an  agent 
it  must  be  accompanied  by  the  prescribed 
rwwer  of  attorney.  Form  935,  except  that 
an  agent  holding  a  valid  and  subsisting 
general  power  of  attorney  authorizing 
him  to  represent  his  principal  in  making, 
executing,  and  filing  the  income  return, 
may  submit  a  certified  copy  thereof  in 
lieu  of  the  authorization  on  Form  935. 
The  taxpayer  and  his  agent,  if  any,  are 
responsible  for  the  return  as  made  and 
incur  liability  for  the  penalties  provided 
for  erroneous,  false,  or  fraudulent  re¬ 
turns.  For  returns  of  nonresident  aliens, 
see  §§  39.217-1  and  39.217-2. 

(3)  The  home  or  residential  address 
of  the  taxpayer  (including  the  street  and 
number,  if  any)  shall  be  given  in  the 
space  provided  at  the  top  of  the  return 
for  the  name  and  address  of  the  tax¬ 
payer.  A  taxpayer  having  a  permanent 
business  address  may  give  that  address 
as  the  principal  or  mailing  address,  pro¬ 
vided  that  the  complete  home  or  resi¬ 
dential  address  is  also  given  within  the 
st>ace  provided. 

(b)  Use  of  optional  return  on  Form 

1040A.  (1)  An  individual  entitled  to 

elect  to  pay  the  tax  imposed  by  Supple¬ 
ment  T  (except  a  taxpayer  making  his 
returns  on  a  fiscal  year  basis)  may  elect 
to  use  Form  1040A  as  his  return  provided 
his  gross  income  is  less  than  $5,000,  con¬ 
sists  entirely  of  remuneration  for  per¬ 
sonal  services  performed  by  him  as  an 
employee,  dividends,  or  interest,  and  his 
gross  income  from  sources  other  than 
wages,  as  defined  in  section  1621  (a), 
does  not  exceed  $100.  A  taxpayer  who 
makes  his  return  on  a  basis  other  than 
the  cash  receipts  and  disbursements  basis 
may  not  use  Form  1040A  as  his  return. 
A  taxpayer  who  has  made  payments  of 
estimate  tax  for  a  taxable  year  may  not 
use  Form  1040A  as  his  return  for  such 
year.  In  the  case  of  married  persons 
domiciled  in  a  community-property 
State,  Form  1040A  may  not  be  used  as  a 
return  by  either  spouse  unless  the  aggre¬ 
gate  gross  income  of  husband  and  wife 
meets  the  tests  prescribed  above  and 
they  make  a  joint  return.  If  they  desire 
to  file  separate  returns.  Form  1040  must 
be  used. 

(2)  An  election  to  make  a  return  on 
Form  1040A  shall  be  exercised  by  prop¬ 
erly  executing  and  filing  such  form,  to 
which  shall  be  attached  all  Forms  W-2 
received  for  the  taxable  year,  with  the 
district  director  of  internal  revenue  on  or 
before  the  due  date  of  the  taxpayer’s 
return.  Such  Form  1040A.  when  filled 
out  and  executed  and  having  attached 
thereto  all  Forms  W-2  received  with 
respect  to  wages  paid  in  the  taxable  year, 
shall,  when  timely  filed,  constitute  such 
individual’s  return  for  such  year  if  he  is 
eligible  under  section  51  (f)  to  use  the 
optional  return. 

(c)  Joint  return  of  husband  and  wife 
on  Form  1040 A.  (1)  If  during  the  tax¬ 
able  year  either  husband  or  wife,  or  both, 
derive  income  from  w’ages,  as  defined  in 
section  1621  (a),  and  are  furnished  one 
or  more  Forms  W-2,  and  the  aggregate 
gross  income  of  both  spouses  is  less  than 
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$5,000,  consists  solely  of  remuneration 
for  services  performed  as  an  employee, 
dividends,  or  interest,  and  includes  a 
total  of  not  more  than  $100  from  div¬ 
idends,  interest,  and  remuneration  for 
personal  services  other  than  such  wages, 
the  spouses  may  file  a  joint  return  on 
Form  1040A  signed  by  both  spouses,  and 
all  Forms  W-2  received  by  both  spouses 
for  the  taxable  year  shall  be  attached 
thereto. 

(2)  The  tax  computed  by  the  district 
director  of  internal  revenue  upon  the 
basis  of  a  joint  return  on  Form  1040A 
shall  be  the  lesser  of  the  following 
amounts: 

(i)  A  tax  computed  as  though  the  re¬ 
turn  on  Form  1040A  constituted  the  sep¬ 
arate  returns  of  the  spouses,  and 

(ii)  A  tax  computed  as  though  the  re¬ 
turn  on  Form  1040A  constituted  a  joint 
return. 

(3)  If  a  joint  return  is  made  by  hus¬ 
band  and  wife  on  Form  1040A.  the  lia¬ 
bility  for  the  tax  shall  be  joint  and 
several. 

(d)  Head  of  household.  In  the  case 
of  a  head  of  a  household  electing  to  make 
his  return  on  Form  1040 A  in  accordance 
with  the  rules  prescribed  in  this  section, 
the  tax  shall  be  computed  under  Supple¬ 
ment  T  without  regard  to  the  status  of 
the  taxpayer  as  the  head  of  a  household. 

§  39.51-3  Return  of  income  of  minor. 
An  individual,  although  a  minor,  who 
is  single,  is  required  to  render  a  return 
of  income  if  he  has  gross  income  (in¬ 
cluding  compensation  for  personal  serv¬ 
ices  includible  in  his  gross  income  under 
section  22  (m)  (1)  of  $600  or  over  for  the 
taxable  year  regardless  of  the  amount 
of  his  net  income.  If  the  aggregate  of 
the  gross  income  of  such  a  minor  from 
any  property  which  he  pos.sesses  and 
from  any  funds  held  in  trust  for  him  by 
a  trustee  or  guardian  and  from  his  earn¬ 
ings  is  at  least  $600,  regardless  of  the 
amount  of  his  net  income,  a  return,  as 
in  the  case  of  any  other  individual,  must 
be  made  by  him  or  for  him  by  his  guard¬ 
ian  or  other  person  charged  with  the 
care  of  his  person  or  property.  See 
§  39.142-2.  If  he  is  married,  see 
§  39.51-1. 

§  39.51-4  Verification  of  returns,  (a) 
A  return  of  an  individual  required  to  be 
filed  under  section  51  shall  contain  or 
be  verified  by  a  written  declaration  that 
it  is  made  under  the  penalties  of  per¬ 
jury.  All  other  income  tax  returns  must 
be  verified  in  the  manner  prescribed  on 
the  form  for  the  return. 

(b)  Income  tax  returns  actually  pre¬ 
pared  by  other  persons  for  individuals 
required  to  file  returns  under  section  51 
shall  be  verified  as  provided  in  section 
51.  If  any  person  or  persons  actually 
prepare  any  other  income  return  for  an¬ 
other  person,  the  prescribed  form  of  veri¬ 
fication  on  the  return  shall  be  executed 
by  such  person  or  persons  preparing  the 
return.  Such  verification  is  required  on 
all  such  income  returns  required  under 
the  Internal  Revenue  Code  except  the 
following : 

(1)  Returns  required  under  sections 
143  and  144  (relating  to  withholding  of 
tax  at  the  source) ; 


(2)  Returns  required  to  be  made  by 
departing  aliens  under  section  146 ; 

(3)  Returns  required  under  sections 
147,  148,  and  149  (relating  to  informa< 
tion  at  source) ; 

(4)  Returns  by  subsidiary  corpora¬ 
tions  included  in  consolidate  returns; 
and 

(5)  Returns  required  under  sections 
338  (a),  339,  and  3604  (relating  to 
monthly  information  returns  filed  by 
officers  and  directors,  and  also  monthly 
and  annual  information  returns  filed  by 
certain  shareholders,  of  certain  foreign 
corporations,  and  returns  as  to  the  for- 
mation  of  foreign  corporations). 

Such  verification  is  not  required  if  the 
actual  preparation  of  the  return  is  a  reg¬ 
ular  and  usual  incident  of  the  employ, 
ment  of  one  regularly  and  continuously 
employed  for  full  time  by  the  person  for 
whom  the  return  is  made  (as  in  the  case 
of  a  clerk,  secretary,  bookkeeper,  ac¬ 
countant,  etc.).  If,  however,  the  em¬ 
ployee  is  not  regularly  or  continuously 
employed  by  the  person  for  whom  the 
return  is  made  for  the  full  time,  or  the 
actual  preparation  of  the  return  is  not  a 
regular  and  usual  incident  of  such  em¬ 
ployment,  the  requirements  of  this  para¬ 
graph  apply.  Thus,  if  the  return  Is 
prepared  by  an  accountant  or  firm  of  ac¬ 
countants  making  periodical  audits  of 
the  accounts  of  the  person  for  whom 
the  return  is  prepared,  the  verification  is 
required.  If  the  return  is  a  separate 
return  of  a  married  person,  the  verifica¬ 
tion  is  required,  although  the  one  actu¬ 
ally  preparing  the  return  is  the  husband 
or  wife  of  the  taxpayer.  A  person  who 
renders  mere  mechanical  assistance  or 
preparation  as.  for  example,  a  stenogra¬ 
pher  or  typist,  is  not  considered  as  pre¬ 
paring  the  return.  If,  in  the  course  of 
his  oflacial  duties,  an  internal  revenue 
agent,  or  other  officer  or  employee  of 
the  Internal  Revenue  Service  actually 
prepares  the  return,  the  person  for 
wiiom  the  return  is  made  shall  make  in 
the  return  a  brief  statement  to  that  ef¬ 
fect,  and  it  will  not  be  necessary  to  make 
the  verification  required  by  this  para¬ 
graph. 

§  39.51-5  Use  of  prescribed  forms. 
Copies  of  the  prescribed  return  forms 
will  so  far  as  possible  be  furnished  tax¬ 
payers  by  district  directors  of  internal 
revenue.  A  taxpayer  will  not  be  excused 
from  making  a  return,  however,  by  the 
fact  that  no  return  form  has  been  fur¬ 
nished  to  him.  Taxpayers  not  supplied 
with  the  proper  forms  should  make  appli¬ 
cation  therefor  to  the  district  director  of 
internal  revenue  in  ample  time  to  have 
their  returns  prepared,  verified,  and  filed 
with  the  district  director  of  internal 
revenue  on  or  before  the  due  date.  Each 
taxpayer  should  carefully  prepare  his  re¬ 
turn  .so  as  fully  and  clearly  to  set  forth 
the  data  therein  called  for. 

W'hich  have  not  been  so  prepared 
will  not  be  accepted  as  meeting  the  re¬ 
quirements  of  the  Internal  Revenue  Code. 
In  lack  of  a  prescribed  form  a  statement 
made  by  a  taxpayer  di.sclosing  his  gross 
income  and  the  deductions  therefrom 
may  be  accepted  as  a  tentative  return, 
and  if  filed  within  the  prescribed  lime  the 
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statement  so  made  will  relieve  the  tax¬ 
payer  from  liability  to  penalties,  pro¬ 
vided  that  without  unnecessary  delay 
such  a  tentative  return  is  supplemented 
by  a  return  made  on  the  proper  form. 
(See  further  §§  39.53-2  to  39.53-4,  in¬ 
clusive.) 

§  39.52  Statutory  provisions;  returns 
and  payment  of  tax;  corporation  returns. 

Sec.  52.  Corporation  returns — (a)  Re¬ 
quirement.  Every  corporation  subject  to 
taxation  under  this  chapter  shall  make  a 
return,  stating  specifically  the  Items  of  Its 
gross  Income  and  the  deductions  and  credits 
allowed  by  this  chapter  and  .such  other  In¬ 
formation  for  the  purpose  of  carrying  out 
the  provisions  of  this  chapter  as  the  Com¬ 
missioner  with  the  approval  of  the  Secretary 
may  by  regulations  prescribe.  The  return 
shall  be  sworn  to  by  the  president,  vice 
president,  or  other  principal  officer  and  by 
the  treasurer,  assistant  treasurer,  or  chief 
accounting  officer.  In  cases  where  receivers, 
trustees  In  bankruptcy,  or  assignees  are 
operating  the  properly  or  business  of  cor¬ 
porations,  such  receivers,  trustees,  or  as¬ 
signees  shall  make  returns  for  such  corpora¬ 
tions  in  the  same  manner  and  form  as 
corporations  are  required  to  make  returns. 
Any  tax  due  on  the  basis  of  such  returns 
made  by  receivers,  trustees,  or  assignees  shall 
be  collected  In  the  same  manner  as  If  col¬ 
lected  from  the  corporations  of  whose  busi¬ 
ness  or  property  they  have  custody  and 
control . 

(b)  Cross  reference.  For  provisions  relat¬ 
ing  to  consolidated  returns,  see  section  141. 
|Sec.  62  as  amended  by  sec.  159  (f ) ,  Rev.  Act 
1942] 

§39  52-1  Corporation  returns.  fa) 
Every  corporation  not  expressly  exempt 
from  tax  must  make  a  return  of  income, 
regardless  of  the  amount  of  its  net  in¬ 
come.  In  the  case  of  ordinary  corpora¬ 
tions,  the  return  .shall  be  on  Form  1120. 
For  returns  of  insurance  companies,  see 
§§39.201-1,  39.204-1,  and  39.207-1;  of 
foreign  corporations,  .see  section  235 ;  and 
of  affiliated  corporations,  see  section  141 
and  §  39.141-1.  For  returns  of  certain 
corporations,  otherwise  exempt  from  tax 
under  .':ec‘^ion  101  (1),  (6),  (7),  or  (14), 
which  are  subject  to  the  tax  imposed  by 
section  421  (a)  (1)  upon  their  Supple¬ 
ment  U  net  income,  see  §  39.421-3.  For 
returns  of  certain  governmental  colleges 
or  universities  and  corporations  wholly 
owned  by  such  colleges  or  universities, 
which  are  subject  to  the  tax  imposed  by 
section  421  (a)  (1)  upon  their  Supple¬ 
ment  U  net  income,  see  §  39.421-3. 

(b)  A  corporation  having  an  existence 
during  any  portion  of  a  taxable  year  is 
required  to  make  a  return.  If  a  corpo¬ 
ration  was  not  in  existence  throughout 
an  annual  accounting  period  (either 
calendar  year  or  fiscal  year),  the  corpo¬ 
ration  is  required  to  make  a  return  for 
that  fractional  part  of  a  year  during 
which  it  was  in  existence.  A  corporation 
is  not  in  existence  after  it  ceases  business 
and  dissolves,  retaining  no  assets, 
whether  or  not  under  State  law  it  may 
thereafter  be  treated  as  continuing  as  a 
corporation  for  certain  limited  purposes 
j  connected  with  winding  up  its  affairs, 
I  such  as  for  the  purpose  of  suing  and  be- 
j  ing  sued.  If  the  corporation  has  valuable 
[  claims  for  which  it  will  bring  suit  during 
this  period,  it  has  retained  assets,  and 
tt  continues  in  existence.  A  corporation 
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does  not  go  out  of  existence  if  it  is  merely 
turned  over  to  receivers  or  trustees  who 
continue  to  operate  it.  A  corporation 
which  has  received  a  charter,  but  has 
never  perfected  its  organization,  which 
has  transacted  no  business  and  had  no 
income  from  any  source,  may  upon  pre¬ 
sentation  of  the  facts  to  the  district  di¬ 
rector  of  internal  revenue  be  relieved 
from  the  necessity  of  making  a  return 
as  long  as  it  remains  in  an  unorganized 
condition.  In  the  absence  of  a  proper 
_showing  to  the  district  director  of  in¬ 
ternal  revenue  such  a  corporation  will  be 
required  to  make  a  return. 

(c)  For  information  returns  by  corpo¬ 
rations  contemplating  dissolution  or 
liquidation,  see  section  148  (d).  For 
information  returns  by  corporations  of 
.distributions  in  liquidation,  see  section 
148  (e).  For  information  returns  by 
corporations  relating  to  profits  of  the 
taxable  year  declared  as  dividends,  see 
section  148  (b).  For  verification  of  re¬ 
turns  and  use  of  prescribed  forms,  see 
§§39.51-4  and  39.51-5. 

§  39.52-2  Returns  by  receivers.  Re¬ 
ceivers.  trustees  in  dis.solution,  trustees 
in  bankruptcy,  and  assignees,  operating 
the  property  or  business  of  corporations, 
must  make  returns  of  income  for  such 
corporations.  If  a  receiver  has  full  cus¬ 
tody  of  and  control  over  the  business  or 
property  of  a  corporation,  he  shall  be 
deemed  to  be  operating  such  business  or 
property  within  the  meaning  of  section 
52.  whether  he  is  engaged  in  carrying  on 
the  business  for  which  the  corporation 
was  organized  or  only  in  marshaling, 
selling,  and  disposing  of  its  assets  for 
purposes  of  liquidation.  Notwithstand¬ 
ing  that  the  powers  and  functions  of  a 
corporation  are  suspended  and  that  the 
property  and  business  are  for  the  time 
being  in  the  custody  of  the  receiver, 
trustee,  or  assignee,  subject  to  the  order 
of  the  court,  such  receiver,  trustee,  or 
assignee  stands  in  the  place  of  the  cor¬ 
porate  officers  and  is  required  to  perform 
all  the  duties  and  assume  all  the  liabili¬ 
ties  which  would  devolve  upon  the  offi¬ 
cers  of  the  corporation  were  they  in  con¬ 
trol.  (See  sections  274  and  298  and 
§§  39.274-1  and  39.274-2.)  A  receiver  in 
charge  of  only  part  of  the  property  of  a 
corporation,  however,  as,  for  example, 
a  receiver  in  mortgage  foreclosure  pro¬ 
ceedings  involving  merely  a  small  por¬ 
tion  of  its  property,  need  not  make  a 
return  of  income. 

§  39.53  Statutory  provisions;  returns 
and  payment  of  tax;  time  and  place  for 
filing  returns. 

Eejc.  53.  Time  and  place  for  filing  returns-^ 
(a)  Time  for  filing — (1)  General  rule. 
Returns  made  on  the  basis  of  the  calendar 
year  shall  be  made  on  or  before  the  15th  day 
of  March  following  the  close  of  the  calendar 
year,  except  that  In  the  case  of  the  return 
of  the  fiduciary  of  an  estate  or  trust,  the  re¬ 
turn  shall  be  made  on  or  before  the  fifteenth 
day  of  April  following  the  close  of  the  calen¬ 
dar  year.  Returns  made  on  the  basis  of  a 
fiscal  year  shall  be  made  on  or  before  the 
fifteenth  day  of  the  third  month  following 
the  close  of  the  fiscal  year,  except  that  In 
the  case  of  the  return  of  the  fiduciary  of  an 
estate  or  trust,  the  return  shall  be  made 
on  or  before  the  fifteenth  day  of  the  fourth 
month  following  the  close  of  the  fiscal  year. 
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(2)  Extension  of  time.  The  Commissioner 
may  grant  a  reasonable  extension  of  time 
for  filing  returns,  under  such  rules  and  regu¬ 
lations  as  he  shall  prescribe  with  the  ap¬ 
proval  of  the  Secretary.  Except  In  the  case 
of  taxpayers  who  are  abroad,  no  such  exten¬ 
sion  shall  be  for  more  than  six  months. 

(b)  To  xchom  return  made — (1)  Indii'id- 
uals.  Returns  (other  than  corporation  re¬ 
turns)  shall  be  made  to  the  collector  for  the 
district  in  which  Is  located  the  legal  resi¬ 
dence  or  principal  place  of  business  of  the 
person  making  the  return,  or,  if  he  has  no 
legal  residence  or  principal  place  of  business 
In  the  United  States,  then  to  the  collector 
at  Baltimore,  Maryland. 

(2)  Corporations.  Returns  of  corporations 
shall  be  made  to  the  collector  of  the  district 
in  which  is  located  the  principal  place  of 
business  or  principal  office  or  agency  of  the 
corporation,  or,  if  it  has  no  principal  place 
of  business  or  principal  office  or  agency  in 
the  United  States,  then  to  the  collector  at 
Baltimore,  Maryland. 

(Sec.  53  as  amended  by  sec.  205  (b)  (1),  Rev. 
Act  1950] 

§  39.53-1  Time  for  filing  returns,  (a) 
In  general,  returns  of  income  must  be 
filed  on  or  before  the  15th  day  of  the 
third  full  calendar  month  following  the 
close  of  the  taxable  year.  This  rule  is 
subject  to  several  exceptions,  in  which 
the  time  for  filing  is  as  follows: 

(1)  In  the  case  of  a  return  of  a  non- 
re.sident  alien  individual  (except  a  bona 
fide  resident  of  Puerto  Rico  during  the 
entire  taxable  year),  at  the  time  pre¬ 
scribed  in  section  217. 

(2)  In  the  case  of  a  return  of  a  non¬ 
resident  foreign  corporation,  at  the  time 
prescribed  in  section  235. 

(3)  In  the  case  of  a  final  return  of  a 
decedent  for  a  fractional  part  of  a  year, 
on  or  before  the  15th  day  of  the  third 
month  following  the  close  of  the  12- 
month  period  which  began  with  the  first 
day  of  such  fractional  part  of  the  year, 

(4)  In  the  case  of  any  return  for  a 
fractional  part  of  a  year,  the  district 
director  may,  upon  a  show’ing  by  the  tax¬ 
payer  of  unusual  circumstances,  pre¬ 
scribe  a  later  time  for  the  filing  of  the 
return. 

(5)  In  the  case  of  a  return  of  a  fidu¬ 
ciary  of  an  estate  or  trust,  on  or  before 
the  15th  day  of  the  fourth  month  fol¬ 
lowing  the  close  of  the  taxable  year. 

(b)  A  corporation  going  into  liquida¬ 
tion  during  any  taxable  year  may,  upon 
the  completion  of  such  liquidation,  pre¬ 
pare  a  return  for  that  year  covering  its 
income  for  the  part  of  the  year  during 
which  it  was  engaged  in  business  and 
may  immediately  file  such  return  w'ith 
the  district  director  of  internal  revenue. 
See  al.so  section  148  (d)  and  (e). 

(c)  For  provisions  relating  to  certain 
cases  in  which  the  time  for  filing  income 
tax  returns  is  postponed  by  reason  of  an 
individual  serving  in  or  in  support  of  the 
military  or  naval  forces  of  the  United 
States  in  a  combat  zone,  see  section  3804, 
See  section  3805  and  §  39.3805-1  as  to 
the  time  for  filing  income  tax  returns  of 
China  Trade  Act  corporations. 

§  39.53-2  Extension  of  time  for  filing 
returns.  It  is  important  that  the  tax¬ 
payer  render  on  or  before  the  due  date 
a  return  as  nearly  complete  and  final  as 
it  is  possible  for  him  to  prepare,  Kow’- 
ever,  the  Commissioner  is  authorized  to 

§  39.53-2 
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grant  a  reasonable  extension  of  time  for 
filing  returns  under  such  rules  and  regu¬ 
lations  as  he  shall  prescribe  with  the 
approval  of  the  Secretary.  Accordingly, 
authority  for  granting  extensions  of 
time  for  filing  income  tax  returns  is 
hereby  delegated  to  the  various  district 
directors  of  internal  revenue.  Applica¬ 
tion  for  extensions  of  time  for  filing  in¬ 
come  tax  returns  should  be  addressed  to 
the  district  director  of  internal  revenue 
for  the  internal  revenue  district  in  which 
the  taxpayer  files  his  returns  and  must 
contain  a  full  recital  of  the  causes  for 
the  delay.  Except  in  the  case  of  tax¬ 
payers  who  are  abroad,  no  extension  for 
filing  income  tax  returns  may  be  granted 
for  more  than  six  months.  For  exten¬ 
sions  of  time  for  payment  of  tax,  see 
sections  56  (c)  and  272  (j)  and 

§§  39.53-3,  39.56-2,  and  39.272-3. 

§  39.53-3  Extensions  of  time  in  the 
case  of  foreign  organizations,  certain 
domestic  corporations,  citizens  of  United 
States  residing  or  traveling  abroad,  and 
nontaxable  returns  of  fiduciaries  for 
estates  or  trusts.  An  extension  of  time 
for  filing  returns  of  income  is  hereby 
granted  up  to  and  including  the  15th 
day  of  the  sixth  month  following  the 
close  of  the  taxable  year  in  the  case  of: 

(a>  Foreign  partnerships,  regardless  of 
w'hether  they  maintain  an  oflBce  or  place 
of  business  within  the  United  States ; 

(b)  Foreign  corporations  which  main¬ 
tain  an  office  or  place  of  business  w’ithin 
the  United  States; 

(c)  Domestic  corporations  wrhich 
transact  their  business  and  keep  their 
records  and  books  of  account  abroad; 

(d)  Domestic  corporations  whose  prin¬ 
cipal  income  is  from  sources  within  the 
possessions  of  the  United  States;  and 

(e)  American  citizens  residing  or 
traveling  abroad,  including  persons  in 
military  or  naval  service  on  duty  outside 
the  United  States. 

In  all  such  cases  a  statement  must  be 
attached  to  the  return  showing  that  the 
person  for  whom  the  return  is  made  is  a 
person  described  in  this  subsection. 

Taxpayers  who  take  advantage  of  this 
extension  of  time  will  be  charged  with 
interest  at  the  rate  of  6  percent  per  an¬ 
num  on  the  first  installment  of  tax,  if 
any,  from  the  original  due  date  until 
paid. 

§  39.53-4  Due  date  of  return.  The 
due  date  is  the  date  on  or  before  which 
a  return  is  required  to  be  filed  in  ac¬ 
cordance  with  the  provisions  of  the  In¬ 
ternal  Revenue  Code,  (including  sections 
3804  and  3805)  and  the  regulations  pre¬ 
scribed  thereunder  or  the  last  day  of  the 
period  covered  by  an  extension  of  time 
granted  by  the  Commissioner  or  a  dis¬ 
trict  director  of  internal  revenue.  When 
the  due  date  falls  on  Sunday  or  a  legal 
holiday,  the  due  date  for  filing  returns 
will  be  the  day  following  such  Sunday  or 
legal  holiday.  If  placed  in  the  mails, 
the  returns  should  be  posted  in  ample 
time  to  reach  the  office  of  the  district 
director  of  internal  revenue,  under  ordi¬ 
nary  handling  of  the  mails,  on  or  before 
the  date  on  which  the  return  is  required 
to  be  filed.  If  a  return  is  made  and 
placed  in  the  mails  in  due  course,  prop¬ 


erly  addressed  and  postage  paid,  in 
ample  time  to  reach  the  office  of  the  dis¬ 
trict  director  of  internal  revenue  on  or 
before  the  due  date,  no  penalty  will  at¬ 
tach  should  the  return  not  actually  be 
received  by  such  officer  until  subsequent 
to  that  date.  If  a  question  may  be 
raised  as  to  whether  the  return  was 
posted  in  ample  time  to  reach  the  office 
of  the  district  director  of  internal  reve¬ 
nue  on  or  before  the  due  date,  the  enve¬ 
lope  in  which  the  return  was 
transmitted  will  be  preserved  by  the 
district  director  of  internal  revenue  and 
forwarded  to  the  Commissioner  with  the 
return.  As  to  additions  to  the  tax  in 
the  case  of  failure  to  file  return  within 
the  prescribed  time,  see  section  291. 

§  39.53-5  Place  for  filing  individual 
returns,  (a)  Section  53  (b)  (1)  provides 
that  individual  returns  shall  be  made  to 
the  district  director  of  internal  revenue 
for  the  internal  revenue  district  in  which 
is  located  the  legal  residence  or  principal 
place  of  business  of  the  person  making 
the  return,  or,  if  he  has  no  legal  resi¬ 
dence  or  principal  place  of  business  in 
the  United  States,  then  to  the  District 
Director  of  Internal  Revenue  at  Balti¬ 
more,  Md. 

(b)  An  individual  employed  on  a  salary 
or  commission  basis  w^ho  is  not  also  en¬ 
gaged  in  conducting  a  commercial  or  pro¬ 
fessional  enterprise  for  profit  on  his  own 
account  does  not  have  a  “principal  place 
of  business”  within  the  meaning  of  sec¬ 
tion  53  (b)  (1),  and  shall  make  his  re¬ 
turn  to  the  district  director  of  internal 
revenue  for  the  internal  revenue  district 
in  which  is  located  his  legal  residence, 
or,  if  he  has  no  legal  residence  in  the 
United  States,  then  to  the  District  Di¬ 
rector  of  Internal  Revenue  at  Baltimore, 
Md. 

§  39.54  Statutory  provisions;  returns 
and  payment  of  tax;  records  and  special 
returns. 

Sec.  54.  Records  and  special  returns — (a) 
By  taxpayer.  Every  person  liable  to  any  tax 
Imposed  by  this  chapter  or  for  the  collec¬ 
tion  thereof,  shall  keep  such  records,  render 
under  oath  such  statements,  make  such  re¬ 
turns,  and  comply  with  such  rules  and  regu¬ 
lations,  as  the  Commissioner,  with  the  ap¬ 
proval  of  the  Secretary,  may  from  time  to 
time  prescribe. 

(b)  To  determine  liability  to  tax.  When¬ 
ever  in  the  Judgment  of  the  Commissioner 
necessary  he  may  require  any  person,  by 
notice  served  upon  him,  to  make  a  return, 
render  under  oath  such  statements,  or  keep 
such  records,  as  the  Commissioner  deems 
sufficient  to  show  whether  or  not  such  person 
is  liable  to  tax  under  this  chapter. 

(c)  Information  at  the  source.  For  re¬ 
quirement  of  statements  and  returns  by  one 
person  to  assist  in  determining  the  tax  lia¬ 
bility  of  another  person,  see  sections  147  to 
150. 

(d)  Copies  of  returns.  If  any  person, 
required  by  law  or  regulations  made  pursuant 
to  law  to  file  a  copy  of  any  Income  return 
for  any  taxable  year,  fails  to  file  such  copy 
at  the  time  required,  there  shall  be  due  and 
assessed  against  such  person  $5  in  the  case 
of  an  Individual  return  or  $10  in  the  case 
of  a  fiduciary,  partnership,  or  corporation 
return,  and  the  collector  with  whom  the  re¬ 
turn  is  filed  should  prepare  such  copy.  Such 
amount  shall  be  collected  and  paid,  without 
Interest,  in  the  same  manner  as  the  amount 
of  tax  due  in  excess  of  that  shown  by  the 


taxpayer  upon  a  return  in  the  case  of  a 
mathematical  error  appearing  on  the  face 
of  the  return.  Copies  of  returns  filed  or  pre¬ 
pared  pursuant  to  this  subsection  shall  re¬ 
main  on  file  for  a  period  of  not  less  than 
two  years  from  the  date  they  are  required  to 
be  filed,  and  may  be  destroyed  at  any  time 
thereafter  under  the  direction  of  the 
Commissioner. 

(e)  Foreign  personal  holding  companies. 
For  information  returns  by  officers,  directors, 
and  large  shareholders,  with  respect  to  for¬ 
eign  personal  holding  companies,  see  sections 
338,  339,  and  340. 

For  information  returns  by  attorneys,  ac¬ 
countants,  and  so,  forth,  as  to  formation, 
and  so  forth,  of  foreign  corporations,  see 
section  3604. 

(f)  Every  organization,  except  as  herein¬ 
after  provided,  exempt  from  taxation  under 
section  101  shall  file  an  annual  return,  which 
shall  contain  or  be  verified  by  a  written 
declaration  that  it  is  made  under  the  penal¬ 
ties  of  perjury,  stating  specifically  the  Itenas 
of  gross  Income,  receipts,  and  disbursements, 
and  such  other  information  for  the  purpose 
of  carrying  out  the  provisions  of  this  chapter 
as  the  Commissioner,  with  the  approval  of 
the  Secretary,  may  by  regulations  prescribe, 
and  shall  keep  such  records,  render  under 
oath  such  statements,  make  such  other  re¬ 
turns,  and  comply  with  such  rules  and  reg¬ 
ulations  as  the  Commissioner,  with  the  ap¬ 
proval  of  the  Secretary,  may  from  time  to 
time  prescribe.  Ho  such  annual  return  need 
be  filed  under  this  subsection  by  any  organi¬ 
zation  exempt  from  taxation  under  the  pro¬ 
visions  of  section  101 — 

(1)  Which  is  a  religious  organization  ex¬ 
empt  under  section  101  (6);  or 

(2)  Which  is  an  educational  organization 
exempt  under  section  101  (6),  if  such  or¬ 
ganization  normally  maintains  a  regular 
faculty  and  curriculum  and  normally  has  a 
regularly  organized  body  of  pupils  or  stu¬ 
dents  in  attendance  at  the  place  where  its 
educational  activities  are  regularly  carried 
on:  or 

(3)  Which  is  a  charitable  organization,  or 
an  organization  for  the  prevention  of  cruelty 
to  children  or  animals,  exempt  under  section 
101  (6),  if  such  organization  is  supported, 
in  whole  or  in  part,  by  funds  contributed  by 
the  United  States  or  any  State  or  political 
subdivision  thereof,  or  is  primarily  supported 
by  contributions  of  the  general  public;  or 

(4)  Which  is  an  organization  exempt 
under  section  101  (6),  if  such  organization 
is  operated,  supervised,  or  controlled  by  or 
in  connection  with  a  religious  organization 
described  in  paragraph  (1);  or 

(5)  Which  is  an  organization  exempt 
solely  under  section  101  (3):  or 

(6)  Which  is  an  organization  exempt 
under  section  101  (15),  if  such  organization 
is  a  corporation  wholly  owned  by  the  United 
States  or  any  agency  or  Instrumentality 
thereof,  or  a  wholly  owned  subsidiary  of  such 
a  corporation. 

[Sec.  54  as  amended  by  sec.  117,  Rev.  Act 
1943] 

5  39.54-1  Records  and  income  tax 
forms,  (a)  Every  person  subject  to  the 
tax,  except  persons  whose  gross  income 
(1)  consists  solely  of  salary,  wages,  or 
similar  compensation  for  personal  serv¬ 
ices  rendered,  or  (2)  arises  solely  from 
the  business  of  growing  and  selling  prod¬ 
ucts  of  the  soil,  shall,  for  the  purpose  of 
enabling  the  Commissioner  to  determine 
the  correct  amount  of  income  subject 
to  the  tax,  keep  such  permanent  books  of 
account  or  records,  including  inventories, 
as  are  sufficient  to  establish  the  amount 
of  the  gross  income  and  the  deductions, 
credits,  and  other  matters  required  to 
be  shown  in  any  return  under  chapter  1. 
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In  addition  to  such  permanent  books  and 
records  as  are  required  by  this  para¬ 
graph  with  respect  to  the  tax  imposed 
by  Supplement  U  (sections  421  to  424, 
inclusive),  every  organization  exempt 
from  tax  under  section  101  but  required 
by  section  54  (f)  to  file  an  annual  return 
shall  keep  such  permanent  books  of  ac¬ 
count  or  records,  including  inventories, 
as  are  sufficient  to  show  specifically  the 
items  of  gross  income,  receipts,  and  dis¬ 
bursements,  and  such  other  information 
as  is  required  by  8  39.101-1.  The  books 
or  records  required  by  this  paragraph 
shall  be  kept  at  all  times  available  for 
inspection  by  internal  revenue  officers, 
and  shall  be  retained  so  long  as  the  con¬ 
tents  thereof  may  become  material  in 
the  administration  of  any  internal  rev¬ 
enue  law. 

(b)  Income-tax  forms  shall  be  pre¬ 
scribed  by  the  Commissioner  and  shall 
be  executed  and  filed  in  accordance  with 
regulations  in  this  part  and  the  instruc¬ 
tions  on  the  form  or  issued  therewith. 

(c>  The  provisions  of  section  54  (f) 
relieving  certain  specified  types  of  or¬ 
ganizations  exempt  from  tax  under  sec¬ 
tion  101  from  filing  annual  returns  do 
not  abridge  or  impair  in  any  way  the 
powers  and  authority  of  the  Commis- 
-sioner  provided  for  in  other  provisions  of 
the  Internal  Revenue  Code  to  require 
the  filing  of  such  returns  by  such  or¬ 
ganizations.  For  further  regulations  re¬ 
garding  proof  and  establishment  of  right 
to  exemption  from  tax,  for  filing  of  re¬ 
turns,  and  keeping  records  by  organiza¬ 
tions  exempt  from  tax,  see  §§39.101-1 
and  39.153-1. 

§  39.55  Statutory  provisions:  returns 
and  payment  of  tax;  publicity  of  returns. 

Sec.  55.  Publicity  of  returns — (a)  Public 
record  and  inspection.  (1)  Returns  made 
under  this  chapter  upon  which  the  tax  has 
been  determined  by  the  Commissioner  shall 
constitute  public  records:  but,  except  as 
hereinafter  provided  In  this  section,  they 
shall  be  open  to  inspection  only  upon  order 
of  the  President  and  under  rules  and  regula¬ 
tions  prescribed  by  the  Secretary  and  ap¬ 
proved  by  the  President. 

(2)  And  all  returns  made  under  this  chap¬ 
ter,  subchapters  A,  B,  D,  and  E  of  chapter  2, 
subchapter  B  of  chapter  3,  chapters  4,  7,  12, 
and  21,  subchapter  A  of  chapter  29,  and 
chapter  30.  shall  constitute  public  records 
and  shall  be  open  to  public  examination  and 
inspection  to  such  extent  as  shall  be  author¬ 
ized  in  rules  and  regulations  promulgated 
by  the  President. 

(3)  Whenever  a  return  Is  open  to  the 
inspection  of  any  person  a  certified  copy 
thereof  shall,  upon  request,  be  furnished  to 
such  person  under  rules  and  regulations 
prescribed  by  the  Commissioner  with  the 
approval  of  the  Secretary,  The  Commis¬ 
sioner  may  prescribe  a  reasonable  fee  for 
wrnlshlng  such  copy. 

(b)  Inspection  by  States — (1)  State  offi¬ 
cers.  Tlie  proper  officers  of  any  State  may, 
upon  the  request  of  the  governor  thereof, 
have  access  to  the  returns  of  any  corporation, 
Or  to  an  abstract  thereof  showing  the  name 
and  Income  of  the  corporation,  at  such  times 
and  in  such  manner  as  the  Secretary  may 
prescribe. 

(2)  State  bodies  or  commissions.  All  In¬ 
come  returns  filed  under  this  chapter  (or 
copies  thereof,  if  so  prescribed  by  regulations 
®iade  under  this  subsection),  shall  be  open 
to  Inspection  by  any  official,  body,  or  com- 
Bilasion,  lawfully  charged  with  the  adminis¬ 


tration  of  any  State  tax  law,  if  the  inspec¬ 
tion  is  fi3r  the  purpose  of  such  administra¬ 
tion  or  for  the  purpose  ^  of  obtaining 
information  to  be  furnished  *to  local  taxing 
authorities  as  provided  in  this  paragraph. 
The  inspection  shall  be  permitted  only 
upon  written  request  of  the  governor  of 
such  State,  designating  the  representative  of 
such  official,  body,  or  commission  to  make 
the  Inspection  on  behalf  of  such  official, 
body,  or  commission.  The  lnsi>ectlon  shall 
be  made  in  such  manner,  and  at  such  times 
and  places,  as  shall  be  prescribed  by  regula¬ 
tions  made  by  the  Commissioner  with  the 
approval  of  the  Secretary,  Any  information 
thus  secured  by  any  official,  body,  or  com¬ 
mission  of  any  State  may  be  used  only  for 
the  administration  of  the  tax  law’s  of  such 
State,  except  that  upon  written  request  of 
the  Governor  of  such  State  any  such  in¬ 
formation  may  be  fuJ^nished  to  any  official, 
body,  or  commission  of  any  political  sub¬ 
division  of  such  State,  lawfully  charged  with 
the  administration  of  the  tax  laws  of  such 
political  subdivision,  but  may  be  furnished 
only  for  the  purpose  of,  and  may  be  used  only 
for,  the  administration  of  such  tax  laws. 

(c)  Inspection  by  shareholders.  All  bona 
fide  shareholders  of  record  owning  1  per 
centum  or  more  of  the  outstanding  stock  of 
any  corporation  shall,  upon  making  request 
of  the  Commissioner,  be  allowed  to  examine 
the  annual  Income  returns  of  such  corpora¬ 
tion  and  of  its  subsidiaries. 

(d)  Inspection  by  committees  of  Con¬ 
gress —  (1)  Committees  on  ways  and  means 
and  finance.  (A)  The  Secretary  and  any  of¬ 
ficer  or  employee  of  the  Treasury  Depart¬ 
ment,  upon  request  from  the  Committee  on 
Ways  and  Means  of  the  House  of  Represent¬ 
atives,  the  Committee  on  Finance  of  the 
Senate,  or  a  select  committee  of  the  Senate 
or  House  specially  authorized  to  investigate 
returns  by  a  resolution  of  the  Senate  or 
House,  or  a  Joint  committee  so  authorized  by 
concurrent  resolution,  shall  furnish  such 
committee  sitting  in  executive  session  with 
any  data  of  any  character  contained  in  or 
shown  by  any  return, 

(B)  Any  such  committee  shall  have  the 
right,  acting  directly  as  a  committee,  or  by 
or  through  such  examiners  or  agents  as  it 
may  designate  or  appoint,  to  inspect  any  or 
all  of  the  returns  at  such  times  and  in  such 
manner  as  it  may  determine. 

(C)  Any  relevant  or  useful  information 
thus  obtained  may  be  submitted  by  the  com¬ 
mittee  obtaining  it  to  the  Senate  or  the 
House,  or  to  both  the  Senate  and  the  House, 
as  the  case  may  be. 

(2)  Joint  Committee  on  Internal  Revenue 
Taxation.  The  Joint  Committee  on  Internal 
Revenue  Taxation  shall  have  the  same  right 
to  obtain  data  and  to  inspect  returns  as  the 
Committee  on  Ways  and  Means  or  the  Com¬ 
mittee  on  Finance,  and  to  submit  any  rele¬ 
vant  or  useful  information  thus  obtained  to 
the  Senate,  the  House  of  Representatives,  the 
Committee  on  Ways  and  Means  or  the  Com¬ 
mittee  on  Finance.  The  Committee  on  Ways 
and  Means  or  the  Committee  on  Finance 
may  submit  such  Information  to  the  House 
or  to  the  Senate,  or  to  both  the  House  and 
the  Senate,  as  the  case  may  be. 

(e)  Inspection  in  collector’s  office  of  list 
of  taxpayers.  The  Commissioner  shall  as 
soon  as  practicable  in  each  year  cause  to  be 
prepared  and  made  available  to  public  in¬ 
spection  in  such  manner  as  he  may  deter¬ 
mine,  in  the  office  of  the  collector  in  each 
Internal  revenue  district  and  in  such  other 
places  as  he  may  determine,  lists  containing 
the  name  and  the  post-office  address  of  each 
person  making  an  income-tax  return  in  such 
district. 

(f)  Penalties  for  disclosing  information — • 
(1)  Federal  employees  and  other  persons. 
It  shall  be  unlawful  for  any  collector,  deputy 
collector,  agent,  clerk,  or  other  officer  or 
employee  of  the  United  States  to  divulge  or 


to  make  known  in  any  manner  whatever 
not  provided  by  law  to  any  person  the  amount 
or  source  of  Income,  profits,  losses,  expendi¬ 
tures,  or  any  particular  thereof,  set  forth  or 
disclosed  in  any  income  return,  or  to  permit 
any  Income  return  or  copy  thereof  or  any 
book  containing  any  abstract  or  particulars 
thereof  to  be  seen  or  examined  by  any  person 
except  as  provided  by  law;  and  it  shall  be 
unlawful  for  any  person  to  print  or  publish 
in  any  manner  whatever  not  provided  by 
law  any  income  return,  or  any  part  thereof 
or  source  of  Income,  profits,  losses,  or  ex¬ 
penditures  appearing  in  any  income  return; 
and  any  offense  against  the  foregoing  pro¬ 
visions  shall  be  a  misdemeanor  and  be  pun¬ 
ished  by  a  fine  not  exceeding  $1,000  or  by 
Imprisonment  not  exceeding  one  year,  or 
both,  at  the  discretion  of  the  court;  and  if 
the  offender  be  an  officer  or  employee  of  the 
United  States  he  shall  be  dismissed  from 
office  or  discharged  from  employment. 

(2)  State  employees.  Any  officer,  em¬ 
ployee,  or  agent  of  any  State  or  political  sub¬ 
division,  who  divulges  (except  as  authorized 
in  paragraph  2  of  subsection  (b),  or  when 
called  upon  to  testify  in  any  judicial  or  ad¬ 
ministrative  proceeding  to  which  the  State 
or  political  subdivision,  or  such  State  or  local 
official,  body,  or  commission,  as  such.  Is  a 
party)  any  information  acquired  by  him 
through  an  Inspection  permitted  him  or 
another  under  paragraph  2  of  subsection  (b) 
shall  be  guilty  of  a  misdemeanor  and  shall 
upon  conviction  be  punished  by  a  fine  of  not 
more  than  $1,000,  or  by  Imprisonment  for  not 
more  than  one  year,  or  both. 

(3)  Shareholders.  Any  shareholder  who 
pursuant  to  the  provisions  of  this  section  is 
allowed  to  examine  the  return  of  any  cor¬ 
poration.  and  who  makes  known  in  any  man¬ 
ner  whatever  not  provided  by  law  the  amount 
or  source  of  income,  profits,  losses,  expendi¬ 
tures,  or  any  particular  thereof,  set  forth  or 
disclosed  in  any  such  return,  shall  be  guilty 
of  a  misdemeanor  and  be  punished  by  a  fine 
not  exceeding  $1,000  or  by  imprisonment  not 
exceeding  one  year,  or  both. 

(4)  Cross  reference.  For  penalties  for  dis¬ 
closing  operations,  style  of  work,  or  appa¬ 
ratus  of  any  manufacturer  or  producer,  see 
section  4047. 

I  Sec.  55  as  amended  by  sec.  507,  Second  Rev. 
Act  1940;  sec.  554  (d)  (1).  Rev.  Act  19411 

§  39.55-1  Inspection  of  returns. 
(a)  Any  properly  authorized  official, 
body,  or  commission,  lawfully  charged 
with  the  administration  of  any  State 
tax  law,  or  properly  designated  repre¬ 
sentatives  of  such  official,  body,  or  com¬ 
mission.  may,  in  the  discretion  of  the 
Commissioner,  inspect  income  returns 
for  the  purpose  of  such  administration. 
For  the  purposes  of  this  section,  the  word 
“returns”  shall  include  information  re¬ 
turns,  schedules,  lists,  and  other  written 
statements  filed  with  the  Commissioner 
designed  to  be  supplemental  to  or  to 
become  a  part  of  income  returns. 

(b)  Requests  for  permission  to  inspect 
returns  must  be  in  writing  signed  by  the 
governor  under  the  seal  of  his  State,  and 
must  be  addressed  to  the  Commissioner 
of  Internal  Revenue,  Audit  Service 
Branch,  Washington.  D.  C.  The  request 
must  state  (1)  the  kind  of  returns  it  is 
desired  to  inspect.  (2)  the  taxable  year 
or  years  covered  by  the  returns  it  is  de¬ 
sired  to  inspect,  (3)  the  name  of  the  offi¬ 
cial,  body,  or  commission  by  whom  or 
which  inspection  is  to  be  made,  (4)  the 
name  of  the  representative  of  such  offi¬ 
cial,  body,  or  commission,  designated  to 
make  the  inspection,  (5)  by  specific  ref¬ 
erences,  the  State  tax  law  which  such 
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efSclal,  body,  or  commission  is  charged 
with  administering  and  the  law  under 
which  he,  she,  or  it  is  so  charged,  (6)  the 
purpose  for  w'hich  the  inspection  is  to  be 
made,  and  (7)  if  the  inspection  is  for  the 
purpose  of  obtaining  information  to  be 
furnished  to  local  taxing  authorities,  (i) 
the  name  of  the  official,  body,  or  commis¬ 
sion  of  any  political  subdivision  of  the 
State,  law’fully  charged  with  the  admin¬ 
istration  of  the  tax  laws  of  such  political 
subdivision,  if  any,  to  whom  or  to  which 
the  information  secured  by  the  inspection 
is  to  be  furnished,  and  (ii)  the  pui'pose 
for  which  the  information  is  to  be  used  by 
such  official,  body,  or  commission. 

(c)  In  any  case  where  inspection  of 
the  returns  is  authorized  in  accordance 
with  the  provisions  of  this  section,  the 
Commissioner  ma-y,  in  his  discretion, 
permit  inspection  of  other  records  and 
reports  which  contain  information  in¬ 
cluded  or  required  by  statute  to  be  in¬ 
cluded  in  the  return. 

(d)  For  inspection  of  returns,  other 
than  on  behalf  of  States  or  political 
subdivisions  thereof,  and  furnishing 
copies  of  returns  so  open  to  inspection, 
see  Treasury  Decision  4929,  approved  by 
the  President  on  August  28,  1939,  and 
Treasury  Decision  4945,  approved  Sep¬ 
tember  20,  1939. 

§  39  56  Statutory  provisions;  Re¬ 
turns  and  payment  of  tax;  Payment  of 
tax. 

8ec.  56.  Payment  of  tax — (a)  Time  of 
Payment.  The  total  amount  of  tax  imposed 
by  this  chapter  shall  be  paid  on  the  fifteenth 
day  of  March  following  the  close  of  the  cal¬ 
endar  year,  or,  if  the  return  should  be  made 
on  the  basis  of  a  fiscal  year,  then  on  the  fif¬ 
teenth  day  of  the  third  month  following 
the  close  of  the  fiscal  year,  except  that  in 
the  case  of  the  tax  imposed  upon  an  estate 
or  trust  the  tax  shall  be  paid  on  the  fifteenth 
day  of  April  following  the  close  of  the  cal¬ 
endar  year,  or,  if  the  return  should  be  made 
on  the  basis  of  a  fiscal  year,  then  on  the 
fifteenth  day  of  the  fourth  month  following 
the  close  of  the  fiscal  year. 

(b)  Installment  payments — (1)  Estates  of 
decedents.  In  the  case  of  the  estate  of 
a  decedent,  the  fiduciary  may  elect  to  pay 
the  tax  in  four  equal  installments. 

(2)  Corporations.  In  the  case  of  a  cor¬ 
poration — 

(A)  Taxable  years  ending  before  Decem¬ 
ber  31,  1954.  The  taxpayer  may  elect  with 
respect  to  any  taxable  year  ending  before 
December  31,  1954,  to  pay  the  tax  in  four 
installments,  and  in  such  case  the  amount 
of  the  tax  paid  by  each  installment  shall  be 
determined  as  follows: 
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(B)  Taxable  years  ending  on  or  after  De¬ 
cember  31,  1954.  The  taxpayer  may  elect 
with  respect  to  any  taxable  year  ending  on 
or  after  December  31,  1954,  to  pay  the  tax 
in  two  equal  installments. 

(3)  Dates  for  installment  payments — (A) 
Four  installments.  In  any  case  in  which  the 
tax  may  be  paid  in  four  installments,  the 


first  installment  shall  be  paid  on  the  date 
prescribed  for  the  payment  of  the’ tax  by 
the  taxpayer,  the  second  installment  shall 
be  paid  on  the  15th  day  of  the  third  month, 
the  third  installment  on  the  15th  day  of  the 
sixth  month,  and  the  fourth  installment  on 
the  15th  day  of  the  ninth  month,  after  such 
date. 

(B)  Two  installments.  In  any  case  in 
which  the  tax  may  be  paid  in  two  install¬ 
ments,  the  first  installment  shall  be  paid  on 
the  date  prescribed  for  the  payment  of  the 
tax  by  the  taxpayer,  and  the  second  install¬ 
ment  shall  be  paid  on  the  15th  day  of  the 
third  month  after  such  date. 

(4)  Requirement  for  payment.  If  any  in¬ 
stallment  is  not  paid  on  or  before  the  date 
fixed  for  its  payment,  the  whole  of  the  tax 
unpaid  shall  be  paid  upon  notice  and  de¬ 
mand  from  the  collector, 

(c)  Extension  of  time  for  payment — (1) 
General  rule.  At  the  request  of  the  tax¬ 
payer,  the  Commissioner  may  extend  the 
time  lor  payment  of  the  amount  determined 
as  the  tax  by  the  taxpayer,  or  any  install¬ 
ment  thereof,  for  a  period  not  to  exceed  six 
months  from  the  date  prescribed  for  the 
payment  of  the  tax  or  an  installment  there¬ 
of.  In  such  case  the  amount  in  respect  of 
W'hich  the  extension  is  granted  shall  be  paid 
on  or  before  the  date  of  the  expiration  of  the 
period  of  the  extension. 

(2)  Liquidation  of  personal  holding  com¬ 
panies.  At  the  request  of  the  taxpayer,  the 
Commissioner  may  (under  regulations  pre¬ 
scribed  by  the  Commissioner  with  the  ap¬ 
proval  of  the  Secretary)  extend  (for  a  period 
not  to  exceed  five  years  from  the  date  pre¬ 
scribed  for  the  payment  of  the  tax)  the  time 
for  the  payment  of  such  portion  of  the 
amount  determined  as  the  tax  by  the  tax¬ 
payer  as  is  attributable  to  the  short-term  or 
long-term  capital  gain  derived  by  the  tax¬ 
payer  from  the  receipt  by  him  of  property 
other  than  money  upon  the  complete  liqui- 
datioVi  (as  defined  in  section  115  (c) )  of  a 
corporation.  This  paragraph  shall  apply  only 
if  the  corporation,  for  its  taxable  year  pre¬ 
ceding  the  year  in  which  occurred  the  com¬ 
plete  liquidation  (or  the  first  of  the  series 
of  distributions  referred  to  in  such  septlon), 
was,  under  the  law  applicable  to  such  tax¬ 
able  year,  a  personal  holding  company  or  a 
foreign  personal  holding  company.  An  ex¬ 
tension  under  this  paragraph  shall  be  granted 
only  if  it  is  shown  to  the  satisfaction  of  the 
Commissioner  that  the  failure  to  grant  it  will 
result  in  undue  hardship  to  the  taxpayer. 
If  an  extension  is  granted  the  amount  with 
respect  to  which  the  extension  is  granted 
shall  be  paid  on  or  before  the  date  of  the 
expiration  of  the  extension.  If  an  extension 
is  granted  under  this  paragraph  the  Com¬ 
missioner  may  require  the  taxpayer  to  furnish 
a  bond  in  such  amount,  not  exceeding  double 
the  amount  with  respect  to  which  the  exten¬ 
sion  is  granted,  and  with  such  sureties  as  the 
Commissioner  deems  necessary,  conditioned 
upon  the  payment  of  the  amount  with  re¬ 
spect  to  which  the  extension  is  granted  in 
accordance  with  the  terms  of  the  extension. 

(d)  Voluntary  advance  payment.  A  tax 
imposed  by  this  chapter,  or  any  Installment 
thereof,  may  be  paid,  at  the  election  of  the 
taxpayer,  prior  to  the  date  prescribed  for  its 
payment. 

(e)  Advance  payment  in  case  of  jeopardy. 
For  advance  payment  in  case  of  Jeopardy, 
see  section  146. 

(f)  Tax  withheld  at  source.  For  require¬ 
ment  of  withholding  tax  at  source,  see  sec¬ 
tions  143  and  144. 

(g)  Fractional  parts  of  cent.  In  the  pay¬ 
ment  of  any  tax  under  this  chapter  a  frac¬ 
tional  part  of  a  cent  shall  be  disregarded  un¬ 
less  it  amounts  to  one-half  cent  or  more,  in 
which  case  it  shall  be  increased  to  1  cent. 

(h)  Receipts.  Every  collector  to  whom 
any  payment  of  any  income  tax  is  made  shall 
upon  request  give  to  the  person  making  such 


payment  a  full  written  or  printed  receipt 
therefor. 

(1)  Payment  of  tax  if  not  computed  by  tax¬ 
payer.  Where  under  section  51  (f)  a  tax¬ 
payer  who  is  an  individual  is  permitted  to 
file  return  without  showing  the  tax  thereon, 
and  the  tax  is  to  be  computed  by  the  col¬ 
lector,  the  amount  determined  by  the  col¬ 
lector  as  payable  shall  be  paid  within  thirty 
days  after  the  mailing  by  the  collector  to  the 
taxpayer  of  a  notice  stating  such  amount 
and  making  demand  thereof. 

(Sec.  56  as  amended  by  sec  172  (f)  (1), 
Rev.  Act  1942;  sec.  5  (d),  Current  Tax  Pay¬ 
ment  Act  1943;  secs.  6  (b)  (2),  12,  Indi¬ 
vidual  Income  Tax  Act  1944;  sec.  205  (a), 
(b)  (2),  Rev.  Act  1950J 

§  39.56-1  Date  on  which  tax  shall  be 
paid — (a)  In  general.  (1)  The  tax,  un¬ 
less  it  is  required  to  be  withheld  at  the 
source  under  section  1622,  is  to  be  paid 
on  or  before  the  15th  day  of  March  fol¬ 
lowing  the  close  of  the  calendar  year,  or, 
if  the  return  is  made  on  the  basis  of  a 
fiscal  year,  on  or  before  the  15th  day  of 
the  third  month  following  the  close  of 
such  fiscal  year.  See,  however,  para¬ 
graph  (b)  of  this  section  with  respect  to 
estates  and  trusts  and  §  39.59-1  with  re¬ 
spect  to  estimated  tax. 

(2)  In  any  case  in  which  an  individ¬ 
ual  taxpayer  is  entitled  to  elect,  and  does 
so  elect,  to  file  as  his  return  Form  1040A, 
as  provided  in  §  39.51-2,  the  amount  of 
the  tax  determined  by  the  district  direc¬ 
tor  is  to  be  paid  within  30  days  after  the 
date  of  mailing  by  the  district  director 
to  the  taxpayer  of  a  notice  stating  the 
amount  payable  by  the  taxpayer  and 
making  demand  upon  the  taxpayer 
therefor. 

(3)  In  the  case  of  a  return  (other  than 
a  return  by  a  nonresident  alien  individ¬ 
ual  who  does  not  have  wages  subject  to 
withholding  under  section  1622  or  a  non¬ 
resident  foreign  corporation)  for  a  frac¬ 
tional  part  of  a  year,  the  tax  is  to  be  paid 
on  or  before  the  last  day  prescribed  for 
the  filing  of  the  return  (see  §  39.53-1). 
But  see  §  39.53-3. 

(4)  For  the  time  of  payment  of  tax  by  a 
nonresident  alien  individual  (except  a 
bona  fide  resident  of  Puerto  Rico  subject 
to  the  provisions  of  section  220)  who 
does  not  have  wages  subject  to  with¬ 
holding  under  section  1622,  see  section 
218.  In  the  case  of  a  nonresident  alien 
individual  who  is  a  bona  fide  resident 
of  Puerto  Rico  during  the  entire  taxable 
year  and  thus  subject  to  the  provisions 
of  section  220,  the  tax  is  to  be  paid  at  the 
time  provided  in  the  case  of  United 
States  citizens  and  residents. 

(5)  For  the  time  of  payment  of  tax  by 
a  nonresident  foreign  corporation,  sec 
section  236. 

(6)  For  provisions  relating  to  certain 
cases  in  which  the  time  for  filing  income 
tax  returns  is  postponed  by  reason  of  an 
individual  serving  in  or  in  support  of  the 
military  or  naval  forces  of  the  United 
States  in  a  combat  zone,  see  section  3804. 
See  section  3805  and  §  39.3805-1  as  to  the 
time  for  filing  income  tax  returns  of 
China  Trade  Act  corporations. 

(b)  Estates  and  trusts.  In  the  case  of 
the  tax  imposed  upon  an  estate  or  trust, 
the  tax  shall  be  paid  on  or  before  the 
15th  day  of  April  following  the  close  of 
the  calendar  year,  or,  if  the  return  is 
made  on  the  basis  of  a  fiscal  year,  on  or 
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before  the  15  th  day  of  the  fourth  month 
following  the  close  of  the  fiscal  year. 

(c)  Installment  payments — (1) 

;  Estates  of  decedents.  With  respect  to 
!  estates  of  decedents,  the  fiduciary  may 
elect  to  pay  the  tax  in  four  equal  install- 
!  ments,  instead  of  in  a  single  payment, 
in  which  case  the  first  installment  shall 
I  be  paid  on  or  before  the  date  prescribed 
[  for  the  payment  of  the  tax  as  a  single 
[  payment,  the  second  installment  shall 
[  be  paid  on  or  before  the  15th  day  of  the 
I  third  month,  the  third  installment  on  or 
^  before  the  15th  day  of  the  sixth  month, 
;  and  the  fourth  installment  on  or  before 
!  the  15th  day  of  the  ninth  month,  after 
such  date. 

(2)  Corporations;  taxable  years  end¬ 
ing  before  December  31,  1954.  With  re¬ 
spect  to  taxable  years  of  corporations 
ending  before  December  31,  1954,  the 
taxpayer  may  elect  to  pay  the  tax  in 
!  four  installments,  and  in  such  case  the 
i  amount  of  the  tax  paid  by  each  install- 
[  ment  shall  be  as  follow  s : 


U  the  taxable  year  ends— 
Onor  after— 1  .\nd  before — 

Each  of  the 
first  2 

Installinonts 
shall  1)0  the 
follow  lint 
IH'roontape 
of  the  tax 

And  each  of 
the  hi-st  2 
Installinonts 

I  shall  1)0  the 
followinR 
Ix’roentaRo 
of  the  tux 

I  D6C.31.iaM  ■  Doe.  .31. 1952 

3.5 

1.5 

:  DfC.31.iaV>  1)00.31,19.53 

40 

10 

<  Dec.  31, 1953  1  Dtc.ai,  19M 

45 

6 

!  The  first  installment  shall  be  paid  on  or 
before  the  date  prescribed  for  the  pay¬ 
ment  of  the  tax  as  a  single  payment,  the 
;  second  installment  shall  be  paid  on  or 
^  before  the  15th  day  of  the  third  month, 
the  third  installment  on  or  before  the 
15th  day  of  the  sixth  month,  and  the 
fourth  installment  on  or  before  the  15th 
day  of  the  ninth  month,  after  such  date. 

(3)  Corporations:  taxable  year  ending 
i  on  or  after  December  31,  1954.  With 
■  respect  to  taxable  years  of  corporations 
;  ending  on  or  after  December  31,  1954, 
^  the  taxpayer  may  elect  to  pay  the  tax 
in  two  equal  installments,  in  which  case 
'  the  first  installment  shall  be  paid  on  or 
before  the  date  prescribed  for  the  pay- 
;  ment  of  the  tax  as  a  single  payment  and 
^  the  second  installment  on  or  before  the 
15th  day  of  the  third  month  after  such 
'  date. 

i  (4)  In  general,  (i)  If  the  taxpayer 
fleets  to  pay  the  tax  in  installments,  any 
installment  may  be  paid,  at  the  election 
of  the  taxpayer,  prior  to  the  date  pre¬ 
scribed  for  its  payment.  If  an  install- 
'  ment  is  not  paid  in  full  on  or  before  the 
'  date  fixed  for  its  payment  either  by  the 
:  Internal  Revenue  Code  or  by  the  Com- 
:  missioner  in  accordance  with  the  terms 
^  of  an  extension,  the  whole  amount  of 
,  the  tax  unpaid  shall  be  paid  upon  notice 
and  demand  from  the  district  director  of 
internal  revenue. 

hi)  In  the  case  of  taxpayers  other 
than  estates  of  decedents,  and  other  than 
corpora tions,  the  privilege  of  installment 
•  payments  of  the  tax  does  not  apply. 

5  39.56-2  Extension  of  time  for  pay- 
I  nent  of  the  tax  or  part  or  installment 
'■hereof,  (a)  If  it  is  shown  to  the  satis- 
taction  of  the  Commissioner  or  the  dis¬ 
trict  director  that  the  payment  of  the 
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amount  determined  as  the  tax  by  the 
taxpayer  or  any  part  or  installment 
thereof  upon  the  date  or  dates  pre¬ 
scribed  for  the  payment  thereof  will 
result  in  undue  hardship  to  the  tax¬ 
payer,  the  Commissioner  (after  August 
31,  1953,  the  district  director),  at  the 
request  of  the  taxpayer,  may  grant  an 
extension  of  time  for  the  payment  for  a 
period  not  to  exceed  six  months  from  the 
date  prescribed  for  the  payment  of  such 
amount,  part,  or  installment.  However, 
the  extension  may  be  for  a  period  not  to 
exceed  five  years  from  the  date  pre¬ 
scribed  for  the  payment  of  the  tax  in 
the  case  of  such  portion  of  the  amount 
determined  as  the  tax  by  the  taxpayer 
which  is  attributable  to  the  short-term 
or  long-term  capital  gain  derived  by  the 
taxpayer  from  the  receipt  by  him  of 
property  other  than  money  upon  the 
complete  liquidation  (as  defined  in  sec¬ 
tion  115  (c))  of  a  corporation  if  the 
corporation,  for  its  taxable  year  preced¬ 
ing  the  year  in  which  occurred  the  com¬ 
plete  liquidation  (or  the  first  of 
the  series  of  distributions  referred 
to  in  section  115  (c) ) ,  w-as,  under  the  law 
applicable  to  such  taxable  year,  a  per¬ 
sonal  holding  company  or  a  foreign  per¬ 
sonal  holding  company.  An  extension 
will  not  be  granted  upon  a  general  state¬ 
ment  of  hardship.  The  term  “undue 
hardship”  means  more  than  an  incon¬ 
venience  to  the  taxpayer.  It  must  ap¬ 
pear  that  substantial  financial  loss,  for 
example,  due  to  the  sale  of  property  at 
a  sacrifice  price,  will  result  to  the  tax¬ 
payer  from  making  payment  of  the 
amount  at  the  due  date.  If  a  market 
exists,  the  sale  of  property  at  the  current 
market  price  is  not  ordinarily  considered 
as  resulting  in  an  undue  hardship. 

(b)  An  application  for  an  extension  of 
time  for  the  payment  of  such  tax  should 
be  made  on  Form  1127  and  must  be  ac¬ 
companied  or  supported  by  evidence 
showing  the  undue  hardship  that  would 
result  to  the  taxpayer  if  the  extension 
were  refused.  A  statement  of  assets  and 
liabilities  of  the  taxpayer  and  an  item¬ 
ized  statement  showing  all  receipts  and 
disbursements  for  each  of  the  three 
months  immediately  preceding  the  due 
date  of  the  tax  are  required  and  should 
accompany  the  application.  The  appli¬ 
cation,  w’ith  the  evidence,  must  be  filed 
with  the  district  director  of  internal 
revenue,  who,  if  the  application  is  filed 
before  September  1, 1933,  will  transmit  it 
to  the  Commissioner  with  his  recommen¬ 
dations  as  to  the  extension.  It  will  be 
examined  and,  if  possible,  within  30  days 
will  be  denied,  granted,  or  tentatively 
granted,  subject  to  certain  conditions  of 
which  the  taxpayer  will  be  notified. 
An  application  for  an  extension  of  time 
for  the  payment  of  a  tax  will  not  be  con¬ 
sidered  unless  request  therefor  is  made 
to  the  district  director  of  internal  reve¬ 
nue  on  or  before  the  date  prescribed  for 
payment  of  the  tax  or  any  part  or  in¬ 
stallment  thereof  for  which  the  exten¬ 
sion  is  desired,  or  on  or  before  the  date 
or  dates  prescribed  for  payment  in  any 
prior  extension  granted. 

(c)  As  a  condition  to  the  granting  of 
such  an  extension,  the  taxpayer  will 
usually  be  required  to  furnish  a  bond  on 


Form  1130  in  an  amount  not  exceeding 
double  the  amount  of  the  tax  or  to  fur¬ 
nish  other  security  satisfactory  to  the 
Commissioner  for  the  payment  of  the 
tax,  or  any  part  or  installment  thereof, 
on  or  before  the  date  or  dates  prescribed 
for  payment  in  the  extension,  so  that  the 
risk  of  loss  to  the  Government  will 
not  be  greater  at  the  end  of  the 
extension  period  than  it  was  at 
the  beginning  of  the  period.  If  a 
bond  is  required  it  shall  be  conditioned 
upon  the  payment  of  the  tax,  interest, 
and  additional  amounts  assessed  in  con¬ 
nection  therewith  in  accordance  with 
the  terms  of  the  extension  granted,  and 
shall  be  executed  by  a  surety  company 
holding  a  certificate  of  authority  from 
the  Secretary  of  the  Treasury  as  an  ac¬ 
ceptable  surety  on  Federal  bonds,  and 
shall  be  subject  to  the  approval  of  the 
Commissioner.  In  lieu  of  such  a  bond, 
the  taxpayer  may  file  a  bond  secured  by 
deposit  of  bonds  or  notes  of  the  United 
States  equal  in  their  total  par  value  to  an 
amount  not  exceeding  double  the  amount 
of  the  tax,  or  any  part  or  installment 
thereof.  See  6  U.  S.  C.  15.  A  request 
by  the  taxpayer  for  an  extension  of  time 
for  the  payment  of  one  installment  does 
not  operate  to  procure  an  extension  of 
time  for  payment  of  subsequent  install¬ 
ments.  Nor  does  an  extension  of  time  for 
filing  a  return  operate  to  extend  the  time 
for  the  payment  of  the  tax  or  any  part 
thereof,  unless  so  specified  in  the  exten¬ 
sion.  If  an  extension  of  time  for  pay¬ 
ment  of  the  tax,  or  any  part  or  install¬ 
ment  thereof,  is  granted,  the  amount, 
time  for  payment  of  which  is  so  extended, 
shall  be  paid  on  or  before  the  expiration 
of  the  period  of  the  extension,  together 
with  interest  at  the  rate  of  6  percent  per 
annum  on  such  amount  from  the  date 
when  the  payment  should  have  been 
made  if  no  extension  had  been  granted 
until  the  expiration  of  the  period  of  the 
extension.  See  section  295. 

§  39.56-3  When  fractional  part  of 
cent  may  be  disregarded.  In  the  pay¬ 
ment  of  taxes  a  fractional  part  of  a  cent 
shall  be  disregarded  unless  it  amounts 
to  one-half  cent  or  more,  in  which  case 
it  shall  be  increased  to  1  cent.  Frac¬ 
tional  parts  of  a  cent  should  not  be  dis¬ 
regarded  in  the  computation  of  taxes. 

§  39.56-4  Receipts  for  tax  payments. 

Upon  request  a  di.strict  director  of  in¬ 
ternal  revenue  will  give  a  receipt  for 
each  tax  payment.  In  the  case  of  pay¬ 
ments  made  by  check  or  money  order 
the  canceled  check  or  the  money  order 
receipt  is  usually  a  sufficient  receipt.  In 
the  case  of  payments  in  cash,  however,  i 

the  taxpayer  should  in  every  instance 
require  and  the  district  director  of  in¬ 
ternal  revenue  should  furnish  a  receipt. 

§  39.57  Statutory  provisions;  returns 
and  payment  of  tax;  examination  of  re¬ 
turns  and  determination  of  tax. 

Sec.  57.  Examination  of  return  and  deter¬ 
mination  of  tax.  As  soon  as  practicable 
after  the  return  is  filed  the  Commissioner 
shall  examine  it  and  shall  determine  the 
correct  amount  of  the  tax. 

§  39.57-1  Examination  of  return  and 
determination  of  tax  by  the  Commis¬ 
sioner.  As  soon  as  practicable  after  re¬ 
turns  are  filed,  they  will  be  examined  and 
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the  correct  amount  of  the  tax  determined 
under  such  procedure  as  may  be  pre¬ 
scribed  from  time  to  time  by  the  Com¬ 
missioner.  See  section  272. 

§  39.53  Ca)  Statutory  provisions;  re¬ 
turns  and  payment  of  tax;  declaration 
of  estimated  tax  by  individuals;  require- 
ment  of  declaration. 

Sec.  58.  Declaration  of  estimated  tax  by 
indwidiials — (a)  Requirement  of  declara¬ 
tion.  Every  individual  (other  than  an  estate 
or  trust  and  other  than  a  nonresident  alien 
with  respect  to  whose  wages,  as  defined  in 
section  1621  (a),  withholding  under  Sub¬ 
chapter  D  of  Chapter  9  is  not  made  applica¬ 
ble,  but  Including  every  alien  individual 
who  is  a  resident  of  Puerto  Rico  during  the 
entire  taxable  year)  shall,  at  the  time  pre- 
scritjed  in  subsection  (d) ,  make  a  declaration 
of  his  estimated  tax  for  the  taxable  year  if — 

(1)  His  gross  Income  from  wages  (as  de¬ 
fined  in  section  1621)  can  reasonably  be  ex¬ 
pected  to  exceed  the  sum  of  $4,500  plus  $600 
with  respect  to  each  exemption  provided  in 
section  25  (b);  or 

(2)  His  gross  Income  from  sources  other 
than  wages  (as  defined  in  section  1621)  can 
reasonably  be  expected  to  exceed  $100  for  the 
taxable  year  and  his  gross  income  to  be  $600 
or  more. 

(Sec.  58  (a)  as  amended  by  sec.  5  (a).  Cur¬ 
rent  Tax  Payment  Act  1943;  sec.  13  (a), 
Individual  Income  Tax  Act  1944;  sec.  102  (b) 
(4),  Rev.  Act  1945;  sec.  202  (a).  Rev.  Act 
1948;  sec.  221  (g).  Rev.  Act  1950] 

§  39.58  (a)-l  Declarations  of  estimated 
tax.  (a)  A  declaration  of  estimated  tax 
shall  be  made  by  every  citizen  of  the 
United  States,  whether  residing  at  home 
or  abroad,  every  individual  residing  in 
the  United  States  though  not  a  citizen 
thereof,  every  nonresident  alien  who  is 
a  resident  of  Canada,  Mexico,  or  Puerto 
Rico  and  who  has  wages  subject  to  with¬ 
holding  at  the  source  under  section  1622, 
and  every  nonresident  alien  who  has 
been,  or  expects  to  be,  a  resident  of 
Puerto  Rico  during  the  entire  taxable 
year,  if  such  citizen  or  resident  or  alien 
can  reasonably  be  expected  to  have  for 
such  taxable  year: 

(1)  Gross  income  from  wages  subject 
to  withholding  under  section  1622  in 
excess  of  the  sum  of  $4,500  plus  $600 
for  each  exemption  allowable  as  a  credit 
under  section  25  (b) ;  or 

(2)  Gross  income  of  more  than  $100 
from  sources  other  than  wages  subject 
to  withholding  under  section  1622  and 
total  gross  income  of  $600  or  more. 

(b)  In  the  case  of  a  husband  and  wife, 
whether  or  not  they  are  living  together, 
a  joint  declaration  of  estimated  tax  may 
be  made  if  the  gross  income  of  either 
spouse  meets  the  requirements  of  sec¬ 
tion  53  (a).  If  the  gross  income  of  each 
spouse  meets  the  requirements  of  sec¬ 
tion  58  (a),  either  a  joint  declaration 
must  be  made  or  a  separate  declaration 
must  be  made  by  each.  For  the  purpose 
of  determining  whether  a  declaration  of 
estimated  tax  is  required  under  the  pro¬ 
visions  of  section  58  (a),  a  married 
person  may  not  take  into  account  the 
exemption  of  his  spouse,  if  his  spouse 
has,  or  is  reasonably  expected  to  have, 
gross  income. 

(c)  In  estimating  his  gross  income  for 
the  taxable  year  a  parent  should  not  take 
into  account  the  income  of  his  minor 
child.  Such  income  is  not  includible  in 


the  gross  income  of  the  parent.  See  sec¬ 
tion  22  (m) . 

(d)  A  nonresident  alien  who  is  (1)  a 
resident  of  Canada  or  Mexico,  who  enters 
into  and  leaves  the  United  States  at  fre¬ 
quent  intervals,  or  (2)  a  resident  of 
Puerto  Rico,  and  w'ho  has  wages  subject 
to  withholding  under  the  provisions  of 
section  1622  is  required  to  file  a  declara¬ 
tion  of  estimated  tax  if  his  gross  income 
meets  the  requirements  of  section  58  (a) . 
In  the  case  of  a  nonresident  alien  (other 
than  an  alien  resident  of  Puerto  Rico 
for  the  entire  taxable  year)  gross  income 
means  only  gross  income  from  sources 
within  the  United  States.  See  sections 
212  (a)  and  220.  As  to  what  constitutes 
gross  income  from  sources  within  the 
United  States,  see  section  119  and  the 
regulations  thereunder.  Thus,  for  ex¬ 
ample,  a  nonresident  alien  over  the  age 
of  65  years,  living  in  Mexico  with  his  wife 
and  one  dependent  child  throughout 
1952,  makes  his  return  on  a  calendar  year 
basis.  His  wife  and  child  are  also  non¬ 
resident  aliens.  He  is  employed  as  an 
executive  in  El  Paso,  Texas,  at  a  salary 
of  $8,000  per  annum  and  enters  and 
leaves  the  United  States  at  frequent  in¬ 
tervals  in  pursuit  of  such  employment. 
Neither  husband  nor  wife  has  any 
reasonable  expectation  of  any  other  in¬ 
come  from  United  States  sources.  Since 
his  wages  derived  from  sources  within 
the  United  States  in  1952  can  reason¬ 
ably  be  expected  to  amount  to  more  than 
$4,500  plus  $2,400  (the  aggregate  of  four 
exemptions,  including  one  exemption  for 
old  age),  or  $6,900,  a  declaration  of  esti¬ 
mated  tax  must  be  filed  for  such  resident 
of  Mexico  for  1952. 

(e)  A  nonresident  alien  who  has  been, 
or  expects  to  be,  a  resident  of  Puerto  Rico 
during  the  entire  taxable  year  is  required 
to  file  a  declaration  of  estimated  tax  if 
his  gross  income  meets  the  requii*ements 
of  section  58  (a).  For  the  purpose  of 
such  declaration,  gross  income  means 
gross  income  from  all  sources,  other  than 
sources  within  Puerto  Rico,  but  including 
amounts  received  for  services  performed 
as  an  employee  of  the  United  States  or 
any  agency  thereof.  See  sections  116 
(1)  and  220. 

(f)  An  estate  or  trust,  though  gen¬ 
erally  taxed  as  an  individual,  is  not  with¬ 
in  the  scope  of  the  system  of  current 
payment  of  the  tax,  and  hence  is  not  re¬ 
quired  to  file  a  declaration. 

(g)  The  application  of  these  provi¬ 
sions  may  be  illustrated  by  the  following 
examples: 

Example  (1).  H,  a  taxpayer  making  his 
return  on  the  calendar  year  basis,  Is  married 
and  has  two  dependent  children.  Neither 
his  wife  nor  his  children  have  any  source 
of  income.  H’s  wife  has  been  blind  for 
several  years  and  it  is  reasonable  to  assume 
that  she  will  not  regain  her  sight  in  1952. 
H’s  salary  from  January  1  to  June  30,  1952, 
is  at  the  annual  rate  of  $7,000.  However, 
effective  July  1,  1952,  his  annual  salary  Is 
increased  to  $9,000  and  under  the  facts 
then  existing  it  is  reasonable  to  assume  that 
his  salary  for  the  remaining  portion  of  1952 
will  remain  unchanged  and  that  his  total 
salary  for  the  year  will,  therefore,  be  $8,000. 
Since  such  amount  is  in  excess  of  $4,500  plus 
$3,000  (the  aggregate  of  five  exemptions, 
Including  the  two  exemptions  for  the  blind 
spouse),  or  $7,500,  H  is  required  to  file  a 


declaration  of  estimated  tax  for  1952.  As  to 
when  such  declaration  is  required  to  be 
filed,  see  §  39.58(d)-l(a). 

Example  (2).  P,  a  professional  man  en¬ 
gaged  in  the  practice  of  his  profession  on  his 
own  account,  has  gross  income  of  $400  from 
such  profession  for  the  two  months  of  Janu¬ 
ary  and  February  1952.  It  can  reasonably  be 
expected  that  he  will  have  no  income  during 
1952  from  any  other  source.  Since  P  has 
gross  income  which  can  for  1952  reasonably 
be  expected  to  exceed  $600  and  such  income 
does  not  constitute  wages  subject  to  with¬ 
holding,  he  is  required  to  file  a  declaration 
of  estimated  tax  regardless  of  his  marital 
status  and  regardless  of  the  number  of  ex¬ 
emptions  to  which  he  may  be  entitled  for 
that  year. 

Example  (3).  S  has  been  regularly  em¬ 
ployed  for  many  years  prior  to  January  1, 
1952,  at  which  date  his  weekly  wage  is  $50. 
S  also  owns  stock  in  a  corporation  from 
which  he  has  derived  regularly  for  many  years 
prior  to  1952  annual  dividends  ranging  from 
$120  to  $160.  In  view  of  the  fact  that  for 
1952  S  can  reasonably  be  expected  to  receive 
gross  income  of  $600  or  more,  which  includes 
more  than  $100  of  income  from  sources  other 
than  wages  as  defined  in  section  1621  (a),  he 
is  required  to  make  a  declaration  of  esti¬ 
mated  tax  for  such  year  regardless  of  his 
marital  status  or  the  number  of  exemptions 
to  which  he  may  be  entitled. 

Example  (4),  T,  a  married  taxpayer,  who 
makes  his  return  on  the  calendar  year  basis, 
is  employed  at  the  beginning  of  1952  at  an 
annual  salary  of  $7,500,  which,  on  the  basis 
of  facts  then  existing,  will,  it  is  expected,  not 
undergo  any  change  throughout  1952.  His 
wife  owns  stock  upon  which  dividends  rang¬ 
ing  from  $75  to  $100  have  been  paid  regu¬ 
larly  during  the  years  before  1952.  T  has 
two  dependent  children,  one  of  whom  has 
no  source  of  income  in  1952;  the  other  child, 
however,  is  employed  on  a  part-time  basis 
and  may  reasonably  be  expected  to  receive 
compensation  of  $650  in  1952.  T  also  con¬ 
tributes  the  major  portion  of  the  support 
of  his  mother  w'hose  only  source  of  Income 
is  approximately  $100  per  year  from  a  trust 
fund.  Under  these  facts  for  the  purpose 
of  determining  whether  he  is  required  to 
file  a  declaration,  T  may  take  into  account 
only  three  exemptions,  one  for  himself,  one 
for  his  mother,  and  one  for  the  child  ex¬ 
pected  to  receive  less  than  $600  gross  income 
in  1952.  Since  his  expected  salary  of  $7,500 
exceeds  the  sum  of  $4,500  plus  $1,800  (three 
exemptions),  or  $6,300,  T  is  required  to  file 
a  declaration  of  estimated  tax  for  1952.  In 
computing  his  estimated  tax  on  a  separate 
declaration,  T  may  not  take  into  account 
any  exemption  for  his  wife  since  she  is  rea¬ 
sonably  expected  to  have  gross  income  in 
1952.  If,  however,  a  joint  declaration  is 
made  and  the  tax  is  estimated  on  the  basis 
of  the  aggregate  net  income,  account  may  be 
taken  of  an  exemption  for  the  wife. 


§  39.58  (b)  Statutory  provisions;  re¬ 
turns  and  payment  of  tax;  declaration 
of  estimated  tax  by  individuals;  contents 
of  declaration. 

Sec.  58.  Declaration  of  estimated  tax  by 
individuals.  •  •  • 

(b)  Contents  of  declaration.  In  the  dec¬ 
laration  required  under  subsection  (a)  tM 
individual  shall  state — 

(1)  The  amount  which  he  estimates  as 
the  amount  of  tax  under  this  chapter  fof 
the  taxable  year,  without  regard  to  any 
credits  under  sections  32  and  35  for  tax» 
withheld  at  source  and  without  regard  w 
the  tax  imposed  by  subchapter  E  on  self* 
employment  income; 

(2)  The  amount  which  he  estimates  as 
the  credits  for  the  taxable  year  under  s*®* 
tions  32  and  35;  and 
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(3)  The  exrcss  of  the  amount  estimated 
under  paragraph  (1)  over  the  amount  esti¬ 
mated  under  paragraph  (2),  which  excess 
for  the  purposes  of  this  chapter  shall  be 
considered  the  estimated  tax  for  the  taxable 
year. 

The  declaration  shall  also  contain  such  other 
information  for  the  purposes  of  carrying 
out  the  provisions  of  this  chapter  as  the 
Commissioner,  with  the  approval  of  the 
Secretary,  may  by  regulations  prescribe,  and 
shall  contain  or  be  verified  by  a  written 
statement  that  it  is  made  under  the  penal¬ 
ties  of  perjury. 

(Sec.  58  (b)  as  amended  by  sec.  5  (a).  Cur¬ 
rent  Tax  Payment  Act  1943;  sec.  13  (a). 
Individual  Income  Tax  Act  1944;  sec.  208 
(d)  (4),  Social  Security  Act  Amendments 
19501 

§39.58  (b)-l  Form  and  contents  of 
declaration  of  estimated  tax — (a)  In 
general.  (1)  Tlie  declaration  of  esti¬ 
mated  tax  shall  be  on  Form  1040-ES. 
The  form  may  be  obtained  from  the  dis¬ 
trict  directors  of  internal  revenue  of  the 
several  districts.  It  shall  be  executed, 
verified,  and  filed  in  accordance  with 
the  resulations  in  this  part  and  the 
instructions  on  the  form  issued  there¬ 
with.  For  the  purposes  of  making  the 
declaration,  the  amount  of  gross  in¬ 
come  which  the  taxpayer  can  reasonably 
be  expected  to  receive  or  accrue,  as  the 
case  may  be,  depending  upon  the  method 
of  accounting  upon  the  basis  of  which 
the  net  income  is  computed,  and  the 
amount  of  the  estimated  allowable  de¬ 
ductions  and  credits  to  be  taken  into 
account  in  computing  the  amount  of 
the  estimated  tax,  shall  be  determined 
upon  the  basis  of  facts  and  circum¬ 
stances  existing  as  at  the  time  pre¬ 
scribed  for  the  filing  of  the  declaration. 
If,  therefore, -the  taxpayer  is  employed 
at  the  date  of  filing  his  declaration 
at  a  given  wage  or  salary,  it  should,  in 
the  absence  of  circumstances  indicat¬ 
ing  the  contrary,  be  presumed  by  him  for 
the  purposes  of  the  declaration  that  such 
employment  will  continue  to  the  end  of 
the  taxable  year  at  the  wage  or  salary 
received  by  him  as  at  the  date  of  making 
the  declaration.  In  the  case  of  the  re¬ 
cipient  of  income  other  than  wages  the 
regularity  in  the  payment  of  income, 
such  as  dividends,  interests,  rents, 
royalties,  and  income  arising  from 
estates  and  trusts  is  a  factor  to  be  taken 
into  consideration.  Thus,  if  the  tax¬ 
payer  owns  shares  of  stock  in  the  X 
Corporation  and  dividends  have  been 
paid  regularly  for  several  years  upon 
such  stock,  the  taxpayer  in  the  prepara¬ 
tion  of  his  schedules  preliminary  to  the 
execution  of  Form  1040-ES  should,  in 
the  absence  of  information  indicating  a 
change  in  the  dividend  policy,  include 
the  prospective  dividends  from  the  X 
Corporation  for  the  taxable  year  as 
'■ell  as  those  actually  received  in  such 
year  prior  to  the  filing  of  the  declaration. 
^  the  case  of  a  taxpayer  engaged  in 
business  on  his  own  account,  there  shall 
be  made  an  estimate  of  gross  income  and 
deductions  and  credits  in  the  light  of  the 
best  available  information  affecting  the 
trade,  business,  or  profession, 

<2)  In  the  case  of  any  individual  who 
at  the  time  of  the  preparation  of 
^nn  1040-ES,  reasonably  anticipate 
tiiat  his  gross  income  will  be  of  such 


amount  and  character  as  to  enable  him 
to  elect  upon  his  return  for  such  year 
to  compute  the  tax  under  section  400  in 
lieu  of  the  normal  tax  and  surtax,  the 
declaration  of  estimated  tax  may  be 
made  upon  the  basis  set  forth  in  sec¬ 
tion  400  and  §  39.400-1.  The  filing  of  a 
declaration  computed  upon  the  basis  of 
section  400  shall  not  constitute  an  elec¬ 
tion  under  section  402  and  shall  not  per¬ 
mit  the  filing  of  a  return  under  section 
400  unless  the  taxpayer  comes  within  the 
provisions  of  sections  400  and  401.  For 
the  purposes  of  computing  the  tax  lia¬ 
bility  under  chapter  1  in  the  case  of  mar¬ 
ried  persons,  if  the  net  income  of  one 
spouse  is  determined  without  regard  to 
the  standard  deduction,  the  standard 
deduction  is  not  allowed  to  either.  (See, 
however,  §  39.23  (aa)-l  (c)  for  excep¬ 
tions  where  spouses  are  legally  separated 
or  are  not  living  together.)  Hence,  to 
avoid  the  risk  of  underestimating  the  tax 
in  such  case,  one  spouse  should  not  use 
section  400  in  computing  the  estimated 
tax  unless  the  other  spouse  also  uses  sec¬ 
tion  400  or  employs  the  standard  de¬ 
duction  in  computing  the  estimated  tax. 

(3)  The  declaration  may  be  made  by 
an  agent  if,  by  reason  of  illness,  the 
person  liable  for  the  making  of  the  dec¬ 
laration  is  unable  to  make  it.  The  dec¬ 
laration  may  also  be  made  by  an  agent 
if  the  taxpayer  is  unable  to  make  the 
declaration  by  reason  of  continuous  ab¬ 
sence  from  the  United  States  (including 
Puerto  Rico  as  if  a  part  of  the  United 
States)  for  a  period  of  at  least  60  days 
prior  to  the  date  prescribed  by  law  for 
making  the  declaration.  Whenever  a 
declaration  is  made  by  an  agent  it  must 
be  accompanied  by  the  prescribed  power 
of  attorney.  Form  935,  except  that  an 
agent  holding  a  valid  and  subsisting  gen¬ 
eral  power  of  attorney  authorizing  him 
to  represent  his  principal  in  making, 
executing,  and  filing  the  declaration, 
may  submit  a  certified  copy  thereof  in 
lieu  of  the  authorization  on  Form  935. 
The  taxpayer  and  his  agent,  if  any,  are 
responsible  for  the  declaration  as  made 
and  incur  liability  for  the  penalties  pro¬ 
vided  for  erroneous,  false,  or  fraudu¬ 
lent  declarations. 

( 4 )  Tlie  home  or  residential  address  of 
the  taxpaj'er  (including  the  street  and 
number,  if  any)  shall  be  given  in  the 
space  provided  on  the  form.  A  tax¬ 
payer  having  a  permanent  business  ad¬ 
dress  may  give  that  address  as  the  prin¬ 
cipal  or  mailing  address,  provided  that 
the  complete  home  or  residential  address 
is  also  given  within  the  space  provided. 

(b)  Contents  of  declaration.  The 
declaration  shall  contain  ( 1 )  the  amount 
estimated  as  the  tax  for  the  taxable  year 
after  the  application  of  the  credit  for 
foreign  tax,  if  any,  but  without  regard 
to  the  credits  under  sections  32  and  35; 
(2)  the  amount  estimated  by  the  tax¬ 
payer  as  the  sum  of  the  credits  under 
such  sections;  and  (3)  the  excess,  if  any, 
of  the  amount  show  n  under  (1)  over  the 
amount  shown  under  (2),  which  excess 
shall  be  the  estimated  tax  for  such  tax¬ 
able  year.  The  estimated  tax  need  not 
include  an  amount  estimated  as  the  tax 
on  self-employment  income  imposed  by 
section  480. 
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§  39.58  (b)-2  Use  of  prescribed  forms. 
Copies  of  the  prescribed  declaration 
forms  will  so  far  as  possible  be  furnished 
taxpayers  by  district  directors  of  internal 
revenue.  A  taxpayer  will  not  be  excused 
from  making  a  declaration,  how’ever,  by 
the  fact  that  no  declaration  form  has 
been  furnished  to  him.  Taxpayers  not 
supplied  W'ith  the  proper  forms  should 
make  application  therefor  to  the  district 
director  of  internal  revenue  in  ample 
time  to  have  their  declarations  prepared, 
verified,  and  filed  with  the  district  direc¬ 
tor  of  internal  revenue  on  or  before  the 
due  date.  Each  taxpayer  should  care¬ 
fully  prepare  his  declaration  so  as  to  set 
forth  fully  and  clearly  the  data  therein 
called  for.  If  the  prescribed  form  is  not 
available,  a  statement  disclosing  his  esti¬ 
mated  income  tax.  his  estimated  credits, 
and  his  estimated  tax  after  deducting 
such  credits  may  be  accepted  as  a  tenta¬ 
tive  declaration,  and  if  filed  within  the 
prescribed  time,  accompanied  by  the  pay¬ 
ment  of  the  required  installment,  the 
statement  so  made  wall  relieve  the  tax¬ 
payer  from  liability  to  penalties.  Pro¬ 
vided,  That  w'ithout  unnecessary  delay 
such  a  tentative  declaration  is  supple¬ 
mented  by  a  declaration  made  on  the 
proper  form. 

§  39.58  (c)  Statutory  provisions:  re¬ 
turns  and  payment  of  tax;  declaration  of 
estimated  tax  by  individuals;  joint  dec¬ 
laration  by  husband  and  wife. 

Sec.  58.  Declaration  of  estimated  tax  by 
individuals.  •  •  • 

(c)  Joint  declaration  by  husband  and 
wife.  In  the  case  of  a  husband  and  wife,  a 
single  declaration  under  this  section  may  be 
made  by  them  Jointly,  in  which  case  the  lia¬ 
bility  with  respect  to  the  estimated  tax  shall 
be  Joint  and  several.  No  Joint  declaration 
may  be  made  if  either  the  husband  or  w’lfe  is 
a  nonresident  alien.  If  a  Joint  declaration 
Is  made  but  a  Joint  return  is  not  made  for 
the  taxable  year,  the  estimated  tax  for  such 
year  may  be  treated  as  the  estimated  tax  of 
either  the  husband  or  the  wife,  or  may  be 
divided  between  them. 

(Sec.  58  (c)  as  added  by  sec.  5  (a).  Current 
Tax  Payment  Act  1943;  as  amended  by  sec. 
13  (a).  Individual  Income  Tax  Act  1944) 

§  39.58  (c)-l  Joint  declarations  by 
husband  and  wife,  (a)  A  husband  and 
wife  may  make  a  joint  declaration  even 
though  they  are  not  living  together.  A 
joint  declaration  may  not  be  made  after 
the  death  of  either  the  husband  or  wife 
or  if  either  the  husband  or  wife  is  a  non¬ 
resident  alien,  including  such  an  alien 
who  is  a  bona  fide  resident  of  Puerto 
Rico  during  the  entire  taxable  year. 
However,  if  it  is  reasonable  for  a  sur¬ 
viving  spouse  to  assume  that  there  will 
be  filed  a  joint  return  for  himself  and 
the  deceased  spouse  for  taxable  years 
which  include  the  last  taxable  year  of 
the  deceased  spouse,  he  may,  in  making 
a  separate  declaration  for  his  taxable 
year  which  includes  the  period  compris¬ 
ing  such  last  taxable  year  of  his  spouse, 
estimate  net  income  on  an  aggregate 
basis  and  compute  his  estimated  tax  in 
the  same  manner  as  though  a  joint  dec¬ 
laration  had  been  filed.  For  computa¬ 
tion  of  tax  in  case  of  a  joint  return,  see 
5  39.12-3. 

(b)  A  joint  (feclaration  of  a  husband 
and  wife,  if  not  made  by  an  agent  (see 


§  39.53  (c)-l 
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§39.51-2),  shall  be  signed  by  both 
spouses.  If  signed  by  one  spouse  as  agent 
for  the  other,  authorization  for  such  ac¬ 
tion  must  accompany  the  declaration. 
The  spouse  acting  as  agent  for  the  other 
shall,  with  the  principal,  assume  the  re¬ 
sponsibility  for  making  the  declaration 
and  incur  liability  for  the  penalties  pro¬ 
vided  for  erroneous,  false,  or  fraudulent 
declarations. 

(c)  If  a  joint  declaration  is  made  by 
husband  and  wife,  the  liability  with  re¬ 
spect  to  the  estimated  tax  shall  be  joint 
and  several.  The  fact  that  a  joint  dec¬ 
laration  of  estimated  tax  is  made  by 
them  will  not  preclude  a  husband  and 
his  wife  from  filing  separate  returns. 
In  case  a  joint  declaration  is  made  but 
a  joint  return  is  not  made  for  the  same 
taxable  year,  the  payments  made  on 
account  of  the  estimated  tax  for  such 
year  may  be  treated  as  payments  on 
account  of  the  tax  liability  of  either  the 
husband  or  wife  for  the  taxable  year  or 
may  be  divided  between  them  in  any 
manner  they  see  fit. 

(d)  If  a  joint  declaration  is  made  by 
husband  and  wife  and  thereafter  one 
spouse  dies,  no  further  payments  of  esti¬ 
mated  tax  on  account  of  such  joint  dec¬ 
laration  are  required  from  the  estate  of 
the  decedent.  The  surviving  spouse, 
however,  shall  be  liable  for  the  payment 
of  subsequent  installments  of  the  joint 
estimated  tax  unless  an  amended  dec¬ 
laration  setting  forth  the  separate  esti¬ 
mated  tax  for  the  taxable  year  is  filed 
by  such  spouse.  Such  separate  esti¬ 
mated  tax  shall  be  paid  at  the  time  and 
in  the  amounts  determined  under  the 
rules  prescribed  in  §  39.59-1.  For  the 
purposes  of  the  amended  declaration,  the 
payments  made  pursuant  to  the  joint 
declaration  may  be  divided  between  the 
decedent  and  the  surviving  spouse  in 
such  proportion  as  the  surviving  spouse 
and  the  legal  representative  of  the  de¬ 
cedent  may  agree. 

§  39.58  (d)  Statutory  provisions;  re¬ 
turns  and  payment  of  tax;  declaration  of 
estimated  tax  by  individuals;  time  and 
place  for  filing. 

Sec.  58.  Declaration  of  estimated  tax  hy 
individuals.  •  •  • 

(d)  Time  and  place  for  filing — (1)  In 
general.  The  declaration  required  under  sub¬ 
section  (a)  shall  be  filed  on  or  before  March 
15  of  the  taxable  year,  except  that  if  the 
requirements  of  section  58  (a)  are  first  met 

(A)  after  March  1  and  before  June  2  of 
the  taxable  year,  the  declaration  shall  be 
filed  on  or  before  June  15  of  the  taxable 
year,  or 

(B)  after  June  1  and  before  September  2 
of  the  taxable  year,  the  declaration  shall  be 
filed  on  or  before  September  15  of  the  tax¬ 
able  year,  or 

(C)  after  September  1  of  the  taxable  year, 
the  declaration  shall  be  filed  on  or  before 
January  15  of  the  succeeding  taxable  year, 

(2)  Amendment  of  declaration.  An  indi¬ 
vidual  may  make  amendments  of  a  declara¬ 
tion  filed  during  the  taxable  year  under 
this  sub.section,  under  regulations  prescribed 
by  the  Commissioner  with  the  approval  of 
the  Secretary.  If  so  made,  such  amendments 
may  be  filed  on  or  before  the  fifteenth  day 
of  the  last  month  of  any  quarter  of  the  tax¬ 
able  year  subsequent  to  that  in  which  the 
declaration  was  filed  and  in  which  no  pre¬ 
vious  amendment  has  been’ filed,  except  that 
in  the  case  of  an  amendment  filed  after 


September  15  of  the  taxable  year.  It  may  be 
filed  on  or  before  January  15  of  the  suc¬ 
ceeding  taxable  year.  Declarations  and 
amendments  thereof  shall  be  filed  with  the 
collector  specified  in  section  53  (b)  (1). 

(3)  Return  as  declaration  or  amendment. 
If  on  or  before  January  15  of  the  succeeding 
taxable  year  the  taxpayer  files  a  return,  for 
the  taxable  year  for  which  the  declaration  is 
required,  and  pays  in  full  the  amount  com¬ 
puted  on  the  return  as  payable,  then,  under 
regulations  prescribed  by  the  Commissioner 
with  the  approval  of  the  Secretary — 

(A)  If  the  declaration  is  not  required  to 
be  filed  during  the  taxable  year,  but  is  re¬ 
quired  to  be  filed  on  or  before  such  January 
15,  such  return  shall,  for  the  purposes  of  this 
chapter,  be  considered  as  such  declaration; 
and 

(B)  If  the  tax  shown  on  the  return  (re¬ 
duced  by  the  credits  under  sections  32  and 
35)  is  greater  than  the  estimated  tax  shown 
in  a  declaration  previously  made,  or  in  the 
last  amendment  thereof,  such  return  shall, 
for  the  purposes  of  this  chapter,  be  con¬ 
sidered  as  the  amendment  of  the  declaration 
permitted  by  paragraph  (2)  to  be  filed  on  or 
before  such  January  15. 

(Sec.  58  (d)  as  added  by  sec.  5  (a).  Current 
Tax  Payment  Act  1943;  amended  by  sec.  13 
(a).  Individual  Income  Tax  Act  1944 J 

§  39.58  (d)-l  Time  and  place  for  filing 
declarations — (a)  Time  for  filing  decla¬ 
ration.  (1)  Declarations  of  estimated 
tax  for  the  calendar  year  shall  (except  in 
the  case  of  farmers,  as  to  whom  see 
§  39.60-1)  be  made  on  or  before  March 
15th  of  such  year  by  every  individual 
whose  then  anticipated  income  for  the 
current  calendar  year  meets  the  require¬ 
ments  of  section  58  (a).  If,  however, 
the  requirements  necessitating  the  filing 
of  the  declaration  are  first  met,  in  the 
case  of  a  taxpayer  on  the  calendar  year 
basis,  after  March  1st,  but  before  June  2d 
of  the  calendar  year,  the  declaration  mu.st 
be  filed  on  or  before  June  15th:  if  such 
requirements  are  first  met  after  June 
1st  and  before  September  2d,  the  decla¬ 
ration  must  be  filed  on  or  before  Septem¬ 
ber  15th;  and  if  such  requirements  are 
first  met  after  September  1st,  the  decla¬ 
ration  must  be  filed  on  or  before  January 
15th  of  the  succeeding  calendar  year. 
In  the  case  of  a  taxpayer  on  the  fiscal 
year  basis,  see  §  39.60-3. 

(2)  The  requirements  with  respect  to 
the  filing  of  the  declaration  are  those 
prescribed  in  section  58  (a).  The  re¬ 
quirements  with  respect  to  the  time  for 
filing  the  declaration  apply  alike  to  such 
nonresident  aliens  as  are  required  to 
make  a  declaration  as  well  as  to  United 
States  citizens  and  residents.  In  the 
case  of  certain  individuals,  serving  in  or 
in  support  of  the  military  or  naval  forces 
of  the  United  States  in  a  combat  zone, 
the  provisions  of  section  3804  relative  to 
the  time  for  filing  returns  are  also  appli¬ 
cable  with  respect  to  the  time  for  filing 
declarations.  In  the  case  of  any  such 
individual,  however,  if  the  time  for  filing 
the  return  for  a  taxable  year  is  post¬ 
poned  under  section  3804,  a  declaration 
of  estimated  tax  for  such  taxable  year  is 
not  required. 

(b)  Place  for  filing  declaration.  (1) 
The  declaration  of  estimated  tax  and 
amendments  and  revisions  thereof  shall 
be  filed  with  the  district  director  of  in¬ 
ternal  revenue  for  the  internal  revenue 
district  in  which  is  located  the  legal 


residence  or  principal  place  of  business 
of  the  person  making  the  declaration, 
or  if  he  has  no  legal  residence  or  princi- 
pal  place  of  business  in  the  United  States, 
then  with  the  district  director  of  internal 
revenue  at  Baltimore,  Md.  Any  amended 
declaration  shall  be  filed  with  the  district 
director  of  internal  revenue  for  the 
internal  revenue  district  in  which  the 
original  declaration  was  filed. 

(2)  An  individual  employed  on  a  sal- 
ary  or  commission  basis  who  is  not  also 
engaged  in  conducting  a  commercial  or 
professional  enterprise  for  profit  on  his 
own  account  does  not  have  a  “principal 
place  of  business”  within  the  meaning  of 
this  paragraph  and  shall  make  his 
declaration  to  the  district  director  of 
internal  revenue  for  the  internal  revenue 
district  in  which  is  located  his  legal  resi¬ 
dence,  or  if  he  has  no  legal  residence 
in  the  United  States  then  to  the  district 
director  of  internal  revenue  at  Baltimore, 
Md. 

(c)  Amended  declarations.  In  the 
making  of  a  declaration  of  estimated  tax, 
the  statute  requires  the  taxpayer  to  take 
into  account  the  then  existing  facts  and 
circumstances  as  well  as  those  reason¬ 
ably  to  be  anticipated  relating  to  pro¬ 
spective  gross  income,  allowable  de¬ 
ductions,  and  estimated  credits  for  the 
taxable  year.  Amended  or  revised  dec¬ 
larations  may  be  made  in  any  case  in 
which  the  taxpayer  estimates  that  his 
gross  income,  deductions,  or  credits  wll 
differ  from  the  gross  income,  deductions, 
or  credits  reflected  in  the  previous  decla¬ 
ration.  An  amended  declaration  may 
also  be  made  based  upon  a  change  in  the 
number  of  exemptions  to  which  the  tax¬ 
payer  may  be  entitled  for  the  then  cur¬ 
rent  taxable  year.  An  amended  decla¬ 
ration  may  be  filed  jointly  by  husband 
and  wife  even  though  separate  dec¬ 
larations  have  previously  been  filed. 
Such  amended  declaration  shall  be  on 
Form  1040-ES,  marked  “Amended.”  No 
amended  or  revised  declaration  may  be 
filed  in  the  quarter  in  which  the  original 
declaration  has  been  filed  nor  in  any 
subsequent  quarter  in  which  a  prior  or 
revised  declaration  has  been  filed. 
Where  an  original  declaration  has  pre¬ 
viously  been  filed:  In  the  case  of  a  tax¬ 
payer  on  the  calendar  year  basis,  an 
amended  declaration  to  be  filed  after 
September  15  may  be  filed  on  or  before 
January  15  of  the  succeeding  calendar 
year;  in  the  case  of  a  taxpayer  on  thi 
fiscal  year  basis,  an  amended  declaration 
to  be  filed  after  the  15th  day  of  the 
ninth  month  of  such  fiscal  year  may  be 
filed  on  or  before  the  15th  day  of  the 
succeeding  fiscal  year.  Thus,  if  a  tax¬ 
payer  is  on  a  fiscal  year  basis  beginning 
July  1,  1952,  an  amended  declaration 
to  be  filed  after  March  15,  1953,  may  be 
filed  on  or  before  July  15,  1953. 

(d)  Return  as  a  declaration  of  esti¬ 
mated  tax  or  amendment  thereof.  Ul 
If  the  taxpayer  files  his  return  for  the 
calendar  year  on  or  before  January  15th 
(in  the  case  of  a  farmer,  January  31st, 
see  §  39.60-1)  of  the  succeeding  calendar 
year  (or  if  the  taxpayer  is  on  a  fiscal 
year  basis  (see  §  39.60-3),  on  or  before 
the  15th  day  (in  the  case  of  a  farmer, 
the  last  day)  of  the  first  month  immedi- 
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ately  succeeding  the  close  of  such  fiscal 
year — see  §  39.60-3  (b) )  and  pays  in  full 
the  amount  of  tax  shown  by  such  return 
as  payable,  then: 

(1)  Such  return  shall  be  considered 
also  as  a  declaration  for  such  taxable 
year  if,  in  such  case,  the  taxpayer  first 
met  the  requirements  of  section  58  (a) 
(relating  to  the  requirements  with  re¬ 
spect  to  filing  of  declarations)  after 
September  1st  of  the  taxable  year 
(or  the  1st  day  of  the  ninth  month  of 
the  taxable  year  if  the  taxpayer  is  on  a 
fiscal  year  basis) ;  and 

(ii)  If  the  tax  shown  on  such  return 
diiTers  f^om  the  estimated  tax  shown  in 
the  previously  filed  declaration,  such  re¬ 
turn  shall  be  considered  as  an  amended 
declaration  the  filing  of  which  before 
the  15th  day  of  the  first  month  following 
the  close  of  the  taxable  year  is  permitted 
by  section  58  (d)  (2). 

Hence,  for  example,  an  individual  tax¬ 
payer  on  the  calendar  year  basis  who, 
subsequent  to  September  1,  1952,  first 
meets  the  requirements  of  section  58  (a) 
which  necessitate  the  filing  of  such  dec¬ 
laration  in  1952,  may  satisfy  the  require¬ 
ments  as  to  the  filing  of  such  declara¬ 
tion  by  filing  his  return  for  1952  on  or 
before  January  15,  1953,  and  paying  in 
full  at  the  time  of  such  filing  the  tax 
shown  thereon  to  be  payable. 

(2)  Likewise,  if  a  taxpayer  files  on  or 
before  September  15th  a  timely  declara¬ 
tion  for  such  year  and  subsequent 
thereto  and  on  or  before  January  15th 
of  the  succeeding  taxable  year  (or  cor¬ 
responding  date  in  the  case  of  a  taxpayer 
on  the  fiscal  year  basis)  files  his  return 
for  such  year,  and  pays  at  the  time  of 
filing  the  tax  shown  by  the  return  to  be 
payable,  such  return  shall  be  treated  as 
an  amended  declaration  timely  filed. 

(3)  For  the  purposes  of  section  58  (d) 
(3)  a  taxpayer  may  file  his  return,  Form 
1040,  on  or  before  the  15th  day  of  the 
first  month  following  the  close  of  the 
taxable  year  even  though  he  has  not 
been  furnished  Form  W-2  by  his  em¬ 
ployer.  In  such  case  the  taxpayer  shall 
compute,  as  accurately  as  possible,  his 
wages  for  such  year  and  the  tax  with¬ 
held  for  which  he  is  entitled  to  a  credit, 
reporting  such  wages  and  tax  on  his 
return.  Form  1040,  together  with  all  other 
pertinent  information  necessary  to  the 
determination  of  his  tax  liability  for  such 
year. 

§  39.58  (e)  Statutory  provisions;  re¬ 
turns  and  payment  of  tax;  declaration 
of  estimated  tax  by  individuals;  exten¬ 
sion  of  time. 

Sec.  58.  Declaration  of  estimated  tax  by 
individuals.  •  •  • 

(e)  Extension  of  time.  The  Commissioner 
way  grant  a  reasonable  extension  of  the 
time  for  filing  declarations  and  paying  the 
•stlmated  tax,  under  such  rules  and  regula¬ 
tions  as  he  shall  prescribe  with  the  approval 
o(  the  Secretary.  Except  In  the  case  of 
taxpayers  who  are  abroad,  no  such  extension 
shall  be  for  more  than  six  months. 

ISec.  58  (e)  as  added  by  sec.  5  (a).  Current 
1’ax  Payment  Act  1943;  amended  by  sec.  13 
(&).  Ir dividual  Income  Tax  Act  1944] 

§  39  58  (e)-l  Extension  of  time  for 

filing  declarations,  (a)  It  is  important 
that  the  taxpayer  render  on  or  before 


the  due  date  a  declaration  of  estimated 
tax  as  accurate  as  the  facts  and  circum¬ 
stances  then  existing  or  rea.sonably  to 
be  anticipated  permit.  However,  the 
Commissioner  is  authorized  to  grant  a 
reasonable  extension  of  time  for  filing 
declarations  under  such  rules  and  regu¬ 
lations  as  3ie  shall  prescribe  with  the  ap¬ 
proval  of  the  Secretary.  Accordingly, 
authority  for  granting  extensions  of  time 
for  filing  declarations  is  hereby  delegated 
to  the  various  district  directors  of  in¬ 
ternal  revenue.  Applications  for  ex¬ 
tensions  of  time  for  filing  declarations 
shall  be  addressed  to  the  district  director 
of  internal  revenue  for  the  internal  reve¬ 
nue  district  in  which  the  taxpayer  files 
his  income  tax  returns,  and  must  contain 
a  full  recital  of  the  causes  for  the  delay. 
Except  in  the  case  of  taxpayers  who  are 
abroad,  no  extension  for  filing  declara¬ 
tions  may  be  granted  for  more  than  six 
months. 

(b)  An  extension  of  time  for  filing  the 
declaration  of  estimated  tax  otherwise 
due  on  or  before  the  15th  day  of  the  third 
month  of  the  taxable  year  is  hereby 
granted  to  and  including  the  15th  day  of 
the  sixth  month  of  the  taxable  year  in 
the  case  of  United  States  citizens  out¬ 
side  continental  United  States,  Hawaii, 
and  Puerto  Rico  on  the  15th  day  of  the 
third  month  of  the  taxable  year. 

(c)  An  extension  of  time  for  filing  the 
declaration  of  estimated  tax  automati¬ 
cally  extends  the  time  for  paying  the 
estimated  tax  (without  interest)  for  the 
same  period. 

§  39.58  (f)-(h)  Statutory  provisions; 
returns  and  payment  of  tax;  declaration 
of  estimated  tax  by  individuals;  persons 
under  disability;  signatures  presumed 
correct;  publicity  of  declaration. 

Sec.  58.  Declaration  of  estimated  tax  by 
individuals.  •  •  • 

(f)  Persons  under  disability.  If  the  tax¬ 
payer  is  unable  to  make  his  own  declaration, 
the  declaration  shall  be  made  by  a  duly 
authorized  agent  or  by  the  guardian  or  other 
person  charged  with  the  care  of  the  person  or 
property  of  such  taxpayer. 

(g)  Signatures  presumed  correct.  The  fact 
that  an  individual’s  name  is  signed  to  a  filed 
declaration  shall  be  prima  facie  evidence  for 
all  purposes  that  the  declaration  was  actually 
signed  by  him. 

(h)  Publicity  of  declaration.  For  the  pur¬ 
poses  of  section  55  (relating  to  publicity  of 
returns),  a  declaration  of  estimated  tax  shall 
be  held  and  considered  a  return  under  this 
chapter. 

[Sec.  58  (f)  to  (h)  as  added  by  sec.  5  (a). 
Current  Tax  Payment  Act  1943) 

§  39.58  (h)-l  Publicity  of  returns. 
The  declaration  of  estimateci  tax  con¬ 
stitutes,  within  the  meaning  of  section 
55,  a  return.  Hence,  the  rules  provided 
under  that  section  with  respect  to  pub¬ 
licity  of  returns  are  equally  applicable  to 
declarations  of  estimated  tax.  See  sec¬ 
tion  55  and  §  39.55-1. 

§  39.59  Statutory  provisions;  returns 
and  payment  of  tax;  payment  of  esti¬ 
mated  tax. 


Sec.  59.  Payment  of  estimated  tax — (a) 
In  general.  The  estimated  tax  shall  be  paid 
as  follows: 

(1)  If  the  declaration  is  filed  on  or  before 
March  15  of  the  taxable  year,  the  estimated 
tax  shall  be  paid  in  four  equal  installments. 
The  first  Installment  shall  be  paid  at  the 
time  of  the  filing  of  the  declaration,  the  sec¬ 
ond  and  third  on  June  15  and  September  15, 
respectively,  of  the  taxable  year,  and  the 
fourth  on  January  15  of  the  succeeding  tax¬ 
able  year. 

(2)  If  the  declaration  is  filed  after  March 
15  and  not  after  June  15  of  the  taxable 
year,  and  Is  not  required  by  section  58  (d)  to 
be  filed  on  or  before  March  15  of  the  tax¬ 
able  year,  the  estimated  tax  shall  be  paid  in 
three  equal  Installments.  The  first  install¬ 
ment  shall  be  paid  at  the  time  of  the  filing 
of  the  declaration,  the  second  on  September 
15  of  the  taxable  year,  and  the  third  on  Jan¬ 
uary  15  of  the  succeeding  taxable  year. 

(3)  If  the  declaration  is  filed  after  June 
15  and  not  after  September  15  of  the  tax¬ 
able  year,  and  is  not  required  by  section  58 
(d)  to  be  filed  on  or  before  June  15  of  the 
taxable  year,  the  estimated  tax  shall  be  paid 
in  two  equal  Installments.  The  first  Install¬ 
ment  shall  be  paid  at  the  time  of  the  filing 
of  the  declaration,  and  the  second  on  Jan¬ 
uary  15  of  the  succeeding  taxable  year. 

(4)  If  the  declaration  is  filed  after  Sep¬ 
tember  15  of  the  taxable  year,  and  is  not 
required  by  section  58  (d)  to  be  filed  on  or 
before  September  15  of  the  taxable  year,  the 
estimated  tax  shall  be  paid  in  full  at  the 
time  of  the  filing  of  the  declaration. 

(5)  If  the  declaration  is  filed  after  the  time 
prescribed  in  section  58  (d)  (Including  cases 
in  which  an  extension  of  time  for  filing  the 
declaration  has  been  granted  under  section 
58  (e)),  paragraphs  (2),  (3).  and  (4)  of  this 
subsection  shall  not  apply,  and  there  shall 
be  paid  at  the  time  of  such  filing  all  Install¬ 
ments  of  estimated  tax  which  would  have 
been  payable  on  or  before  such  time  if  the 
declaration  had  been  filed  within  the  time 
prescribed  in  section  58  (d),  and  the  remain¬ 
ing  Installments  shall  be  paid  at  the  times 
at  which,  and  in  the  amounts  in  which,  they 
would  have  been  payable  if  the  declaration 
had  been  so  filed. 

(b)  Amendments  of  declaration.  If  any 
amendment  of  a  declaration  is  filed,  the  re¬ 
maining  installments,  if  any,  shall  be  ratably 
Increased  or  decreased,  as  the  case  may  be, 
to  reflect  the  Increase  or  decrease,  as  the 
case  may  be.  In  the  estimated  tax  by  reason 
of  such  amendment,  and  if  any  amendment 
is  made  after  September  15  of  the  taxable 
year,  any  Increase  in  the  estimated  tax  by 
reason  thereof  shall  be  paid  at  the  time  of 
making  such  amendment. 

(c)  Installments  paid  in  advance.  At  the 
election  of  the  Individual,  any  installment 
of  the  estimated  tax  may  be  paid  prior  to  the 
date  prescribed  for  its  payment. 

(d)  Payment  as  part  of  tax  for  taxable 
year.  Payment  of  the  estimated  tax,  or  any 
installment  thereof,  shall  be  considered  pay¬ 
ment  on  account  of  the  tax  for  the  taxable 
year.  Assessment  in  respect  to  the  estimated 
tax  shall  be  limited  to  the  amount  paid. 

[Sec.  59  as  amended  by  sec.  5  (a).  Current 
Tax  Payment  Act  1943;  sec.  13  (a).  Individual 
Income  Tax  Act  1944  J 

§  39.59-1  Payment  of  estimated  tax — 
(a)  In  general.  (1)  Section  59  (a)  pro¬ 
vides  the  following  rules  governing  the 
time  for  payment  of  the  estimated  tax 
for  calendar  years: 


Dates  of  payment  of  estimated  tax 
In  four  equal  Installments — one  at  time  of  filing 
declaration,  one  not  later  than  June  15,  one 
not  later  than  September  15,  and  one  not  later 
than  January  15  of  the  succeeding  taxable  year. 


Date  of  filing  declaration 
(1)  On  or  before  March  15 _ 
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(li)  After  March  15  and  before  June 
16  and  not  required  to  be  filed  oa 
or  before  March  15. 

(Ill)  After  June  15  and  before  Sepy- 
tember  16  and  not  required  to  be 
filed  on  or  before  June  15. 

(iv)  After  September  15  and  not  re¬ 
quired  to  be  filed  on  or  before  that 
date. 


In  three  equal  Installments — one  at  time  of  filing 
declaration,  one  on  or  before  September  15,  and 
one  on  or  before  January  15  of  the  succeeding 
taxable  year. 

In  two  equal  Installments— one  at  time  of  filing 
declaration,  and  the  other  on  or  before  January 
15  of  the  succeeding  taxable  year. 

In  full  at  time  of  filing  declaration. 


(2)  If,  for  example,  due  to  the  nature 
and  amount  of  his  gross  income  and  his 
then  existing  marital  status  for  1952, 
the  taxpayer  i.^  not  required  to  file  his 
declaration  as  of  March  15,  but  is  re¬ 
quired  to  file  on  or  before  June  15,  1952, 
the  case  comes  within  the  scope  of  sub¬ 
division  (ii)  of  subparagraph  (1)  of  this 
paragraph  and  the  estimated  tax  is  pay¬ 
able  in  full  at  the  time  of  filing  the  dec¬ 
laration  or,  in  the  alternative,  in  three 
equal  installments,  one  on  the  date  of 
filing,  one  on  or  before  September  15, 
1952,  and  the  third  installment  on  or 
before  January  15,  1953. 

(3)  Notwithstanding*  the  rules  set 
forth  in  subparagraph  (1)  of  this  para¬ 
graph  relating  to  the  time  for  payment 
of  the  estimated  tax.  section  59  provides 
that  if  in  any  case  a  declaration  is  filed 
after  the  time  prescribed  in  section 
58  (d)  (including  a  case  in  which  such 
filing  is  due  to  an  extension  of  time 
granted  for  filing  the  declaration)  the 
estimated  tax  shall  be  paid  at  the  time 
of  filing  the  declaration  or,  in  the  alter¬ 
native,  there  shall  be  paid  at  such  time 
all  installments  of  the  estimated  tax 
which  would  have  been  payable  on  or 
before  such  date  of  filing  if  the  declara¬ 
tion  had  been  timely  filed  in  accordance 
with  the  provisions  of  section  58  (d), 
and  the  remaining  installments  shall  be 
paid  at  the  times  and  in  the  amounts 
in  which  they  would  have  been  payable 
if  the  declaration  had  been  so  filed. 
Thus,  for  example.  A,  a  married  man 
who  makes  his  return  on  the  calendar 
year  basis,  was  employed  from  the  be¬ 
ginning  of  1952  and  for  several  years 
prior  thereto  at  an  annual  salary  of 
$6,000,  thus  meeting  the  requirements 
of  section  58  (a) .  A  filed  his  declaration 
for  1952  on  September  16,  1952.  In  such 
case,  A  shouW  have  filed  a  declaration 
on  or  before  March  15,  1952,  and  at  the 
time  of  filing  his  declaration  he  w'as  de¬ 
linquent  in  the  payment  of  three  in¬ 
stallments  of  his  estimated  tax  for  the 
taxable  year  1952.  Hence,  upon  his  filing 
the  declaration  on  September  16,  1952, 
three-fourths  of  the  estimated  tax 
shown  thereon  must  be  paid. 

(4)  In  the  case  of  a  taxpayer  on  the 
fiscal  year  basis,  there  shall  be  substi¬ 
tuted  for  the  dates  March  15,  June  15, 
September  15.  and  January  15  of  the 
succeeding  taxable  year,  the  15th  day  of 
the  third  month,  the  15th  day  of  the 
sixth  month,  and  the  15th  day  of  the 
ninth  month  of  the  taxable  year  and  the 
16th  day  of  the  first  month  of  the  suc¬ 
ceeding  taxable  year,  respectively.  For 
example,  if  a  taxpayer  on  the  fiscal 
year  basis  ending  June  30.  1953,  first 
meets  on  January  15,  1953,  the  require¬ 
ments  of  section  58  (a)  and  the  declara¬ 
tion  is  filed  on  or  before  March  15,  1953, 
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the  estimated  tax  shall  be  paid  in  two 
equal  installments,  one  at  the  time  of  fil¬ 
ing  of  such  declaration  and  the  second  on 
or  before  July  15,  1953. 

(5)  In  the  case  of  a  decedent,  pay¬ 
ments  of  estimated  tax  are  not  required 
subsequent  to  the  date  of  death.  See, 
however,  §  39.58  (c)-l  for  requirement 
of  amended  declaration  by  surviving 
spouse  if  a  joint  declaration  was  made 
with  decedent  before  death. 

(6)  At  the  election  of  the  taxpayer 
any  installment  of  the  estimated  tax 
may  be  paid  prior  to  the  date  prescribed 
for  its  payment. 

(7)  The  payment  of  any  and  every 
installment  of  the  estimated  tax  shall  be 
considered  payment  on  account  of  the 
tax  for  such  taxable  year.  Hence,  upon 
the  return  for  such  taxable  year,  the  ag- 
gxegate  amount  of  the  payments  of  esti¬ 
mated  tax  should  be  entered  as  payments 
to  be  applied  against  the  tax  shown  on 
such  return. 

(b)  Farmers.  In  the  case  of  an  indi¬ 
vidual  whose  estimated  gross  income 
from  farming  is  at  least  two-thirds  of 
his  total  gross  income  from  all  sources 
for  the  taxable  year,  special  provisions 
are  made  with  respect  to  the  filing  of 
the  declaration,  the  payment  of  the  tax, 
and  the  penalties  incurred.  As  to  what 
constitutes  income  from  farming  within 
the  meaning  of  this  paragraph,  see 
§  39.60-1  (a).  In  such  case,  if  such  tax¬ 
able  year  is  the  calendar  year,  the  decla¬ 
ration  is  to  be  filed  on  or  before  January 
15  of  the  succeeding  calendar  year  and 
payment  of  the  estimated  tax  shall  be 
made  in  full  at  such  time.  In  the  case  of 
a  farmer  on  the  fiscal  year  basis,  the 
declaration  may  be  filed  on  or  before  the 
15th  day  of  the  succeeding  fiscal  year  and 
payment  of  the  estimated  tax  shall  be 
made  in  full  at  such  time. 

(c)  Short  taxable  years.  (1)  In  the 
case  of  a  short  taxable  year  for  w'hich  a 
declaration  is  required  to  be  filed  the 
estimated  tax  shall  be  paid  in  equal  in¬ 
stallments,  one  at  the  time  of  filing  the 
declaration,  one  on  the  15th  day  of  the 
third  month  of  each  succeeding  3-month 
period  contained  in  such  short  taxable 
year  except  the  last  such  3-month  period 
or  fraction  thereof,  and  one  on  the  15th 
day  of  the  first  month  of  the  succeeding 
taxable  year.  For  example,  if  the  short 
taxable  year  is  the  period  of  10  months 
from  January  1, 1952.  to  October  31, 1952, 
and  the  declaration  is  required  to  be  filed 
on  or  before  March  15.  1952,  the  esti¬ 
mated  tax  is  payable  in  four  equal  in¬ 
stallments,  on  the  date  of  filing  the 
declaration,  June  15,  September  15,  and 
November  15.  If  in  such  case  the 
declaration  is  required  to  be  filed  after 
March  15  but  on  or  before  June  15.  the 
tax  will  be  payable  in  three  equal  in¬ 
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stallments,  on  the  date  of  filing  the 
declaration,  September  15,  and  Novem¬ 
ber  15. 

(2)  The  provisions  of  paragraph  (a) 
of  this  section  relating  to  payment  of 
estimated  tax  in  any  case  in  which  the 
declaration  is  filed  after  the  time  pre¬ 
scribed  in  section  58  (d)  are  equally  ap¬ 
plicable  to  the  payment  of  the  estimated 
tax  for  short  taxable  years. 

§  39.60  Statutory  provisions;  returns 
and  payment  of  tax;  special  rules  for  ap- 
plication  of  sectio7is  58  and  59. 

Sec.  60.  Special  rules  for  application  of  sec¬ 
tions  58  and  59 — (a)  Farmers.  In  the  case 
of  an  individual  whose  estimated,  gross  in¬ 
come  from  farming  for  the  taxable  year  is 
at  least  two-thirds  of  the  total  estimated 
gross  Income  from  all  sources  for  the  taxable 
year,  in  lieu  of  the  time  prescribed  in  sec¬ 
tion  58  (d),  the  declaration  for  the  taxable 
year  may  be  made  at  any  time  on  or  before 
January  15  of  the  succeeding  taxable  year; 
and  if  such  an  individual  files  a  return  on  or 
before  January  31  of  the  succeeding  taxable 
year,  and  pays  in  full  the  amount  computed 
on  the  return  as  payable,  such  return  shall 
have  the  same  effect  as  that  prescribed  in 
section  68  (d)  (3)  in  the  case  of  a  return 
filed  on  or  before  January  15, 

(b)  Application  to  short  taxable  years. 
The  application  of  sections  58.  59,  and  294 
(d)  and  of  subsection  (a)  of  this  section,  to 
taxable  years  of  less  than  twelve  months 
shall  be  as  prescribed  in  regulations  pre¬ 
scribed  by  the  Commissioner  with  the  ap¬ 
proval  of  the  Secretary. 

(c)  Fiscal  years.  In  the  application  of  sec¬ 
tions  58  and  59,  and  subsection  (a)  of  this 
section,  to  the  case  of  a  taxable  year  begin¬ 
ning  on  any  date  other  than  January  1,  there 
shall  be  substituted,  for  the  months  speci¬ 
fied  therein,  the  months  which  correspond 
thereto. 

[Sec.  60  as  amended  by  sec.  5  (a).  Current 
Tax  Payment  Act  1943;  sec.  118  (b).  Rev.  Act 
1943;  sec.  13  (a).  Individual  Income  Tax  Act 
1944;  sec.  1,  Pub.  Law  378  (81st  Cong.) ) 

§  39.60-1  Farmers — (a)  General  rule. 
In  the  case  of  an  individual,  whose  esti¬ 
mated  gross  income  from  farming  for 
the  taxable  year  is  at  least  tw'o-thirds 
of  his  total  estimated  gross  income  from 
all  sources  for  such  taxable  year,  his 
declaration  may  be  filed  on  or  before  the 
15th  day  of  January  of  the  succeeding 
taxable  year  in  lieu  of  the  time  pre¬ 
scribed  for  individuals  generally.  The 
estimated  gross  income  from  farming  is 
the  estimated  income  resulting  from  the 
cultivation  of  the  soil  and  the  raising  ()r 
harvesting  of  any  agricultural  or  horti¬ 
cultural  commodities,  and  the  raising  of 
livestock,  bees,  or  poultry.  In  other 
words,  the  requisite  gross  income  must 
be  derived  from  the  operations  of  a  stock, 
dairy,  poultry,  fruit,  or  truck  farm,  or 
plantation,  ranch,  nursery,  range  or  or¬ 
chard.  If  an  individual  receives  for  the 
use  of  his  land  income  in  the  form  of  a 
share  of  the  crops  produced  thereon, 
such  income  is  from  farming.  As  to 
determination  of  income  of  farmers,  see 
§§  39.22  (a)-7  and  39.23  (a)-ll. 

(b)  Short  taxable  years.  In  the  case 
of  an  individual  whose  estimated  gross 
income  from  farming  for  a  short  taxable 
year  is  at  least  two-thirds  of  his  total 
estimated  gross  income  from  all  .^ourccs 
for  such  taxable  year,  his  declaration 
may  be  filed  on  or  before  the  15th  day 
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of  the  month  immediately  following  the 
close  of  such  taxable  year. 

§  39.60-2  S?iort  taxable  years — (a) 
Requirement  of  declaration.  No  dec¬ 
laration  may  be  made  for  a  period  of 
more  than  12  months.  A  separate  dec¬ 
laration  for  a  fractional  part  of  a  year 
is,  therefore,  required  where,  for 
example,  there  is  a  change,  with  the 
approval  of  the  Commissioner,  in  the 
basis  of  computing  net  income  from  one 
taxable  year  to  another  taxable  year. 
The  periods  to  be  covered  by  such  sepa¬ 
rate  declarations  in  the  several  cases 
are  those  set  forth  in  section  47  (a). 
No  declaration,  however,  is  required  for 
a  taxable  year  of  less  than  three  months. 
If  the  short  taxable  year  is  a  period: 

(1)  Of  at  least  three  months  but  less 
than  six  months  and  th3  requirements 
of  section  58  (a)  are  first  met  after  the 
1st  day  of  the  third  month,  or 

(2)  Of  at  least  six  months  but  less 
than  nine  months  and  the  requirements 
of  section  58  (a)  are  first  met  after  the 
1st  day  of  the  sixth  month,  or 

(3)  Of  nine  months  or  more  and  the 
refiuirements  of  section  58  (a)  are  first 
met  after  the  1st  day  of  the  ninth  month, 

no  declaration  is  required.  In  the  ca'^e 
of  a  decedent,  no  declaration  need  be 
filed  subsequent  to  the  date  of  death. 
As  to  requirement  for  amended  declara¬ 
tion  if  death  of  one  spouse  occurs  after 
filing  a  joint  declaration,  see  §  39.58 
(c)-l. 

(b)  Income  placed  on  annual  basis. 
For  the  purpose  of  determining  whether 
the  anticipated  income  for  a  short  tax¬ 
able  year  necessitates  the  filing  of  a  dec¬ 
laration,  such  income  shall  be  placed  on 
an  annual  basis  in  the  manner  prescribed 
in  section  47  (c)  (1).  Thus,  for  ex¬ 
ample.  a  taxpayer  who  changes  from  a 
calendar  year  basis  to  a  fiscal  year  basis 
beginning  July  1,  1952,  will  have  a  short 
taxable  year  beginning  January  1,  1952, 
and  ending  June  30,  1952.  If  his  antici¬ 
pated  gross  income  for  such  short  tax¬ 
able  year  consists  solely  of  wages  (as  de¬ 
fined  in  section  1621  (a) )  in  the  amount 
of  $3,000,  his  total  gross  income  and 
his  gross  income  from  such  wages  for 
the  purpose  of  determining  whether  a 
declaration  is  required  is  $6,000,  the 
amount  obtained  by  placing  anticipated 
income  of  $3,000  upon  an  annual  basis. 
Hence,  assuming  such  taxpayer  is  single 
and  has  no  dependents,  he  is  required 
to  file  a  declaration  of  estimated  tax  for 
the  short  taxable  year  since  his  antici¬ 
pated  gross  income  from  wages  when 
placed  upon  an  annual  basis  is  in  excess 
of  $5,100  ($4,500  plus  $600). 

(c)  Time  for  filing  declaration.  In 
the  case  of  short  taxable  years  the  dec¬ 
laration  shall  be  filed  on  or  before  the 
15th  day  of  the  third  month  of  such 
taxable  year  if  the  requirements  of  sec¬ 
tion  58  (a)  are  met  on  or  before  t^e  1st 
day  of  the  third  month  of  such  year. 
If  such  requirements  are  first  met  after 
the  1st  day  of  the  third  month  but  before 
the  2d  day  of  the  sixth  month,  the  decla¬ 
ration  must  be  filed  on  or  before  the  15th 
day  of  the  sixth  month.  If,  however,  the 


period  for  which  the  declaration  is  filed 
is  one  of  three  months,  or  one  of  six 
months  and  the  requirements  of  section 
58  (a)  were  not  met  until  after  the  1st 
day  of  the  third  month,  or  one  of  nine 
months  and  such  requirements  w'ere  not 
met  until  after  the  1st  day  of  the  sixth 
month,  the  declaration  may  be  filed  on 
or  before  the  15  th  day  of  the  succeeding 
taxable  year.  For  the  special  rule  in  the 
case  of  farmers,  see  §  39.60-1  (b). 

§  39.60-3  Fiscal  years,  (a)  In  the  case 
of  a  taxpayer  on  the  fiscal  year  basis,  the 
declaration  must  be  filed  on  or  before  the 
15th  day  of  the  third  month  of  the  tax¬ 
able  year.  If,  how’ever,  the  requirements 
of  section  58  (a)  are  first  met  after  the 
1st  day  of  the  third  month  and  before  the 
2d  day  of  the  sixth  month,  the  declara¬ 
tion  must  be  filed  on  or  before  the  15th 
day  of  the  sixth  month  of  the  taxable 
year.  If  such  requirements  are  first  met 
after  the  1st  day  of  the  sixth  month,  and 
before  the  2d  day  of  the  ninth  month,  the 
declaration  must  be  filed  on  or  before  the 
15th  day  of  the  ninth  month,  of  the  tax¬ 
able  year.  If  such  requirements  are  first 
met  after  the  1st  day  of  the  ninth  month, 
the  declaration  must  be  filed  on  or  be¬ 
fore  the  15th  day  of  the  first  month  of 
the  succeeding  fiscal  year.  Thus,  if  an 
individual  taxpayer  is  on  the  fiscal  year 
basis  ending  June  30,  1953,  his  declara¬ 
tion  must  be  filed  on  or  before  September 
15,  1952,  if  the  requirements  of  section  58 
(a)  are  met  on  or  before  September  1, 
1952.  If,  however,  such  conditions  are 
not  met  until  after  September  1,  1952, 
and  before  December  2,  1952,  the  decla¬ 
ration  need  not  be  filed  until  December 
15.  1952. 

(b)  A  taxpayer  on  the  fiscal  year  basis, 
who  first  meets  the  requirements  of  sec¬ 
tion  58  (a)  after  the  1st  day  of  the  ninth 
month  of  such  taxable  year,  may  satisfy 
the  requirements  as  to  the  filing  of  such 
declaration  by  filing  his  return  and  pay¬ 
ing  the  tax  on  or  before  the  15th  day  of 
the  first  month  following  the  close  of 
such  fiscal  year, 

MISCELLANEOUS  PROVISIONS 

§  39.61-64  Statutory  provisions;  mis- 
cellaneous  provisions:  laws  made  appli¬ 
cable;  rules  and  regulations;  publication 
of  statistics;  definitions. 

Sec.  61.  Laws  made  applicable.  All  admin¬ 
istrative,  special,  or  stamp  provisions  of  law. 
Including  the  law  relating  to  the  assessment 
of  taxes,  so  far  as  applicable,  shall  be  ex¬ 
tended  to  and  made  a  part  of  this  chapter. 

Sec.  62.  Rules  and  regulations.  The  Com¬ 
missioner,  with  the  approval  of  the  Secretary, 
shall  prescribe  and  publish  all  needful  rules 
and  regulations  for  the  enforcement  of  this 
chapter. 

Sec.  63.  Publication  of  statistics.  The 
Commissioner,  with  the  approval  of  the  Sec¬ 
retary.  shall  prepare  and  publish  annually 
statistics  reasonably  available  with  respect 
to  the  operation  of  the  income,  war-profits 
and  excess-profits  tax  laws,  including  classi¬ 
fications  of  taxpayers  and  of  income,  the 
amounts  allowed  as  deductions,  exemptions, 
and  credits,  and  any  other  facts  deemed  per¬ 
tinent  and  valuable. 

Sec.  64.  Definitions.  For  definitions  of  a 
general  character,  see  section  3797. 


Subpart  C — Supplemental  Provisions 

(Chapter  I,  Internal  Revenue  Code) 

SUPPLEMENT  A — RATES  OF  TAX 

§  39.101  statutory  provisions:  ex¬ 
emptions  from  tax  on  corporations;  in 
general. 

Sec.  101.  Exemptions  from  tax  cn  corp'tra- 
tions.  Except  as  provided  in  paragraph  (12) 
(B)  and  in  supplement  U,  the  following  or¬ 
ganizations  shall  be  exempt  from  taxation 
under  this  chapter — •  •  • 

Sec.  11.  Denial  of  tax  deductions  and 
exemptions  [Internal  Security  Act  of  1950 J. 

•  •  • 

(b)  No  organization  shall  be  entitled  to 
exemption  from  Federal  income  tax,  under 
section  101  of  the  Internal  Revenue  Code,  for 
any  taxable  year  if  at  any  time  during  such 
taxable  year  (1)  such  organization  reg¬ 
istered  under  section  7,  or  (2)  there  is  in 
effect  a  final  order  of  the  Board  (the  Sub¬ 
versive  Activities  Control  Board]  requiring 
such  organization  to  register  under  section  7. 

§  39.101-1  Proof  of  exemption;  an¬ 
nual  returns — (a)  Proof  of  exemption 
in  general.  An  organization  is  not  ex¬ 
empt  from  tax  merely  because  it  is  not 
organized  and  operated  for  profit.  In 
order  to  establish  its  exemption,  it  is 
necessary  that  every  organization  claim¬ 
ing  exemption  file  with  the  district  direc¬ 
tor  of  internal  revenue  for  the  internal 
revenue  district  in  which  is  located  the 
principal  place  of  business  or  principal 
office  of  the  organization  an  application 
form  as  set  forth  below.  An  organization 
claiming  exemption  under  section  101 
(1),  (3),  (4),  except  a  bona  fide  credit 
union.  (6),  (7).  (8), (9), (10), (12). (14), 
or  (16)  shall  file  the  form  of  application 
appropriate  to  its  activities,  filled  out 
in  accordance  with  the  instructions  on 
the  form  or  issued  therewith.  Copies  of 
the  following  forms  may  be  obtained 
from  any  district  director  of  internal 
revenue:  For  organizations  claiming 
exemption  under  section  101  (6),  Form 
1023;  under  section  101  (1),  (3),  (7),  or 
(8).  Form  1024;  under  section  101  (9), 
Form  1025;  under  section  101  (10),  (14), 
or  (16),  Form  1026;  under  section  101 

(4) ,  except  bona  fide  credit  unions.  Form 
1027;  and  under  section  101  (12),  Form 
1028.  All  other  organizations  claiming 
exemption,  including  bona  fid^  credit 
unions,  shall  file  an  application  for 
exemption  showing  the  character  of  the 
organization,  the  purpose  for  which  it 
was  organized,  its  actual  activities,  the 
sources  of  its  income  and  the  disposi¬ 
tion  of  such  income,  whether  or  not  any 
of  its  income  is  credited  to  surplus  or 
may  inure  to  the  benefit  of  any  private 
shareholder  or  individual,  and  in  general 
all  facts  relating  to  its  operations  which 
affect  its  right  to  exemption.  To  each 
such  form  or  application  shall  be  at¬ 
tached  a  copy  of  the  articles  of  incorpo¬ 
ration,  declaration  of  trust,  or  other  in¬ 
strument  of  similar  import,  setting  forth 
the  permitted  powers  or  activities  of  the 
organization,  the  by-laws  or  other  code 
of  regulations,  and  the  latest  financial 
statement  showing  the  assets,  liabilities, 
receipts,  and  disbursements  of  the  or¬ 
ganization.  Each  such  form  or  applica¬ 
tion  shall  contain  or  be  verified  bv  a 
written  declaration  that  it  is  made 
under  the  penalties  of  perjury, 
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(b)  Additional  proof  by  particular 
classes  of  organizations.  (1)  Organiza¬ 
tions  mentioned  below  shall  submit  with 
and  as  a  part  of  their  applications  the 
following  information: 

(1)  Mutual  insurance  companies  shall 
submit  copies  of  the  policies  or  certifi¬ 
cates  of  membership; 

(ii)  In  the  case  of  holding  companies 
claiming  exemption  under  section  101 
(14),  if  the  organization  for  which  title 
is  held  has  not  been  specifically  notified 
in  writing  by  the  Internal  Revenue  Serv¬ 
ice  that  it  is  held  to  be  exempt  under 
section  101,  the  holding  company  shall 
submit  the  information  indicated  herein 
as  necessary  for  a  determination  of  the 
status  of  the  organization  for  which  title 
is  held. 

(2)  In  addition  to  the  information 
specifically  called  for  by  this  section  the 
Commissioner  may  require  any  addi¬ 
tional  information  deemed  necessary  for 
a  proper  determination  of  whether  a 
particular  organization  is  exempt  under 
section  101,  and  when  deemed  advisable 
in  the  interest  of  an  efficient  administra¬ 
tion  of  the  internal  revenue  laws  he  may 
in  the  cases  of  particular  types  of  organ¬ 
izations  prescribe  the  form  in  which  the 
proof  of  exemption  shall  be  fuinished. 

(3)  An  organization  claiming  to  be 
specifically  exempted  by  section  54  (f) 
from  filing  annual  returns  shall  submit 
with  and  as  a  part  of  its  application  a 
statement  of  all  the  facts  on  which  it 
bases  its  claim. 

(c)  Duties  of  district  director  with  re¬ 
spect  to  proof  of  exemption.  The  dis¬ 
trict  director  of  internal  revenue,  upon 
receipt  of  the  application  and  other  pa¬ 
pers  constituting  the  proof  of  exemption 
of  an  organization  claiming  exemption 
from  tax  under  section  101,  will  forward 
completed  documents  to  the  Commis¬ 
sioner  for  decision  as  to  whether  the 
organization  is  exempt. 

(d)  “Private  shareholder  or  individ¬ 
ual”  defined.  The  words  “private  share¬ 
holder  or  individual”  in  section  101  refer 
to  persons  having  a  personal  and  private 
interest  in  the  activities  of  the  organ¬ 
ization. 

(e)  Requirement  of  annual  returns. 
Every  organization  exempt  from  tax 
under  section  101,  regardless  of  the 
amount  or  source  of  its  income  or  re¬ 
ceipts  and  irrespective  of  whether  it  is 
chartered  by,  or  affiliated  or  associated 
with,  any  central,  parent,  or  other  or¬ 
ganization.  except  organizations  spe¬ 
cifically  exempted  from  filing  annual 
returns  by  section  54  (f )  (see  paragraph 
(h)  of  this  section),  shall  file  annually 
with  the  district  director  of  internal  rev¬ 
enue  for  the  internal  revenue  district 
in  which  is  located  the  principal  place  of 
business  or  principal  office  of  the  organi¬ 
zation  a  return  of  information  on  Form 
990  specifically  stating  the  items  of  gross 
income,  receipts,  and  disbursements  and 
such  other  information  as  may  be  pre¬ 
scribed  by  the  Commissioner  in  the  in¬ 
structions  on  the  form  or  issued  by  him 
therewith.  However,  those  organizations 
which  are  exempt  from  tax  under  section 
101  (6)  shall,  in  lieu  of  using  Form  990, 
file  an  information  return  on  Form  990-A 
to  comply  with  the  provisions  of  this  sec¬ 


tion  and  of  §  39.153-1.  Returns  on  Forms 
990  and  990-A  shall  be  on  the  basis  of  the 
established  annual  accounting  period  of 
the  organization.  Where  the  organiza¬ 
tion  has  no  such  established  accounting 
period,  such  returns  shall  be  on  the  basis 
of  the  calendar  year.  Religious  and 
apostolic  organizations  which  are  ex¬ 
empt  from  tax  under  section  101  (18) 
shall  annually  file  the  return  of  income 
required  under  §  39.101  (18)-1  on  the 
same  form  (Form  1065)  as  is  required 
in  the  case  of  partnerships,  in  lieu  of 
Form  990.  With  respect  to  group  re¬ 
turns,  see  paragraph  (f)  of  this  section. 
For  proof  and  establishment  of  right  to 
exemption  from  tax  which  must  accom¬ 
pany  Form  990  or  Form  990-A  in  the  case 
of  an  organization  which  has  not  estab¬ 
lished  its  right  to  such  exemption  before 
the  filing  of  the  annual  return,  see  para¬ 
graphs  (a)  and  (b)  of  this  section. 

(f)  Group  returns.  A  central,  parent, 
or  like  organization  (referred  to  in  this 
section  as  central  organization),  al¬ 
though  required  to  file  a  separate  annual 
return  for  itself  under  section  54  (f) 
and  paragraph  (e)  of  this  section,  may 
file  annually,  in  addition  to  such  separ¬ 
ate  annual  return,  a  group  return  on 
Form  990  or  Form  990-A  as  may  be  ap¬ 
propriate  (see  paragraph  (e)  of  this  sec¬ 
tion),  for  two  or  more  of  the  local 
organizations,  chapters,  or  the  like  (re¬ 
ferred  to  in  this  section  as  “local  or¬ 
ganizations”)  which  are  (1)  chartered 
by,  or  affiliated  or  associated  with,  such 
central  organization  at  the  clo.'e  of  its 
annual  accounting  period,  (2)  subject  to 
the  general  supervision  of,  and  examina¬ 
tion  by,  the  central  organization,  and 
(3)  exempt  from  tax  under  the  same 
provision  of  section  101  under  which  the 
central  organization  is  exempt  from  tax. 
The  filing  of  the  group  return  shall  be  in 
lieu  of  the  filing  of  a  separate  return  by 
each  of  the  local  organizations  included 
in  the  group  return.  The  group  return 
shall  include  only  those  local  organiza¬ 
tions  W'hich  in  writing  have  authorized 
the  central  organization  to  include  them 
in  the  group  return,  and  which  have 
made  and  filed,  with  the  central  organi¬ 
zation,  their  statements,  containing 
written  declarations  that  they  are  made 
under  the  penalties  of  perjury,  specif¬ 
ically  stating  their  items  of  gross  in¬ 
come,  receipts,  and  disbursements,  and 
such  other  information  relating  to  them 
which  is  required  to  be  stated  in  the 
group  return,  and  such  authorizations 
and  statements  shall  be  permanently 
retained  by  the  central  organization. 
There  shall  be  attached  to  the  group  re¬ 
turn  and  made  a  part  thereof  a  schedule 
showing  the  name  and  address  of  each 
of  the  local  organizations  and  the  total 
number  thereof  included  in  such  re¬ 
turn,  and  a  schedule  showing  the  name 
and  address  of  each  of  the  local  organi¬ 
zations  and  the  total  number  thereof 
not  included  in  the  group  return.  The 
group  return  shall  be  on  the  basis  of  the 
established  annual  accounting  period  of 
the  central  organization.  Where  such 
central  organization  has  no  established 
annual  accounting  period,  such  return 
shall  be  on  the  basis  of  the  calendar  year. 
The  same  income,  receipts,  and  disburse¬ 


ments  of  a  local  organization  shall  not 
be  included  in  more  than  one  group  re¬ 
turn.  The  group  return  shall  be  filed 
in  accordance  with  these  regulations  and 
the  instructions  on  Form  990  or  Form 
990-A  or  issued  therewith,  and  shall  be 
considered  the  return  of  each  of  the 
local  organizations  included  therein. 
For  proof  and  establishment  of  right  to 
exemption  from  tax  which  must  ac¬ 
company  Form  990  or  Form  990-A  in 
the  case  of  a  local  organization  included 
in  the  group  return  but  which  has  not 
established  its  right  to  such  exemption 
before  the  filing  of  the  group  return,  see 
paragraphs  (a)  and  (b)  of  this  section. 

(g)  Date  for  filing  annual  returns. 
The  annual  returns  of  information  on 
Forms  990  and  990-A  shall  be  filed  on 
or  before  the  fifteenth  day  of  the  fifth 
full  calendar  month  following  the  close 
of  the  period  for  which  the  return  is 
required  to  be  filed. 

(h)  Organizations  not  required  to  file 
annual  returns.  (1)  Annual  returns  on 
Forms  990  and  990-A  are  not  required  to 
be  filed  by  an  organization  which  has 
established  its  right  to  exemption  from 
tax  under  section  101  (6).  if: 

(i)  It  is  organized  and  operated  ex¬ 
clusively  for  religious  purposes; 

(ii)  It  is  operated,  supervised,  or  con¬ 
trolled  by  or  in  comiection  with  an  or¬ 
ganization  which  is  organized  and  op¬ 
erated  exclusively  for  religious  purposes; 

(iii)  It  is  an  educational  organization 
w^hich  normally  maintains  a  regular 
faculty  and  curriculum  and  normally 
has  a  regularly  organized  body  of  pupils 
or  students  in  attendance  at  the  place 
where  its  educational  activities  are  regu¬ 
larly  carried  on;  or 

(iv)  It  is  a  charitable  organization,  or 
an  organization  for  the  prevention  of 
cruelty  to  children  or  animals,  which  is 
supported,  in  whole  or  in  part,  by  funds 
contributed  by  the  United  States  or  any 
State  or  political  subdivision  thereof,  or 
which  is  primarily  supported  by  contri¬ 
butions  of  the  general  public. 

(2)  The  annual  return  on  Form  990 
need  not  be  filed  by  a  fraternal  bene¬ 
ficiary  society,  order,  or  association, 
which  has  established  its  exemption 
from  tax  solely  under  section  101  (3), 
or  by  an  organization  exempt  from  tax  I 
under  section  101  (15)  if  it  is  a  corpora¬ 
tion  wholly  owned  by  the  United  States 
or  any  agency  or  instrumentalitv  there¬ 
of,  or  is  a  wholly-owned  subsidiary  of 
such  a  corporation. 

(3)  An  educational  organization 
w'hich  normally  maintains  and  has  a 
regular  faculty,  curriculum,  and  student 
body  and  meets  the  above  conditions 
W'hich  relieve  it  from  the  requirement  of 
filing  annual  returns  shall  not  be  con¬ 
sidered  as  having  thereafter  failed  to 
continue  meeting  such  conditions  if  H 
is  temporarily  compelled  to  curtail  or 
discontinue  its  normal  and  regular  ac¬ 
tivities  during  the  existence  of  abnormal  i 
circumstances  and  conditions. 

(4)  An  organization  organized  and 
operated  exclusively  for  charitable  pur- 
poses  or  for  the  prevention  of  cruelty  to  ; 
children  or  animals  is  not  “primarily  ; 
supported  by  contributions  of  the 
eral  public”  for  any  accounting  period  , 
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if  more  than  50  percent  of  its  income 
and  receipts  for  such  period  are  not 
actually  derived  from  voluntary  con¬ 
tributions  and  gifts  made  by  the  general 
public,  as  distinguished  from  a  few  con¬ 
tributors  or  donors  or  from  related  or 
associated  persons.  For  the  purposes  of 
this  subparagraph,  the  words  “related  or 
associated  persons”  refer  to  persons  or 
a  particular  group  who  are  connected 
with  or  are  interested  in  the  activities  of 
the  organization  such  as  founders,  in¬ 
corporators,  shareholders,  members,  fi¬ 
duciaries,  ofBcers,  employees,  or  the  like, 

I  nr  who  are  connected  with  such  persons 
y  family  or  business  relationship. 

(i)  Records  of  district  directors.  Dis- 
rict  directors  of  internal  revenue  will 
;eep  a  list  of  all  organizations  held  to  be 
xempt  from  tax  to  the  end  that  they 
nay  occasionally  inquire  into  their 
tatus  and  ascertain  whether  or  not  they 
ire  (1)  observing  the  conditions  upon 
fhich  their  exemption  is  predicated, 
ind  (2)  annually  filing  returns  on  Form 
190  or  Form  990-A  if  they  are  required 
0  file  such  returns. 

(j)  Records,  statements,  and  other  re- 
urns  of  tax-exempt  organizations.  (1) 
In  organization  which  has  established  its 
ight  to  exemption  from  tax  under  sec- 
ion  101  and  has  also  established  that  it 
s  not  required  to  file  annually  the  return 
3f  information  on  Form  990  or  Form 
)90-A  shall  immediately  notify  in  writ¬ 
ing  the  district  director  of  internal 
revenue  for  the  internal  revenue  district 
in  which  is  located  its  principal  office  of 
any  changes  in  its  character,  operations, 
or  purpose  for  which  it  w’as  originally 
created. 

(2)  Every  organization  w^hich  has  es¬ 
tablished  its  right  to  exemption  from  tax, 
whether  or  not  it  is  required  to  file  an 
annual  return  of  information,  shall  sub¬ 
mit  such  additional  information  as  may 
be  required  by  the  Commissioner  for  the 
purpose  of  enabling  him  to  inquire  fur¬ 
ther  into  its  exempt  status  and  to  admin¬ 
ister  the  provisions  of  section  54  (f)  and 
this  section.  For  requirement  as  to 
keeping  of  permanent  books  of  account 
or  records,  see  §  39.54-1. 

(3)  An  organization  which  has  estab¬ 
lished  its  right  to  exemption  from  tax 
under  section  101,  including  an  organiza¬ 
tion  which  is  relieved  under  section  54 
'f)  and  this  section  from  filing  returns 
of  income  or  annual  returns  of  informa¬ 
tion,  is  not,  however,  relieved  from  the 
^uty  of  filing  other  returns  of  informa¬ 
tion.  See  sections  147  and  148. 

(k)  Supplement  U  tax  returns.  In 
sddition  to  the  foregoing  requirements 
of  this  section,  certain  organizations 
otherwise  exempt  from  tax  under  sec¬ 
tion  101  (1) ,  (6) ,  (7) ,  or  (14) ,  which  are 
ttibject  to  tax  on  Supplement  U  net  in¬ 
line,  are  also  required  to  file  returns  on 
^rm  990-T.  See  §  39.421-3  for  require- 
®onts  w’ith  respect  to  such  returns. 

139.101-2  Limitations  on  exemp- 
tjofi— (a)  In  general.  Under  section  11 
'01  of  the  Internal  Security  Act  of  1950, 
oo  organization  is  entitled  to  exemption 
^der  section  101  for  any  taxable  year 
if  at  any  time  during  such  year  such  or¬ 
ganization  is  registered  under  section  7 
Of  such  act  or  if  there  is  in  effect  a  final 
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order  of  the  Subversive  Activities  Control 
Board  established  by  section  12  of  such 
act  requiring  such  organization  to  reg¬ 
ister  under  section  7  of  such  act.  Under 
sections  3813  and  3814  of  the  Internal 
Revenue  Code,  certain  organizations 
described  in  section  101  (6)  may  be 
denied  exemption  under  section  101  (6). 
See  §§  39.3813-1  and  39.3814-1. 

(b)  Feeder  organizations.  (1)  In  the 
case  of  an  organization  operated  for  the 
primary  purpose  of  carrying  on  a  trade 
or  business  for  profit,  exemption  is  not 
allowed  under  any  paragraph  of  section 
101  on  the  ground  that  all  the  profits  of 
such  organization  are  payable  to  one  or 
more  organizations  exempt  from  tax¬ 
ation  under  section  101.  For  the  pur¬ 
pose  of  this  rule,  the  term  “trade  or  busi¬ 
ness”  does  not  include  the  rental  by  an 
organization  of  its  real  property  (in¬ 
cluding  personal  property  leased  with 
the  real  property).  In  determining  the 
primary  purpose  of  an  organization,  all 
the  circumstances  must  be  considered, 
including  the  size  and  extent  of  the  trade 
or  business  and  the  size  and  extent  of 
those  activities  of  such  organization 
which  are  specified  in  the  applicable  par¬ 
agraph  of  section  101.  If  a  subsidiary 
organization  of  a  tax-exempt  organiza¬ 
tion  would  itself  be  exempt  on  the 
ground  that  its  activities  are  an  integral 
part  of  the  exempt  activities  of  the  par¬ 
ent  organization,  its  exemption  will  not 
be  lost  because,  as  a  matter  of  account¬ 
ing  between  the  two  organizations,  -the 
subsidiary  derives  a  profit  from  its  deal¬ 
ings  with  its  parent  organization,  for 
example,  a  subsidiary  organization 
which  is  operated  for  the  sole  purpose 
of  furnishing  electric  power  used  by  its 
parent  organization,  a  tax-exempt  edu¬ 
cational  organization,  in  carrying  on  its 
educational  activities.  How^ever,  the 
subsidiary  organization  is  not  exempt 
from  tax  if  it  is  operated  for  the  primary 
purpose  of  carrying  on  a  trade  or  busi¬ 
ness  which  would  be  an  unrelated  trade 
or  business  (that  is,  unrelated  to  exempt 
activities)  if  regularly  carried  on  by  the 
parent  organization.  For  example,  if  a 
subsidiary  organization  is  operated  pri¬ 
marily  for  the  purpose  of  furnishing 
electric  power  to  consumers  other  than 
its  parent  organization  (and  the  parent’s 
tax-exempt  subsidiary  organizations),  it 
is  not  exempt  since  such  business  would 
be  an  unrelated  trade  or  business  if  reg¬ 
ularly  carried  on  by  the  parent  organiza¬ 
tion.  Similarly,  if  the  subsidiary  is 
owned  by  several  unrelated  exempt  or¬ 
ganizations,  and  is  operated  for  the  pur¬ 
pose  of  furnishing  electric  power  to  each 
of  them,  it  is  not  exempt  since  such 
business  would  be  an  unrelated  trade  or 
business  if  regularly  carried  on  by  any 
one  of  the  tax-exempt  organizations. 

(2)  In  certain  cases  an  organization 
which  carries  on  a  trade  or  business  for 
profit  but  is  not  operated  for  the  pri¬ 
mary  purpose  of  carrying  on  such  trade 
or  business  is  subject  to  tax  under  Sup¬ 
plement  U  of  chapter  1  of  the  Internal 
Revenue  Code  (which  supplement  be¬ 
gins  with  section  421)  on  its  unrelated 
business  net  income. 

§  39.101  (1)  Statutory  provisions;  ex¬ 
emptions  from  tax  on  corporations; 
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labor,  agricultural,  or  horticultural  or¬ 
ganizations. 

Sec.  101.  Exemptions  from  tax  on  corpora¬ 
tions.  Except  as  provided  In  paragraph  (12) 
(B),  and  In  supplement  U,  the  following  or¬ 
ganizations  shall  be  exempt  from  taxation 
under  this  chapter — 

(1)  Labor,  agricultural,  or  horticultural 
organizations:  *  •  • 

An  organization  operated  for  the  primary 
purpose  of  carrying  on  a  trade  or  business 
for  profit  shall  not  be  exempt  under  any  par¬ 
agraph  of  this  section  on  the  ground  that 
all  of  its  profits  are  payable  to  one  or  more 
organizations  exempt  under  this  section 
from  taxation.  For  the  purposes  of  this 
paragraph  the  term  “trade  or  business”  shall 
not  Include  the  rental  by  an  organization 
of  its  real  property  ( including  personal  prop¬ 
erty  leased  with  the  real  property). 

Notwithstanding  paragraph  (12)  (B)  and 
supplement  U.  an  organization  described  in 
this  section  (other  than  in  the  preceding 
paragraph)  shall  be  considered  an  organiza¬ 
tion  exempt  from  Income  taxes  for  the  pur¬ 
pose  of  any  law  which  refers  to  organizations 
exempt  from  income  taxes. 

[Sec.  101  as  amended  by  sec.  301  (b) ,  Rev.  Act 
1950:  sec.  314  (b).  Rev.  Act  1951) 

§  39.101  (1)-1.  Labor,  agricultural, 

and  horticultural  organizations,  (a) 
The  organizations  contemplated  by  sec¬ 
tion  1()1  (1)  as  entitled  to  exemption 
from  income  taxation  are  those  which: 

(1)  Have  no  net  income  inuring  to 
the  benefit  of  any  member; 

(2)  Are  educational  or  instructive  in 
character;  and 

(3)  Have  as  their  objects  the  better¬ 
ment  of  the  conditions  of  those  engaged 
in  such  pursuits,  the  improvement  of  the 
grade  of  their  products,  and  the  develop¬ 
ment  of  a  higher  degree  of  efficiency  in 
their  respective  occupations. 

(b)  Organizations  such  as  county  fairs 
and  like  as.sociations  of  a  quasi  public 
character,  which  are  designed  to  en¬ 
courage  the  development  of  better  agri¬ 
cultural  and  horticultural  products 
through  a  system  of  awards  and  w’hose 
income  from  gate  receipts,  entry  fees, 
and  donations  is  used  exclusively  to  meet 
the  necessary  expenses  of  upkeep  and 
operation,  are  thus  exempt.  On  the 
other  hand,  associations  which  have  for 
their  purpose,  for  example,  the  holding 
of  periodic  race  meets,  the  profits  from 
W'hich  may  inure  to  the  benefit  of  their 
shareholders,  are  not  exempt.  Similarly, 
corporations  engaged  in  growing  agri¬ 
cultural  or  horticultural  products  for 
profit  are  not  exempt  from  tax.  Organ¬ 
izations  otherwise  exempt  from  tax 
under  this  section  are  taxable  upon  their 
Supplement  U  net  income.  See  sections 
421  to  424,  inclusive,  and  the  regulations 
thereunder. 

§  39.101  (2)-(3)  Statutory  provisions; 
exemptions  from  tax  on  corporations; 
mutual  savings  banks;  fraternal  benefi¬ 
ciary  societies,  orders,  or  associations. 

Sec.  101.  Exemptions  from  tax  on  corpora¬ 
tions.  Except  as  provided  in  paragraph  (12) 
(B)  and  in  supplement  U,  the  following 
organizations  shall  be  exempt  from  taxation 
under  this  chapter — •  *  • 

(2)  Mutual  savings  banks  •  •  •  [Re¬ 

pealed  by  sec.  313  (a).  Rev.  Act  1951.] 

(3)  Fraternal  beneficiary  societies,  orders, 
or  associations,  (A)  operating  under  the  lodge 
system  or  for  the  exclusive  benefit  of  the 
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members  of  a  fraternity  Itself  of>erating 
under  the  lodge  system;  and  (B)  providing 
for  the  payment  of  life,  sick,  accident,  or 
other  benefits  to  the  members  of  such  so¬ 
ciety,  order,  or  association  or  their  de¬ 
pendents;  •  •  • 

An  organization  operated  for  the  primary 
purpose  of  carrying  on  a  trade  or  business 
for  profit  shall  not  be  exempt  under  any 
paragraph  of  this  section  on  the  ground  that 
all  of  its  profits  are  payable  to  one  or  more 
organizations  exempt  under  this  section  from 
taxation.  For  the  purposes  of  this  para¬ 
graph  the  term  “trade  or  business”  shall  not 
Include  the  rental  by  an  organization  of  its 
real  property  (including  personal  property 
leased  with  the  real  property). 

Notwithstanding  paragraph  (12)  (B)  and 
supplement  U,  an  organization  described  in 
this  section  (other  than  in  the  preceding 
paragraph)  shall  be  considered  an  organiza¬ 
tion  exempt  from  Income  taxes  for  the  pur¬ 
pose  of  any  law  which  refers  to  organizations 
exempt  from  income  taxes. 

(See.  101  as  amended  by  sec.  301  (b).  Rev. 
Act  1950;  sec.  314  (b).  Rev.  Act  1951 J 

§  39.101  (3)-l  Fraternal  beneficiary 
societies.  A  fraternal  beneficiary  society 
is  exempt  from  tax  only  if  operated  un¬ 
der  the  “lodge  system,”  or  for  the  ex¬ 
clusive  benefit  of  the  members  of  a  so¬ 
ciety  so  operating.  “Operating  under 
the  lodge  system”  means  carrying  on  its 
activities  under  a  form  of  organization 
that  comprises  local  branches,  chartered 
by  a  parent  organization  and  largely 
self-governing,  called  lodges,  chapters,  or 
the  like.  In  order  to  be  exempt  it  is  also 
necessary  that  the  society  have  an  estab¬ 
lished  system  for  the  payment  to  its 
members  or  their  dependents  of  life,  sick, 
accident,  or  other  benefits. 

§  39.101  (4)  Statutory  provisions:  ex¬ 
emptions  from  tax  on  corporations; 
credit  unions,  etc. 

Sec.  101.  Exemptions  from  tax  on  corpo¬ 
rations.  Except  as  provided  in  paragraph 
(12)  (B)  and  in  supplement  U,  the  follow¬ 
ing  organizations  shall  be  exempt  from  taxa¬ 
tion  under  this  chapter — •  •  • 

(4)  Credit  unions  without  capital  stock 
organized  and  operated  for  mutual  purposes 
and  without  profit;  and  corporations  or  as¬ 
sociations  without  capital  stock  organized 
prior  to  September  1,  1951,  and  operated  for 
mutual  purposes  and  without  profit  for  the 
purpose  of  providing  reserve  funds  for,  and 
Insurance  of,  shares  or  deposits  in — 

(A)  Domestic  building  and  loan  associa¬ 
tions, 

(B)  Cooperative  banks  without  capital 
stock  organized  and  operated  for  mutual 
purposes  and  without  profit,  or 

(C)  Mutual  savings  banks  not  having 
capital  stock  represented  by  shares;  •  •  • 

An  organization  operated  for  the  primary 
purpose  of  carrying  on  a  trade  or  business 
for  profit  shall  not  be  exempt  under  any 
paragraph  of  this  section  on  the  ground  that 
all  of  its  profits  are  payable  to  one  or  more 
organizations  exempt  under  this  section 
from  taxation.  For  the  purposes  of  this 
paragraph  the  term  “trade  or  business”  shall 
not  include  the  rental  by  an  organization 
of  its  real  property  (including  personal 
property  leased  with  the  real  property ) . 

Notwithstanding  paragraph  (12)  (B)  and 
supplement  U,  an  organization  described  in 
this  section  (other  than  in  the  preceding 
paragraph)  shall  be  considered  an  organiza¬ 
tion  exempt  from  Income  taxes  for  the  pur¬ 
pose  of  any  law  which  refers  to  organizations 
exempt  from  income  taxes. 


RULES  AND  REGULATIONS 

(Sec.  101  as  amended  by  sec.  301  (b).  Rev. 
Act  1950;  secs.  313  (b),  314  (b).  Rev.  Act 
1951] 

§  39.101  (4)-l  Credit  unions  and  mu¬ 
tual  insurance  funds.  Credit  unions 
(other  than  Federal  credit  unions  which 
are  exempt  under  section  101  (15) )  with¬ 
out  capital  stock,  organized  and  operated 
for  mutual  purposes  and  without  profit, 
are  exempt  from  tax  under  section  101 
(4).  Corporations  or  associations  with¬ 
out  capital  stock  organized  before  Sep¬ 
tember  1,  1951,  and  operated  for  mutual 
purposes  and  without  profit  for  the  pur¬ 
pose  of  providing  reserve  funds  for  and 
insurance  of  shares  or  deposits  in: 

(a)  Domestic  building  and  loan  asso¬ 
ciations  as  defined  in  section  3797  (a) 
(19), 

(b)  Cooperative  banks  without  capi¬ 
tal  stock  organized  and  operated  for 
mutual  purposes  and  without  profit,  or 

(c)  Mutual  savings  banks  not  having 
capital  stock  represented  by  shares, 

are  exempt  from  tax  under  section  101 
(4). 

§39.101  (5)  Statutory  provisions:  ex¬ 
emptions  from  tax  on  corporations: 
cemetery  companies. 

Sec.  101.  Exemptions  from  tax  on  corpora¬ 
tions.  Except  as  provided  in  paragraph  (12) 
(B)  and  in  supplement  U,  the  following  or¬ 
ganizations  shall  be  exempt  from  taxation 
under  this  chapter — •  •  • 

(5)  Cemetery  companies  owned  and  oper¬ 
ated  exclusively  for  the  benefit  of  their 
members  or  which  are  not  operated  for 
profit;  and  any  corporation  chartered  solely 
for  burial  purposes  as  a  cemetery  corpora¬ 
tion  and  not  permitted  by  its  charter  to 
engage  in  any  business  not  necessarily  inci¬ 
dent  to  that  purpose,  no  part  of  the  net 
earnings  of  which  inures  to  the  benefit  of 
any  private  shareholder  or  individual;  •  •  • 

An  organization  operated  for  the  primary 
purpose  of  cauying  on  a  trade  or  business 
for  profit  shall  not  be  exempt  under  any 
paragraph  of  this  section  on  the  ground  that 
all  of  its  profits  are  payable  to  one  or  more 
organizations  exempt  under  this  section 
from  taxation.  For  the  purposes  of  this 
paragraph  the  term  “trade  or  business”  shall 
not  include  the  rental  by  an  organization  of 
its  real  proi>erty  (including  personal  property 
leased  with  the  real  property). 

Notwithstanding  paragraph  (12)  (B)  and 
supplement  U,  an  organization  described  In 
this  section  (other  than  in  the  preceding 
paragraph)  shall  be  considered  an  organiza¬ 
tion  exempt  from  income  taxes  for  the  pur¬ 
pose  of  any  law  which  refers  to  organizations 
exempt  from  income  taxes. 

(Sec.  101  as  amended  by  sec.  301  (b).  Rev. 
Act  1950;  sec.  314  (b).  Rev.  Act  1951) 

§  39.101  (5)-l  Cemetery  companies. 

(a)  A  cemetery  company  may  be  en¬ 
titled  to  exemption — 

(1)  If  it  is  owned  by  and  operated 
exclusively  for  the  benefit  of  its  lot  own¬ 
ers  who  hold  such  lots  for  bona  fide 
burial  purposes  and  not  for  purpose  of 
resale,  or 

(2)  If  it  is  not  operated  for  profit. 

(b)  Any  cemetery  corporation  chart¬ 
ered  solely  for  burial  purposes  and  not 
permitted  by  its  charter  to  engage  in  any 
business  not  necessarily  incident  to  that 
purpose  is  exempt  from  income  tax,  pro¬ 
vided  that  no  part  of  its  net  earnings  in¬ 
ures  to  the  benefit  of  any  private  share¬ 
holder  or  individual.  A  cemetery  com¬ 


pany  which  fulfills  the  other  require- 
ments  of  the  Internal  Revenue  Code  may  ■ 
be  exempt,  even  though  it  issues  pre-  • 
ferred  stock  entitling  the  holders  to  divi¬ 
dends  at  a  fixed  rate,  not  exceeding  the 
legal  rate  of  interest  in  the  State  of  in¬ 
corporation  or  8  percent  per  annum, 
whichever  is  greater,  on  the  value  of  the 
consideration  for  which  the  stock  was 
issued,  provided  that  its  articles  of  in¬ 
corporation  require : 

( 1 )  That  the  preferred  stock  shall  be 

retired  at  par  as  soon  as  sufficient  funds 
available  therefor  are  realized  from  I 
sales,  and  ; 

(2)  That  all  funds  not  required  for  i 
the  payment  of  dividends  upon  or  for 
the  retirement  of  preferred  stock  shall  ; 
be  used  by  the  company  for  the  care  and  i 
improvement  of  the  cemetery  property.  I  = 

§  39.101  (6)  Statutory  provisions;  ^  I 

exemptions  from  tax  on  corporations;  i  ^ 
religious,  charitable,  etc.,  organizations.  1 1 

Sec.  101.  Exem*fltions  from  tax  on  cor-  : 
porations.  Except  as  provided  in  paragraph  i  ■ 
(12)  (B)  and  in  supplement  U.  the  follow-  *  i 
ing  organizations  shall  be  exempt  from  tax-  •  - 
ation  under  this  chapter — •  •  •  ^  > 

(6)  Corporations,  and  any  community  ■  ; 
chest,  fund,  or  foundation,  organized  and  ^  j 
operated  exclusively  for  religious,  charitable,  |  | 
scientific,  literary,  or  educational  purposes,  f  ; 
or  for  the  prevention  of  cruelty  to  children  |  ! 
or  animals,  no  part  of  the  net  earnings  of  '  ; 
which  inures  to  the  benefit  of  any  private  ;  ? 
shareholder  or  Individual,  and  no  substan-  I  ; 
tial  part  of  the  activities  of  which  is  carry-  |  i 
ing  on  propaganda,  or  otherwise  attempting,  |  ^ 
to  influence  legislation.  For  loss  of  exemp-  ;  ' 
tion  under  certain  circumstances,  see  sec-  I  J 
tlons  3813  and  3814;  •  •  •  j  ■ 

An  organization  operated  for  the  primary  j 
purpose  of  carrying  on  a  trade  or  business  ^  i 
for  profit  shall  not  be  exempt  under  any  c  j 
paragraph  of  this  section  on  the  ground  ~  I 
that  all  of  its  profits  are  payable  to  one  or  i 
more  organizations  exempt  under  this  sec-  j 
tion  from  taxation.  For  the  purposes  of  this  ■ 
paragraph  the  term  “trade  or  business”  shall 
not  Include  the  rental  by  an  organization 
of  its  real  property  (including  personal  prop¬ 
erty  leased  with  the  real  property). 

Notwithstanding  paragraph  (12)  (B)  and 
supplement  U,  an  organization  described  In 
this  section  (other  than  In  the  preceding 
paragraph)  shall  be  considered  an  organlza-  ^ 
tion  exempt  from  Income  taxes  for  the  pur¬ 
pose  of  any  law  which  refers  to  organizations 
exempt  from  Income  taxes. 

(Sec.  101  as  amended  by  secs.  301  (b),  332 
(c) .  Rev.  Act  1950:  sec.  314  (b) .  Rev.  Act  1951] 

§  39.101  (6)-l  Religious,  charitable, 
scientific,  literary,  and  educational  or¬ 
ganizations  and  community  chests,  (a) 

In  order  to  be  exempt  under  section  101 
(6),  the  organization  must  meet  three  ; 
tests:  ! 

( 1 )  It  must  be  organized  and  operated  ^ 

exclusively  for  one  or  more  of  the  sped-  ;  j 
fied  purposes;  ! 

(2)  Its  net  income  must  not  inure  in 

whole  or  in  part  to  the  benefit  of  private  ! 
shareholders  or  individuals;  and  j 

(3)  It  must  not  by  any  substantial  j 

part  of  its  activities  attempt  to  influence 
legislation  by  propaganda  or  otheiwise,  - 

(b)  Corporations  organized  and  op-  i 
erated  exclusively  for  charitable  pur-  ■ 
poses  comprise,  in  general,  organizations  ; 
for  the  relief  of  the  poor.  The  fact  that  5 
a  corporation  established  for  the  rolie^ 
of  indigent  persons  may  receive  volun-  i 

I 
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tary  contributions  from  the  persons  in¬ 
tended  to  be  relieved  will  not  necessarily 
deprive  it  of  exemption. 

(c)  An  educational  organization  with¬ 
in  the  meaning  of  the  Internal  Revenue 
Code  is  one  designed  primarily  for  the 
improvement  or  development  of  the  ca¬ 
pabilities  of  the  individual,  but,  under 
exceptional  circumstances,  may  include 
an  association  whose  sole  purpose  is  the 
Instruction  of  the  public,  or  an  associa¬ 
tion  whose  primary  purpose  is  to  give 
lectures  on  subjects  useful  to  the  individ¬ 
ual  and  beneficial  to  the  community, 
even  though  an  association  of  either 
class  has  incidental  amusement  features. 
An  organization  formed,  or  availed  of, 
to  disseminate  controversial  or  partisan 
propaganda  is  not  an  educational  or¬ 
ganization  within  the  meaning  of  the 
Code.  However,  the  publication  of  books 
or  the  giving  of  lectures  advocating  a 
cause  of  a  controversial  nature  shall  not 
of  itself  be  suflBcient  to  deny  an  organ¬ 
ization  the  exemption,  if  carrying  on 
propaganda,  or  otherwise  attempting,  to 
Influence  legislation  forms  no  substan¬ 
tial  part  of  its  activities,  its  principal 
purpose  and  substantially  all  of  its  ac¬ 
tivities  being  clearly  of  a  nonpartisan, 
noncontroversial,  and  educational  na¬ 
ture. 

(d)  Since  an  organization  exempt 
under  section  101  (6)  must  be  organized 
and  operated  exclusively  for  one  or  more 
of  the  specified  purposes,  an  organiza¬ 
tion  organized  or  operated  for  the  pri¬ 
mary  purpose  of  carrying  on  a  trade  or 
business  for  profit  is  not  exempt  there¬ 
under.  Thus,  such  an  organization  is 
not  exempt  under  section  101  (6)  even 
though  it  has  certain  religious  purposes, 
its  property  is  held  in  common,  and  its 
profits  do  not  inure  to  the  benefit  of  in¬ 
dividual  members  of  the  organization. 
See  section  101  (18)  as  to  religious  or 
apostolic  associations  or  corporations. 
Organizations,  including  trusts,  other¬ 
wise  exempt  from  tax  under  this  section 
(other  than  a  church,  or  a  convention 
or  association  of  churches)  are  taxable 
on  Supplement  U  net  income.  See  sec¬ 
tions  421  to  424,  inclusive,  and  the  regu¬ 
lations  thereunder. 

(e)  A  corporation  otherwise  exempt 
under  section  101  (6)  does  not  lose  its 
status  as  an  exempt  corporation  by  re¬ 
ceiving  income  such  as  rent,  dividends, 
and  interest  from  investments,  provided 
such  income  is  devoted  exclusively  to  one 
or  more  of  the  purposes  specified  in  that 
section. 

(f)  Sections  3813  and  3814  set  forth 
rules  under  which  certain  organizations 
described  in  section  101  (6)  may  be  de¬ 
nied  exemption.  See  §§  39.3813-1  and 
39.3814-1. 

5  39.101  (7)  Statutory  provisions; 

exemptions  from  tax  on  corporations; 
business  leagues,  etc. 

Sec.  101.  Exemptions  from  tax  on  corpo¬ 
rations.  Except  as  provided  In  paragraph 
(12)  (B)  and  In  supplement  U,  the  follow- 
organizations  shall  be  exempt  from 
taxation  under  this  chapter — •  •  • 

(7)  Business  leagues,  chambers  of  com¬ 
merce,  real-estate  boards,  or  boards  of  trade, 
not  organized  for  profit  and  no  part  of  the 
net  earnings  of  which  inures  to  the  benefit 
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of  any  private  shareholder  or  individ¬ 
ual:  •  •  • 

An  organization  operated  for  the  primary 
purpose  of  carrying  on  a  trade  or  business 
for  profit  shall  not  be  exempt  under  any 
paragraph  of  this  section  on  the  ground  that 
all  of  its  profits  are  payable  to  one  or  more 
organizations  exempt  under  this  action  from 
taxation.  For  the  purposes  of  this  para¬ 
graph  the  term  “trade  or  business’’  shall  not 
Include  the  rental  by  an  organization  of  its 
real  property  (including  personal  property 
leased  with  the  real  property). 

Notwithstanding  paragraph  (12)  (B)  and 
supplement  U,  an  organization  described  in 
this  section  (other  than  in  the  preceding 
paragraph)  shall  be  considered  an  organiza¬ 
tion  exempt  from  income  taxes  for  the  pur¬ 
pose  of  any  law  which  rrfers  to  organizations 
exempt  from  income  taxes. 

(Sec.  101  as  amended  by  secs.  301  (b).  Rev. 
Act  1960;  sec.  314  (b).  Rev.  Act  1951 J 

§39.101  (7)-l  Business  leagues, 
chambers  of  commerce,  real  estate 
boards,  and  boards  of  trade.  A  business 
league  is  an  association  of  persons  hav¬ 
ing  some  common  business  interest,  the 
purpose  of  which  is  to  promote  such 
common  interest  and  not  to  engage  in  a 
regular  business  of  a  kind  ordinarily 
carried  on  for  profit.  It  is  an  organiza¬ 
tion  of  the  same  general  class  as  a 
chamber  of  commerce  or  board  of  trade. 
Thus,  its  activities  should  be  directed  to 
the  improvement  of  business  conditions 
of  one  or  more  lines  of  business  as  dis¬ 
tinguished  from  the  performance  of  par¬ 
ticular  services  for  individual  persons. 
An  organization  whose  purpose  is  to  en¬ 
gage  in  a  regular  business  of  a  kind  ordi¬ 
narily  carried  on  for  profit,  even  though 
the  business  is  conducted  on  a  coopera¬ 
tive  basis  or  produces  only  sufficient  in¬ 
come  to  be  self-sustaining,  is  not  a  busi¬ 
ness  league.  An  association  engaged  in 
furnishing  information  to  prospective 
investors,  to  enable  them  to  make  sound 
investments,  is  not  a  business  league, 
since  its  activities  do  not  further  any 
common  business  interest,  even  though 
all  of  its  income  is  devoted  to  the  pui  pose 
stated.  A  stock  exchange  is  not  a  busi¬ 
ness  league,  a  chamber  of  commerce,  or 
a  board  of  trade  within  the  meaning  of 
the  Internal  Revenue  Code  and  is  not 
exempt  from  tax.  Organizations  other¬ 
wise  exempt  from  tax  under  this  section 
are  taxable  upon  their  Supplement  U 
net  income.  See  sections  421  to  424, 
inclusive,  and  the  regulations  there¬ 
under. 

§  39.101  (8)  Statutory  provisions; 

exemptions  from  tax  on  corporations; 
civic  organizations. 

Sec.  101  Exemptions  from  tax  on  corpora¬ 
tions.  Except  as  provided  In  paragraph 
(12)  (B)  and  in  supplement  U,  the  following 
organizations  shall  be  exempt  from  taxation 
under  this  chapter — •  •  * 

(8)  Civic  leagues  or  organizations  not  or¬ 
ganized  for  profit  but  operated  exclusively 
for  the  promotion  of  social  welfare,  or  local 
associations  of  employees,  the  membership 
of  which  is  limited  to  the  employees  of  a 
designated  person  or  persons  In  a  particular 
municipality,  and  the  net  earnings  of  which 
are  devoted  exclusively  to  charitable,  educa¬ 
tional,  or  recreational  purposes;  •  •  • 

An  organization  operated  for  the  primary 
purpose  of  carrying  on  a  trade  or  business 
for  profit  shall  not  be  exempt  under  any 
paragraph  of  this  section  on  the  ground  that 
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all  of  its  profits  are  payable  to  one  or  more 
organizations  exempt  under  this  section  from 
taxation.  For  the  purposes  of  this  paragraph 
the  term  “trade  or  business’’  shall  not  in¬ 
clude  the  rental  by  an  organization  of  its 
real  property  (including  personal  property 
leased  with  the  real  property). 

Notwithstanding  paragraph  (12)  (B)  and 
supplement  U,  an  organization  described  in 
this  section  (other  than  in  the  preceding 
paragraph)  shall  be  considered  an  organiza¬ 
tion  exempt  from  income  taxes  for  the  pur¬ 
pose  of  any  law  which  refers  to  organizations 
exempt  from  income  taxes. 

(Sec.  101,  as  amended  by  sec.  301  (b).  Rev. 
Act  1950;  sec.  314  (b) ,  Rev.  Act  1951  ] 

§  39.101  (8)-l  Civic  leagues  cr.l 

local  associations  of  employees.  Civic 
leagues  entitled  to  exemption  under  S3c- 
tion  101  (8)  comprise  those  not  organ¬ 
ized  for  profit  but  operated  exclusively 
for  purposes  beneficial  to  the  commu¬ 
nity  as  a  whole,  and,  in  general,  include 
organizations  engaged  in  promoting  the 
welfare  of  mankind,  other  than  organi¬ 
zations  comprehended  within  section 
101  (6).  Certain  local  associations  of 
employees  are  also  expressly  entitled  to 
exemption  under  section  101  (8),  The 
Internal  Revenue  Code  prescribes  as 
conditions  to  exemption  (a)  that  the 
membership  of  such  an  association  be 
limited  to  the  employees  of  a  designated 
person  or  persons  in  a  particular  munici¬ 
pality.  and  (b)  that  the  net  earnings  of 
the  association  be  devoted  exclusively  to 
charitable,  educational,  or  recreational 
purposes.  See  §  39.101  (6)-l  with  refer¬ 
ence  to  the  meaning  of  “charitable”  and 
“educational”  and  §39.101  (lO)-l  as  to 
the  meaning  of  “local”  as  used  in  section 
101. 

§  39.101  (9)  Statutory  provisions; 

exemptions  from  tax  on  corporations; 
social  clubs. 

Sec.  101.  Exemptions  from  tax  on  corpora¬ 
tions.  Except  as  provided  in  paragraph  (12) 
(B)  and  in  supplement  U,  the  following  or¬ 
ganizations  shall  be  exempt  from  taxation 
under  this  chapter — *  •  • 

(9)  Clubs  organized  and  operated  exclu¬ 
sively  for  pleasure,  recreation,  and  other  non- 
profltable  purposes,  no  part  of  the  net  earn¬ 
ings  of  which  Inures  to  the  benefit  of  any 
private  shareholder;  •  •  • 

An  organization  operated  for  the  primary 
purpose  of  carrying  on  a  trade  or  business 
for  profit  shall  not  be  exempt  under  any 
paragraph  of  this  section  on  the  ground 
that  all  of  its  profits  from  payable  to  one 
or  more  organizations  exempt  under  this  sec¬ 
tion  from  taxation.  For  the  purposes  of 
this  paragraph  the  term  “trade  or  business’’ 
shall  not  include  the  rental  by  an  organiza¬ 
tion  of  its  real  property  (including  personal 
property  leased  with  the  real  property). 

Notwithstanding  paragraph  (12)  (B)  ari 
supplement  U,  an  organization  described  i  i 
this  section  (other  than  in  the  precedir  | 
paragraph)  shall  be  considered  an  organiza¬ 
tion  exempt  from  Income  taxes  for  the  pur¬ 
pose  of  any  law  which  refers  to  organizations 
exempt  from  income  taxes. 

(Sec.  101  a.s  amended  by  sec.  301  (b).  Rev. 
Act  1950;  sec.  314  (b).  Rev.  Act  1951) 

§39.101(9)-!  Social  clubs.  Tlie  ex¬ 
emption  granted  by  section  101  (9)  ap¬ 
plies  to  practically  all  social  and  recrea¬ 
tion  clubs  which  are  supported  by  mem¬ 
bership  fees,  dues,  and  assessments.  If 
a  club  engages  in  traffic,  in  agriculture, 
horticulture,  or  in  the  sale  of  real  estate. 
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timber,  etc.,  for  profit,  such  club  is  not 
organized  and  operated  exclusively  for 
pleasure,  recreation,  or  social  purposes. 
Generally,  an  incidental  sale  of  property 
will  not  deprive  the  club  of  the  exemp¬ 
tion. 

§  39.101  (10)  Statutory  provisions; 

exemptions  from  tax  on  corporations; 
benevolent  life  insurance  associations 
and  mutual  or  cooperative  companies. 

Sec.  101.  Exemptions  from  tax  on  corpora¬ 
tions.  Except  as  provided  in  paragraph  (12) 
(B)  and  in  supplement  U,  the  following  or- 
ganirrations  shall  be  exempt  from  taxation 
under  this  chapter — *  •  • 

(10)  Benevolent  life  insurance  associa¬ 
tions  of  a  purely  local  character,  mutual 
ditch  or  irrigation  companies,  mutual  or  co¬ 
operative  telephone  companies,  or  like  organ¬ 
izations;  but  only  if  85  per  centum  or  more 
of  the  income  consists  of  amounts  collected 
from  members  for  the  sole  purpose  of  meet¬ 
ing  lofsss  and  expenses;  •  •  • 

An  organization  operated  for  the  primary 
purpose  of  carrying  on  a  trade  or  business  for 
profit  shall  not  be  exempt  under  any  para¬ 
graph  of  this  section  on  the  ground  that  all 
of  its  profits  are  payable  to  one  or  more  or¬ 
ganizations  exempt  under  this  section  from 
taxation.  For  the  purposes  of  this  para¬ 
graph  the  term  “trade  or  business”  shall  not 
include  the  rental  by  an  organization  of  its 
real  property  (including  personal  propierty 
leased  with  the  real  property). 

Notwithstanding  paragraph  (12)  (B)  and 
supplement  U,  an  organization  described  in 
this  section  (other  than  in  the  preceding 
paragraph)  shall  be  considered  an  organiza¬ 
tion  exempt  from  income  taxes  for  the  pur¬ 
pose  of  any  law  which  refers  to  organizations 
exempt  from  Income  taxes. 

[Sec.  101  as  amended  by  sec.  301  (b).  Rev. 
Act  1950;  sec.  314  (b).  Rev.  Act  1951 J 

5  39.101  (lO)-l  Local  benevolent  life 
insurance  associations,  mutual  irrigation 
and  telephone  companies,  and  like  or¬ 
ganizations.  (a)  It  is  a  prerequisite  to 
exemption  under  section  101  (10)  that 
at  least  85  percent  of  the  income  of  the 
organization  shall  consist  of  amounts 
collected  from  members  for  the  sole  pur¬ 
pose  of  meeting  losses  and  expenses.  If 
an  organization  issues  policies  for  stipu¬ 
lated  cash  premiums,  or  if  it  requires 
advance  deposits  to  cover  the  cost  of  the 
insurance  .  and  maintains  investments 
from  which  more  than  15  percent  of  its 
income  is  derived,  it  is  not  entitled  to 
exemption.  On  the  other  hand,  an  or¬ 
ganization  may  be  entitled  to  exemption, 
although  it  makes  advance  assessments 
for  the  sole  purpose  of  meeting  future 
losses  and  expenses,  provided  that  the 
balance  of  such  assessments  remaining 
on  hand  at  the  end  of  the  year  is  re¬ 
tained  to  meet  losses  and  expenses  or  is 
returned  to  members. 

(b)  The  phrase  “of  a  purely  local 
character”  applies  to  benevolent  life  in¬ 
surance  associations,  and  not  to  the 
other  organizations  specified  in  section 
101  (10).  It  applies,  however,  to  any 
organization  seeking  exemption  on  the 
ground  that  it  is  an  organization  similar 
to  a  benevolent  life  insurance  associa¬ 
tion.  An  organization  of  a  purely  local 
character  is  one  whose  business  activities 
are  confined  to  a  particular  community, 
place,  or  district,  irrespective,  however, 
of  political  subdivisions.  If  the  activi¬ 
ties  of  an  organization  are  limited  only 
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by  the  borders  of  a  State,  it  cannot  be 
considered  to  be  purely  local  in  char¬ 
acter. 

§  39.101  (11)  Statutory  provisions; 
exemptions  from  tax  on  corporations; 
mutual  insurance  organizations  other 
than  life  or  marine. 

Sec.  101.  Exemptions  from  tax  on  corpo¬ 
rations.  Except  as  provided  in  paragraph 
(12)  (B)  and  in  supplement  U,  the  follow¬ 
ing  organizations  shall  be  exempt  from  tax¬ 
ation  under  this  chapter — •  •  • 

(11)  Mutual  Insurance  companies  or  as¬ 
sociations  other  than  life  or  marine  (in¬ 
cluding  interinsurers  and  reciprocal  under¬ 
writers)  if  the  gross  amount  received  during 
the  taxable  year  from  interest,  dividends, 
rents,  and  premiums  (including  deposits  and 
assessments)  does  not  exceed  $75,000;  •  •  • 

An  organization  operated  for  the  primary 
purpose  of  carrying  on  a  trade  or  business 
for  profit  shall  not  be  exempt  under  any 
paragraph  of  this  section  on  the  ground 
that  all  of  its  profits  are  payable  to  one  or 
more  organizations  exempt  under  this  sec¬ 
tion  from  taxation.  For  the  purpioses  of 
this  paragraph  the  term  “trade  or  business” 
shall  not  include  the  rental  by  an  organi¬ 
zation  of  its  real  property  (including  per¬ 
sonal  property  leased  with  the  real  prop¬ 
erty). 

Notwithstanding  paragraph  (12)  (B)  and 
supplement  U,  an  organization  described  in 
this  section  (other  than  in  the  preceding 
paragraph)  shall  be  considered  an  organiza¬ 
tion  exempt  from  income  taxes  for  the  pur¬ 
pose  of  any  law  which  refers  to  organizations 
exempt  from  income  taxes. 

(Sec.  101  as  amended  by  sec.  165  (a).  Rev. 
Act  1942;  sec.  301  (b).  Rev.  Act  1950;  sec. 
314  (b),  Rev.  Act  19511 

§  39.101  (ll)-l  Mutual  insurance 
companies  or  associations.  An  insur¬ 
ance  company  is  exempt  from  taxation 
under  chapter  1  of  the  Internal  Revenue 
Code  if  it  is  a  mutual  company  or  asso¬ 
ciation  (other  than  life  or  marine)  or  an 
interinsurer  or  reciprocal  underwriter 
and  if  the  gross  amount  received  during 
the  taxable  year  from  interest,  dividends, 
rents,  and  premiums  (including  deposits 
and  assessments)  does  not  exceed 
$75,000. 

§  39.101  (12)  Statutory  provisions; 
exemptions  from  tax  on  corporations; 
cooperative  farmers',  fruit  growers’,  etc., 
associations. 

Sec.  101.  Exemptions  from  tax  on  cor¬ 
porations.  Except  as  provided  in  paragraph 

(12)  (B)  and  in  supplement  U,  the  following 
organizations  shall  be  exempt  from  taxation 
under  this  chapter — *  •  • 

(12)  (A)  Farmers’,  fruit  growers’  or  like 
associations  organized  and  operated  on  a 
cooperative  basis  (a)  for  the  purpose  of 
marketing  the  products  of  members  or  other 
producers,  and  turning  back  to  them  the 
proceeds  of  sales,  less  the  necessary  market¬ 
ing  expenses,  on  the  basis  of  either  the  quan¬ 
tity  or  the  value  of  the  products  furnished 
by  them,  or  (b)  for  the  purpose  of  purchas¬ 
ing  supplies  and  equipment  for  the  use  of 
members  or  other  persons,  and  turning  over 
such  supplies  and  equipment  to  them  at 
actual  cost,  plus  necessary  expenses.  Ex¬ 
emption  shall  not  be  denied  any  such  asso¬ 
ciation  because  it  has  capital  stock,  if  the 
dividend  rate  of  such  stock  is  fixed  at  not 
to  exceed  the  legal  rate  of  Interest  in  the 
State  of  incorporation  or  8  per  centum  per 
annum,  whichever  is  greater,  on  the  value  of 
the  consideration  for  which  the  stock  was 
Issued,  and  if  substantially  all  such  stock 


(other  than  nonvoting  preferred  stock,  the 
owners  of  which  are  not  entitled  or  per- 
mitted  to  participate,  directly  or  indirectly, 
in  the  profits  of  the  association,  upon  dis¬ 
solution  or  otherwise,  beyond  the  fixed  divi¬ 
dends)  is  owned  by  producers  who  market 
their  products  or  purchase  their  supplies  and 
equipment  through  the  association;  nor  shall 
exemption  be  ‘denied  any  such  association 
because  there  is  accumulated  and  main¬ 
tained  by  it  a  reserve  required  by  State  law 
or  a  reasonable  reserve  for  any  necessary  pur¬ 
pose.  Such  an  association  may  market  the 
products  of  nonmembers  in  an  amount  the 
value  of  which  does  not  exceed  the  value  of 
the  products  marketed  for  members,  and  may 
purchase  supplies  and  equipment  for  non¬ 
members  in  an  amount  the  value  of  which 
does  not  exceed  the  value  of  the  supplies  and 
equipment  purchased  for  members,  provided 
the  value  of  the  purchases  made  for  persons 
who  are  neither  members  nor  producers  does 
not  exceed  15  per  centum  of  the  value  of  all 
its  purchases.  Business  done  for  the  United 
States  or  any  of  its  agencies  shall  be  disre¬ 
garded  in  determining  the  right  to  exemp¬ 
tion  under  this  paragraph; 

(B)  An  organization  exempt  from  taxation 
under  the  provisions  of  subparagraph  (A) 
shall  be  subject  to  the  taxes  Imposed  by 
sections  13  and  15,  or  section  117  (c)  (1), 
except  that  in  computing  the  net  Income 
of  such  an  organization  there  shall  be 
allowed  as  deductions  from  gross  Income  (in 
addition  to  other  'deductions  allowable 
under  section  23)  — 

(I)  Amounts  paid  as  dividends  during  the 
taxable  year  upon  its  capital  stock,  and 

(II)  Amounts  allocated  during  the  taxable 
year  to  patrons  with  respect  to  its  Income 
not  derived  from  patronage  (whether  or  not 
such  income  was  derived  during  such  taxable 
year)  whether  paid  in  cash,  merchandise, 
capital  stock,  revolving  fund  certificates, 
retain  certificates,  certificates  of  indebted¬ 
ness,  letters  of  advice,  or  in  some  other 
manner  that  discloses  to  each  patron  the 
dollar  amount  allocated  to  him.  Allocations 
made  after  the  close  of  the  taxable  year  and 
on  or  before  the  fifteenth  day  of  the  ninth 
month  following  the  close  of  such  year  shall 
be  considered  as  made  on  the  la.st  day  of 
such  taxable  year  to  the  extent  the  alloca¬ 
tions  are  attributable  to  income  derived  be¬ 
fore  the  close  of  such  year. 

Patronage  dividends,  refunds,  and  rebates  to 
patrons  with  respect  to  their  patronage  in 
the  same  or  preceding  years  (whether  paid 
in  cash,  merchandise,  capital  stock,  revolving 
fund  certificates,  retain  certificates,  certifi¬ 
cates  of  indebtedness,  letters  of  advice,  or 
in  some  other  manner  that  discloses  to  each 
patron  the  dollar  amount  of  such  dividend, 
refund,  or  rebate)  shall  be  taken  into  ac¬ 
count  in  computing  net  Income  in  the  same 
manner  as  in  the  case  of  a  cooperative  or¬ 
ganization  not  exempt  under  subparagraph 
(A).  Such  dividends,  refunds,  and  rebates 
made  after  the  close  of  the  taxable  year  and 
on  or  before  the  15th  day  of  the  ninth 
month  following  the  close  of  such  year  shall 
be  considered  as  made  on  the  last  day  of 
such  taxable  year  to  the  extent  that  divi¬ 
dends,  refunds,  or  rebates,  are  attributable 
to  patronage  occurring  before  the  close  of 
such  year.  *  *  • 

An  organization  operated  for  the  primary 
purpose  of  carrying  on  a  trade  or  business 
for  profit  shall  not  be  exempt  under  any 
paragraph  of  this  section  on  the  ground  that 
all  of  its  profits  are  payable  to  one  or  more 
organizations  exempt  under  this  section 
from  taxation.  For  the  purposes  of  this 
paragraph  the  term  “trade  or  business”  shall 
not  include  the  rental  by  an  organization  of  , 
its  real  property  (including  personal  prop-  i 
erty  leased  with  the  real  property).  ! 

Notwithstanding  paragraph  (12)  (B)  and  i 
supplement  U,  an.  organization  described  in 
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this  section  (other  than  In  the  preceding 
paragraph)  shall  be  considered  an  organiza¬ 
tion  exempt  from  Income  taxes  for  the  pur¬ 
pose  of  any  law  which  refers  to  organizations 
exempt  from  income  taxes. 

(Sec.  101  as  amended  by  sec.  301  (b).  Rev. 
Act  1950;  sec.  314  (a)  (b),  Rev.  Act  1951] 

§  39.101  (12)-1  Farmers'  cooperative 
marketing  and  purchasing  associations; 
requirements  for  exemption  under  sec¬ 
tion  101  (12)  (A),  (a)  (1)  Cooperative 
associations  engaged  in  the  marketing  of 
farm  products  for  farmers,  fruit  grow¬ 
ers,  livestock  growlers,  dairymen,  etc,,  and 
turning  back  to  the  producers  the  pro¬ 
ceeds  of  the  sales  of  their  products,  less 
the  necessary  operating  expenses,  on  the 
basis  of  the  products  furnished  by  them, 
are  exempt  from  income  tax.  For  in¬ 
stance,  cooperative  dairy  companies 
which  are  engaged  in  collecting  milk  and 
disposing  of  it  or  the  products  thereof 
and  distributing  the  proceeds,  less  neces¬ 
sary  operating  expenses,  among  the  pro¬ 
ducers  upon  the  basis  of  the  quantity  of 
milk  or  of  butter  fat  in  the  milk  fur¬ 
nished  by  such  producers,  are  exempt 
from  the  tax.  If  the  proceeds  of  the 
business  are  distributed  in  any  other 
way  than  on  such  a  proportionate  basis, 
the  association  does  not  meet  the  re¬ 
quirements  of  the  Internal  Revenue  Code 
and  is  not  exempt.  In  other  words,  non¬ 
member  patrons  must  be  treated  the 
same  as  members  in.sofar  as  the  distribu¬ 
tion  of  patronage  dividends  is  concerned, 
that  is,  if  products  are  marketed  for  non¬ 
member  producers,  the  proceeds  of  the 
sale,  less  necessary  operating  expenses, 
must  be  returned  to  the  patrons  from  the 
sale  of  whose  goods  such  proceeds  result, 
whether  or  not  such  patrons  are  mem¬ 
bers  of  the  association.  In  order  to  show 
its  cooperative  nature  and  to  establish 
compliance  with  the  requirement  of  the 
Code  that  the  proceeds  of  sales,  less  nec- 
es.sary  expenses,  be  turned  back  to  all 
producers  on  the  basis  of  the  products 
furnished  by  them,  it  is  necessary  for 
such  an  association  to  keep  permanent 
records  of  the  business  done  both  with 
members  and  nonmembers.  The  Code 
does  not  require,  however,  that  the  asso¬ 
ciation  keep  ledger  accounts  with  each 
producer  selling  through  the  association. 
Any  permanent  records  which  show  that 
the  a.ssociation  was  operating  during  the 
taxable  year  on  a  cooperative  basis  in 
the  distribution  of  patronage  dividends 
to  all  producers  will  suffice.  While 
under  the  Code  patronage  dividends 
must  be  paid  to  all  producers  on  the 
same  basis,  this  requirement  is  complied 
with  if  an  association,  instead  of  paying 
patronage  dividends  to  nonmember  pro¬ 
ducers  in  cash,  keeps  permanent  records 
from  w'hich  the  proportionate  shares  of 
the  patronage  dividends  due  to  nonmem¬ 
ber  producers  can  be  determined,  and 
such  shares  are  made  applicable  toward 
the  purchase  price  of  a  share  of  stock  or 
of  a  membership  in  the  association. 

(2)  An  as.sociation  which  has  capital 
stock  will  not  for  such  reason  be  denied 
exemption  (i)  if  the  dividend  rate  of  such 
stock  is  fixed  at  not  to  exceed  the  legal 
rate  of  interest  in  the  State  of  incor¬ 
poration  or  8  percent  per  annum,  which¬ 
ever  is  greater,  on  the  value  of  the 


consideration  for  which  the  stock  was 
Issued,  and  (ii)  if  substantially  all  of  such 
stock  (with  the  exception  noted  below) 
is  owned  by  producers  who  market  their 
products  or  purchase  their  supplies  and 
equipment  through  the  association.  Any 
ownership  of  stock  by  others  than  such 
actual  producers  must  be  satisfactorily 
explained  in  the  association’s  application 
for  exemption.  The  association  will  be 
required  to  show  that  the  ownership  of 
its  capital  stock  has  been  restricted  as 
far  as  possible  to  such  actual  producers. 
If  by  statutory  requirement  all  officers 
of  an  association  must  be  shareholders, 
the  ownership  of  a  share  of  stock  by  a 
nonproducer  to  qualify  him  as  an  officer 
will  not  destroy  the  association’s  exemp¬ 
tion.  Likewise,  if  a  shareholder  for  any 
reason  ceases  to  be  a  producer  and  the 
association  is  unable,  because  of  a  con¬ 
stitutional  restriction  or  prohibition  or 
other  reason  beyond  the  control  of  the 
association,  to  purchase  or  retire  the 
stock  of  such  nonproducer,  the  fact  that 
under  such  circumstances  a  small 
amount  of  the  outstanding  capital  stock 
is  owned  by  shareholders  w'ho  are  no 
longer  producers  will  not  destroy  the 
exemption.  The  restriction  placed  on 
the  ownership  of  capital  stock  of  an 
exempt  cooperative  association  shall  not 
apply  to  nonvoting  preferred  stock,  pro¬ 
vided  the  owners  of  such  stock  are  not 
entitled  or  permitted  to  participate,  di¬ 
rectly  or  indirectly,  in  the  profits  of  the 
association,  upon  dissolution  or  other¬ 
wise,  beyond  the  fixed  dividends.  The 
accumulation  and  maintenance  of  a  re¬ 
serve  required  by  State  statute,  or  the 
accumulation  and  maintenance  of  a 
reasonable  reserve  or  surplus  for  any 
necessary  purpose,  such  as  to  provide  for 
the  erection  of  buildings  and  facilities 
required  in  business  or  for  the  purchase 
and  installation  of  machinery  and  equip¬ 
ment  or  to  retire  indebtedness  incurred 
for  such  purposes,  will  not  destroy  the 
exemption.  An  association  will  not  be 
denied  exemption  because  it  markets  the 
products  of  nonmembers,  provided  the 
value  of  the  products  marketed  for  non¬ 
members  docs  not  exceed  the  value  of  the 
products  marketed  for  members.  Any¬ 
one  who  shares  in  the  profits  of  a  farm¬ 
ers’  cooperative  marketing  association, 
and  is  entitled  to  participate  in  the  man¬ 
agement  of  the  association,  must  be  re¬ 
garded  as  a  member  of  such  association 
within  the  meaning  of  section  101  (12) . 

(b)  Cooperative  associations  engaged 
In  the  purchasing  of  supplies  and  equip¬ 
ment  for  farmers,  fruit  growers,  livestock 
grow'crs,  dairymen,  etc.,  and  turning  over 
such  supplies  and  equipment  to  them 
at  actual  cost,  plus  the  necessary  operat¬ 
ing  expenses,  are  exempt.  The  term 
“supplies  and  equipment’’  as  used  in 
section  101  (12)  includes  groceries  and 
all  other  goods  and  merchandise  used  by 
farmers  in  the  operation  and  mainte¬ 
nance  of  a  farm  or  farmer’s  household. 
The  provisions  of  paragraph  (a)  of  this 
section  relating  to  a  reserve  or  surplus 
and  to  capital  stock  shall  apply  to  asso¬ 
ciations  coming  under  this  paragraph. 
An  association  which  purchases  supplies 
and  equipment  for  nonmembers  will  not 
for  such  reason  be  denied  exemption. 


provided  the  value  of  the  purchases  for 
nonmembers  does  not  exceed  the  value 
of  the  supplies  and  equipment  purchased 
for  members,  and  provided  the  value  of 
the  purchases  made  for  nonmembers 
who  are  not  producers  does  not  exceed 
15  percent  of  the  value  of  all  its 
purchases. 

(c)  In  order  to  be  exempt  under  eHher 
paragraph  (a)  or  (b)  of  this  section  an 
association  must  establish  that  it  has  no 
net  income  for  its  own  account  other 
than  that  reflected  in  a  reserve  or  sur¬ 
plus  authorized  in  paragraph  (a>  of  this 
section.  An  association  engaged  both  in 
marketing  farm  products  and  in  pur¬ 
chasing  supplies  and  equipment  is  ex¬ 
empt  if  as  to  each  of  its  functions  it  meets 
the  requirements  of  the  Internal  Revenue 
Code.  Easiness  done  for  the  United 
States  or  any  of  its  agencies  shall  be  dis¬ 
regarded  in  determining  the  right  to  ex¬ 
emption  under  section  101  (12)  and  this 
section.  An  association  to  be  entitled 
to  exemption  must  not  only  be  organized 
but  actually  operated  in  the  manner  and 
for  the  purposes  specified  in  section  101 
(12). 

(d)  Cooperative  organizations  engaged 
In  occupations  dissimilar  from  those  of 
farmers,  fruit  growers,  and  the  like,  such 
as  marketing  building  materials,  are  not 
exempt. 

§  39.101  (12)-2  Tax  treatment  of 
farmers'  cooperative  marketing  and  pur~ 
chasing  associations  exempt  under  sec¬ 
tion  101  (12)  (A) — (a)  In  general.  (1) 
Section  101  (12)  (B)  is  applicable  to 
farmers’,  fruit  growers’,  or  like  associa¬ 
tions  organized  and  operated  on  a  co¬ 
operative  basis  in  the  manner  prescribed 
in  section  101  (12)  (A).  Although  such 
an  association  is  subject  to  both  normal 
tax  and  surtax,  as  in  the  case  of  corpora¬ 
tions  generally,  certain  special  rules  for 
the  computation  of  net  income  are  pro¬ 
vided  in  section  101  (12)  (B)  and  §  39.101 
(12) -3.  For  the  purpose  of  any  law 
which  refers  to  organizations  exempt 
from  income  taxes  such  an  association 
shall,  however,  be  considered  as  an  or¬ 
ganization  exempt  under  section  101. 
Thus,  under  section  454  (a)  such  an  as¬ 
sociation  is  not  subject  to  the  excess 
profits  tax.  Similarly,  the  provisions  of 
section  26  (b),  providing  a  credit  for 
dividends  received  from  a  domestic  cor¬ 
poration  subject  to  taxation,  are  not 
applicable  to  dividends  received  from  a 
cooperative  association  subject  to  section 
101  (12)  (B).  The  provisions  of  section 
141,  relating  to  consolidated  returns,  are 
likewise  not  applicable. 

(2)  Rules  governing  the  manner  in 
which  amounts  allocated  as  patronage 
dividends,  refunds,  or  rebates  are  to  be 
taken  into  account  in  computing  the  net 
income  of  such  an  association  are  set 
forth  in  §39.101  (12)-4.  For  the  tax 
treatment,  as  to  patrons,  of  amounts  re¬ 
ceived  during  the  taxable  year  as  patron¬ 
age  dividends,  rebates,  or  refunds,  see 
§  39.22  (a)-23. 

(b)  Meanmg  of  terms.  For  purposes 
of  §§  39.101  (12)-2  to  39.101  (12)-4,  in¬ 
clusive,  §§  39.148  (f)-l.  and  39.22  (a)-23, 
the  following  terms  shall  have  the  mean¬ 
ing  ascribed  below : 
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(1 )  Cooperative  association.  The  term 
“cooperative  association”  includes  any 
corporation  operating  on  a  cooperative 
basis  and  allocating  amounts  to  patrons 
on  the  basis  of  the  business  done  with 
or  for  such  patrons,  except  that  the  term 
does  not  include  any  cooperative  or  non¬ 
profit  corporation  (including  any  co¬ 
operative  or  nonprofit  corporation  en¬ 
gaged  in  rural  electrification)  exempt 
from  taxation  under  section  101  (10)  or 
(11)  or  any  corporation  subject  to  a  tax 
imposed  by  Supplement  G  (relating  to 
insurance  companies). 

(2)  Patron.  The  term  “patron”  in¬ 
cludes  any  person  with  whom  or  for 
whom  the  cooperative  association  does 
business  on  a  cooperative  basis,  whether 
a  member  or  a  nonmember  of  the  co¬ 
operative  association,  and  whether  an 
individual,  a  trust,  estate,  partnership, 
company,  corporation,  or  cooperative  as¬ 
sociation. 

(3)  Allocation.  The  term  “alloca¬ 
tion”  includes  distributions  made  by  a 
cooperative  association  to  a  patron  in 
cash,  merchandise,  capital  stock,  revolv¬ 
ing  fund  certificates,  retain  certificates, 
certificates  of  indebtedness,  letters  of  ad¬ 
vice,  similar  documents,  or  in  any  other 
manner  whereby  there  is  disclosed  to  a 
patron  the  dollar  amount  apportioned 
on  the  books  of  the  association  for  the 
account  of  such  patron.  Thus,  a  mere 
credit  to  the  account  of  a  patron  on  the 
books  of  the  cooperative  associations, 
without  disclosure  to  the  pati'on,  is  not 
an  allocation. 

(4)  Patronage  dividends,  rebates,  and 
refunds.  The  term  “patronage  dividend, 
rebate,  or  refund”  includes  any  amount 
allocated  by  a  cooperative  association, 
to  the  account  of  a  patron  on  the  basis 
of  the  business  done  with  or  for  such 
patron.  The  following  are  not  patron¬ 
age  dividends,  rebates,  or  refunds: 

<i)  Amounts  distributed  in  redemption 
of  capital  stock,  or  in  redemption  or  sat¬ 
isfaction  of  certificates  of  indebtedness, 
revolving  fund  certificates,  retain  cer¬ 
tificates,  letters  of  advice,  or  other  simi¬ 
lar  documents; 

(ii)  Amounts  allocated  (whether  in 
cash,  merchandise,  capital  stock,  revolv¬ 
ing  fund  certificates,  retain  certificates, 
certificates  of  indebtedness,  letters  of  ad¬ 
vice,  or  in  some  other  manner  that  dis¬ 
closes  to  each  patron  the  amount  of  such 
dividend,  refund,  or  rebate)  by  the  asso¬ 
ciation  for  products  of  members  or  other 
patrons  to  the  extent  such  amounts  are 
fixed  without  reference  to  the  earnings 
of  the  cooperative  association.  For  this 
purpose,  the  term  “earnings”  includes 
the  excess  of  amounts  retained  (or  as¬ 
sessed)  by  the  association  to  cover  ex¬ 
penses  or  other  items  over  the  amount 
of  such  expenses  or  other  items. 

(c)  Examples.  The  application  of 
paragraph  (b)  of  this  section  may  be 
illustrated  by  the  following  examples: 

Example  (1).  Cooperative  A,  a  marketing 
association  operating  on  a  pooling  basis,  re¬ 
ceives  the  products  of  patron  W  on  January 
5,  1952.  On  the  same  day  Cooperative  A  ad¬ 
vances  to  W  45  cents  per  unit  for  the  prod¬ 
ucts  so  delivered  and  allocates  to  him  a 
“retain  certificate”  having  a  face  value  cal¬ 
culated  at  the  rate  of  5  cents  per  unit.  Dur¬ 
ing  the  operation  of  the  pool,  and  before 


substantially  all  the  products  In  the  pool  are 
disposed  of.  Cooperative  A  advances  to  W  an 
additional  40  cents  per  unit,  the  amount 
being  determined  by  reference  to  the  market 
price  of  the  products  sold  and  the  anticipated 
price  of  the  unsold  products.  At  the  close 
of  the  pool  on  November  10,  1952,  Coopera¬ 
tive  A  determines  the  excess  of  its  receipts 
over  the  sum  of  its  expenses  and  its  pre¬ 
vious  advances  to  patrons,  and  allocates  to 
W  an  additional  3  cents  per  unit  and  shares 
of  the  capital  stock  of  A  having  an  aggre¬ 
gate  of  face  value  calculated  at  the  rate  of 
2  cents  per  unit. 

The  amount  of  patronage  dividends,  re¬ 
bates,  or  refunds  allocated  to  W  during  1952 
amount  to  5  cents  per  unit,  consisting  of 
the  aggregate  of  the  following  per-unit  al¬ 
locations:  The  amount  of  cash  distribution 
(3  cents),  and  the  face  value  of  the  capital 
stock  of  A  (2  cents),  which  are  fixed  with 
reference  to  the  earnings  of  A.  The  amount 
of  the  two  distributions  in  cash  (85  cents) 
and  the  face  amount  of  the  “retain  cer¬ 
tificate”  (5  cents),  which  are  fixed  without 
reference  to  the  earnings  of  A,  do  not  con¬ 
stitute  patronage  dividends,  rebates,  or  re¬ 
funds. 

Example  (2).  Cooperative  B.  a  marketing 
association  operating  on  a  pooling  basis,  re¬ 
ceives  the  products  of  patron  X  on  March  5, 

1952.  On  the  same  day  Cooperative  B  pays 
to  X  $1.00  per  unit  for  such  products,  this 
amount  being  determined  by  reference  to 
the  market  price  of  the  product  when  re¬ 
ceived,  and  issues  to  him  a  participation 
certificate  having  no  face  value  but  which 
entitles  X  on  the  close  of  the  pool  to  the 
proceeds  derived  from  the  sale  of  his  prod¬ 
ucts  less  the  previous  payment  of  $1.00  and 
the  expenses  and  other  charges  attributable 
to  such  products.  On  March  5,  1955,  Cooper¬ 
ative  B,  having  sold  the  products  in  the 
pool,  having  deducted  the  previous  payments 
for  such  products,  and  having  determined 
the  expenses  and  other  charges  of  the  pool, 
redeems  the  participation  certificate  of  X  in 
cash  for  10  cents  per  unit.  The  allocation 
made  to  X  during  1955,  amounting  to  10 
cents  per  unit,  is  a  patronage  dividend,  re¬ 
bate,  or  refund.  Neither  the  payment  to  X 
in  1952  of  $1.00  nor  the  issuance  to  him  of 
the  participation  certificate  in  that  year  con¬ 
stitutes  a  patronage  dividend,  rebate,  or  re¬ 
fund  within  the  meaning  of  this  section. 

Example  (3).  Cooperative  C,  a  purchasing 
association,  obtains  supplies  for  patron  Y  on 
May  1,  1952,  and  receives  in  return  therefor 
$100.  On  February  1,  1953,  Cooperative  C, 
having  determined  the  excess  of  its  receipts 
over  its  costs  and  expenses,  allocates  to  Y  a 
cash  distribution  of  $1.00  and  a  revolving 
fund  certificate  of  a  face  amount  of  $1.00. 
The  amount  of  patronage  dividends,  rebates, 
or  refunds  allocated  to  Y  for  1953  is  $2.00,  the 
aggregate  of  the  cash  distribution  of  $1.00, 
and  the  face  amount,  $1.00,  of  the  revolving 
fund  certificate. 

Example  (4).  Cooperative  D,  a  service  asso¬ 
ciation,  sells  the  products  of  members  on  a 
fee  basis.  It  receives  the  products  of  patron 
Z  under  an  agreement  not  to  pool  his  prod¬ 
ucts  with  those  of  other  members,  to  sell 
his  products,  and  to  deliver  to  him  the  pro- 
ceeds  of  the  sale.  Patron  Z  makes  pay¬ 
ments  to  Cooperative  D  during  1952  aggre¬ 
gating  $75  for  service  rendered  him  by  Co¬ 
operative  D  during  that  year.  On  May  15, 

1953,  Cooperative  D,  having  determined  the 
excess  of  its  receipts  over  its  costs  and  ex¬ 
penses,  allocates  to  Z  a  cash  distribution  of 
$2.00.  Such  amount  is  a  patronage  divi¬ 
dend,  rebate,  or  refund  allocated  by  Coop¬ 
erative  D  during  1953. 

§  39.101  (12)-3  Manner  of  taxation 
of  cooperative  associations  subject  to  101 
(12) — (a)  In  general.  Farmers’,  fruit 
growers’,  or  like  associations,  organized 
and  operated  in  compliance  with  the  re¬ 


quirements  of  section  101  (12)  (A)  and  I 
§39.101  (12)-1  shall  be  subject  to  the  | 
taxes  imposed  by  sections  13  and  15  or  i 
section  117  (c)  (1),  except  that  there 
shall  be  allowed  as  deductions  from  gross  i 
income,  in  addition  to  the  other  deduc¬ 
tions  allowable  under  section  23,  certain  “ 
special  deductions  provided  in  section 
101  (12)  (B)  (i)  and  paragraph  (o  of  , 
this  section,  and  section  101  (12)  (B) 

(ii)  and  paragraph  (d)  of  this  section. 
Amounts  allocated  as  patronage  divi¬ 
dends,  refunds,  or  rebates,  whether  in  = 
cash,  merchandise,  capital  stock,  revolv¬ 
ing  fund  certificates,  retain  certificates, 
certificates  of  indebtedness,  letters  of  ad-  = 
vice,  or  in  some  other  manner  that  dis-  1 
closes  to  each  patron  the  dollar  amount 
allocated,  with  respect  to  patronage  for  ■ 
the  taxable  year  or  for  preceding  taxable  I 
years,  shall  be  taken  into  account  in  the  3 
manner  provided  in  section  ICl  (12)  3 

(B)  and  in  §  39.101  (12)-4.  J 

(b)  Cooperative  associations  exempt  4 
from  tax  before  January  1,  1952.  (1)  In  Jl 
the  case  of  a  cooperative  association  ■ 
exempt  from  tax  for  taxable  years  be-  I 
ginning  prior  to  January  1,  1952,  the  J 
taxable  year  (fiscal  year  or  calendar  3 
year,  as  the  case  may  be)  shall  be  deter-  J 
mined  w’ithout  regard  to  the  fact  that  ■ 
such  association  may  have  been  exempt  3 
from  tax  and  not  subject  to  the  provi-  1 
sions  of  section  101  (12)  (B)  during  any  3 
prior  period.  See  sections  41  and  48  I 
and  the  regulations  thereunder.  Sim-  ■ 
ilarly  in  computing  net  income,  the  de-  3 
termination  of  the  taxable  year  for  " 
which  an  item  of  income  or  expense  is 
taken  into  account  shall  be  made  under 
the  provisions  of  sections  41,  42  and  43  , 

and  the  regulations  prescribed  there¬ 
under,  whether  or  not  the  item  arose 
during  a  taxable  year  beginning  before, 
on,  or  after  December  31,  1951.  For  the 
purpose  of  determining  the  method  of 
accounting  of  the  cooperative  association 
under  section  41,  a  method  of  account-  i 
ing  recognized  under  section  41  and 
under  the  regulations  prescribed  there¬ 
under  and  utilized  in  the  return  of  such  'I 
association  filed  for  the  first  taxable 
year  beginning  after  December  31,  1951,  1 

shall  be  deemed  to  constitute  the  method 
of  accounting  regularly  employed  by 
the  cooperative  association.  The  method 
selected  shall  be  subject  to  the  epproval  , 
of  the  Commissioner  upon  the  examina¬ 
tion  of  the  return.  Any  change  of  the 
method  so  selected  and  so  approved  may 
be  made  only  if  permission  is  obtained  j 
from  the  Commissioner  to  change  to  an¬ 
other  recognized  basis  in  accordance 
with  §  39.41-2. 

(2)  In  any  case  where  inventories  are 
an  income-producing  factor  see  section 
22  (c)  and  (d)  and  the  regulations  pre¬ 
scribed  thereunder.  The  elective  meth¬ 
od  of  inventorying  goods  provided  in 
section  22  (d)  may  be  adopted  by  the 
c(X)perative  association  for  any  taxable  ; 
year  beginning  after  December  31,  1951, 
in  accordance  with  the  requirements  of 
section  22  (d)  and  the  regulations  is-  i 
sued  under  that  section.  In  order  to  j 
use  such  method  for  such  a  taxable  year,  j 
the  cooperative  association  must  excr-  ] 
cise  the  election  provided  in  sections  22  ‘i: 

(d)  (2)  and  §  39.22  (d)-3  even  thougn  i 
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Saturday,  September  26,  1953 

It  may  have  utilized  such  method  for  ac¬ 
counting  purposes  for  taxable  years  be¬ 
ginning  prior  to  January  1,  1952. 

(3)  The  following  rules  shall  be  ap¬ 
plicable  in  computing,  under  section  122, 
the  net  operating  loss  deduction  pro¬ 
vided  in  section  23  (s) :  No  net  operating 
loss  carry-back  or  carry-over  shall  be 
allowed  from  a  taxable  year  beginning 
prior  to  January  1,  1952,  for  which  the 
ccoperatiye  association  was  exempt  from 
tax  under  section  101  (12).  In  the  case 
of  a  taxable  year  begining  prior  to  Janu¬ 
ary  1,  1952,  for  which  the  association 
was  not  exempt  under  section  101  (12), 
and  of  a  taxable  year  beginning  after 
December  31,  1951,  the  amount  of  the 
net  operating  loss  carry-back  or  carry¬ 
over  from  such  year  shall  not  be  reduced 
by  reference  to  the  income  of  any  tax¬ 
able  year  beginning  prior  to  January  1, 
1952,  for  which  the  association  was  ex¬ 
empt  from  tax  under  section  101  (12). 
How’ever,  in  determining  preceding  tax¬ 
able  years  and  succeeding  taxable  years 
under  section  122  (b) ,  a  taxable  year  be¬ 
ginning  prior  to  January  1,  1952,  for 
which  the  cooperative  association  was 
exempt  from  tax  under  section  101  (12) 
shall  be  taken  into  account  and  shall  be 
considered  to  be  a  “preceding  taxable 
year”  or  a  “succeeding  taxable  year,” 
as  the  case  may  be. 

(4)  The  adjustments  to  the  cost  or 
other  basis  provided  in  section  113  (b) 
and  §§39.113  (b)  (1)-1  to  39.113  (b) 
(l)-3,  inclusive,  are  applicable  for  the 
entire  period  since  the  acquisition  of  the 
property.  Thus,  proper  adjustment  to 
basis  must  be  made  under  section  113  (b) 
for  depreciation,  obsolescence,  amortiza¬ 
tion  and  depletion  for  all  taxable  years 
beginning  prior  to  January  1,  1952,  al¬ 
though  the  cooperative  association  was 
exempt  from  tax  under  section  101  (12) 
for  such  years.  However,  the  provisions 
of  section  114  (b)  (relating  to  percentage 
and  discovery  depletion)  are  applicable 
only  for  such  years  during  which  the 
association  was  not  exempt  from  tax 
under  section  101  (12).  The  amend¬ 
ment  to  section  113  (b)  (1)  (B)  (limiting 
the  adjustment  to  basis  for  excessive 
depreciation,  etc.,  which  did  not  result  in 
a  reduction  of  taxes)  made  by  Public  Law 
539,  82d  Congress,  is  also  applicable  for 
such  years  where  the  association  has 
made  a  proper  election  in  accordance 
with  section  113  (d)  and  the  regulations 
prescribed  thereunder.  Similarly,  in  the 
case  of  tax  exempt  and  partially  taxable 
bonds  purchased  at  a  premium  and  sub¬ 
ject  to  amortization  under  section  125, 
proper  adjustment  to  basis  must  be  made 
to  reflect  amortization  with  respect  to 
such  premium  from  the  date  of  acquisi¬ 
tion  of  the  bond.  (For  principles  gov¬ 
erning  the  method  of  computation,  see 
the  example  in  §  39.113  (b)  (l)-4  relat¬ 
ing  to  mutual  savings  banks,  building 
and  loan  associations,  and  cooperative 
banks  )  The  basis  of  a  fully  taxable 
bond  purchased  at  a  premium  shall  be 
adjusted  from  the  date  of  the  election 
to  amortize  such  premium  in  accordance 
*ith  the  provisions  of  section  125  except 
that  no  adjustment  shall  be  allowable 
tor  such  portion  of  the  premium  attribu¬ 
table  to  the  period  prior  to  the  election. 
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(d)  Deduction  lor  amounts  allocated 
from  income  not  derived  from  patronage. 
There  is  allowable  as  a  deduction  from 
the  gross  income  of  a  cooperative  associ¬ 
ation  operated*  in  compliance  with  the 
requirements  of  section  101  (12)  (A) 
and  §39.101  (12)-1  amounts  allocated 
during  the  taxable  year  to  patrons  with 
respect  to  its  income  not  derived  from 
patronage  (whether  or  not  such  income 
was  derived  during  such  taxable  year) 
whether  such  amounts  are  paid  in  cash, 
merchandise,  capital  stock,  revolving 
fund  certificates,  retain  certificates,  cer¬ 
tificates  of  indebtedness,  letters  of  ad¬ 
vice,  or  in  some  other  manner  that  dis¬ 
closes  to  each  patron  the  dollar  amount 
allocated  to  him.  For  this  purpose,  allo¬ 
cations  made  after  the  close  of  the  tax¬ 
able  year  and  on  or  before  the  15th  day 
of  the  ninth  month  following  the  close 
of  the  taxable  year  shall  be  considered 
as  made  on  the  last  day  of  such  taxable 
year  to  the  extent  that  such  allocations 
are  attributable  to  income  derived  dur¬ 
ing  the  taxable  year  or  during  years  prior 
to  the  taxable  year.  As  used  in  this  par¬ 
agraph,  the  term  “income  not  derived 
from  patronage”  means  incidental  in¬ 
come  derived  from  sources  not  directly 
related  to  the  marketing,  purchasing,  or 
service  activities  of  the  cooperative  as¬ 
sociation.  For  example,  income  derived 
from  the  lease  of  premises,  from  invest¬ 
ment  in  securities,  from  the  sale  or 
exchange  of  capital  assets,  constitutes 
income  not  derived  from  patronage. 
Business  done  with  the  United  States 
shall  constitute  income  not  derived  from 
patronage.  In  order  that  the  deduction 
for  income  not  derived  from  patronage 
may  be  applicable,  it  is  necessary  that 
the  amount  sought  to  be  deducted  be 
allocated  on  a  patronage  basis  in  pro¬ 
portion.  insofar  as  is  practicable,  to  the 
amount  of  business  done  by  or  for  pa¬ 
trons  during  the  period  to  which  such 
income  is  attributable.  Thus,  if  capital 
gains  are  realized  from  the  sale  or  ex¬ 
change  of  capital  assets  acquired  and 
disposed  of  during  the  taxable  year,  in¬ 
come  realized  from  such  gains  must  be 
allocated  to  patrons  of  such  year  in  pro¬ 
portion  to  the  amount  of  business  done 
by  such  patrons  during  the  taxable  year. 
Similarly,  if  capital  gains  are  realized  by 
the  association  from  the  sale  or  ex¬ 
change  of  capital  assets  held  for  a  period 
of  more  than  one  taxable  year  income 
realized  from  such  gains  must  be  allo¬ 
cated.  in  proportion  insofar  as  is  practi¬ 
cable,  to  the  patrons  of  the  taxable  years 
during  which  the  asset  w'as  owned  by 
the  association,  and  to  the  amount  of 
business  done  by  such  patrons  during 
such  taxable  years. 
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(5)  In  the  case  of  a  mortgage  ac¬ 
quired  at  a  premium  where  the  principal 
of  such  mortgage  is  payable  in  install¬ 
ments,  adjustments  to  the  basis  for  the 
premium  must  be  made  for  all  taxable 
years  (whether  or  not  the  association 
was  exempt  from  tax  under  section  101 
(12)  during  such  years)  in  which  install¬ 
ment  payments  are  received.  Such  ad¬ 
justments  may  be  made  on  an  individual 
mortgage  basis  or  on  a  composite  basis 
by  reference  to  the  average  period  of 
payments  of  the  mortgage  loans  of  such 
association.  For  the  purpose  of  this  ad¬ 
justment,  the  term  “premium”  includes 
the  excess  of  the  acquisition  value  of 
the  mortgage  over  its  maturity  value. 
The  acquisition  value  of  the  mortgage 
is  the  cost  including  buying  commLssions, 
attorneys’  fees  or  brokerage  fees,  but 
such  value  does  not  include  amounts 
paid  for  accrued  interest. 

(6)  The  cooperative  association  may 
select  either  of  the  alternative  methods 
for  treating  bad  'debts  provided  in 
§  39.23  (k)-l  (a)  in  the  return  for  its 
first  taxable  year  beginning  after  Decem¬ 
ber  31,  1951.  'The  method  selected  shall 
be  subject  to  the  approval  of  the  Com¬ 
missioner  upon  examination  of  the  re¬ 
turn.  Any  change  in  the  method  so 
selected  and  approved  may  be  made  only 
if  permission  is  granted  as  provided  in 
§  39.23  (k)-l  (a). 

(c)  Deduction  for  dividends  paid. 
There  is  allowable  as  a  deduction  from 
the  gross  income  of  a  cooperative  asso¬ 
ciation  operated  in  compliance  with  the 
requirements  of  section  101  (12)  (A)  and 
§39.101  (12)-1,  amounts  paid  as  divi¬ 
dends  during  the  taxable  year  upon  the 
capital  stock  of  the  cooperative  associa¬ 
tion.  For  the  purpose  of  the  preceding 
sentence,  the  term  “capital  stock”  in¬ 
cludes  common  stock  (whether  voting  or 
nonvoting)  preferred  stock,  or  any  other 
form  of  capital  represented  by  capital 
retain  certificates,  revolving  fund  certif¬ 
icates,  letters  of  advice,  or  other  evi¬ 
dence  of  a  proprietary  interest  in  a  co¬ 
operative  association.  Such  deduction 
is  applicable  only  to  the  taxable  year  in 
which  the  dividends  are  actually  or  con¬ 
structively  paid  to  the  holder  of  capital 
stock  or  other  proprietary  interest  of  the 
cooperative  association.  If  a  dividend 
Is  paid  by  check  and  the  check  bearing 
a  date  within  the  taxable  year  is  de¬ 
posited  in  the  mail,  in  a  cover  properly 
stamped  and  addressed  to  the  sharehold¬ 
er  at  his  last  known  address,  at  such 
time  that  in  the  ordinary  handling  of 
the  mails  the  check  would  be  received  by 
such  holder  within  the  taxable  year,  a 
presumption  arises  that  the  dividend  was 
paid  to  such  holder  in  such  year.  The 
determination  of  whether  a  dividend 
has  been  paid  to  such  holder  by  the 
corporation  during  its  taxable  year  is  in 
no  way  dependent  upon  the  method  of 
accounting  regularly  employed  by  the 
corporation  in  keeping  its  books,  or  upon 
the  method  of  accounting  upon  the  basis 
of  which  the  net  income  of  the  corpora¬ 
tion  is  computed.  For  further  rules  as 
to  the  determination  of  the  right  to  a 
deduction  for  dividends  paid,  under  cer¬ 
tain  specific  circumstances,  see  §  39.27 
(b)-2. 


§39.101  (12)-4  Patronage  dividends, 
rebates,  or  refunds;  treatment  as  to  co¬ 
operative  associations  entitled  to  tax 
treatment  under  section  101  (12)  (B)  — 
(a)  General  rule.  Patronage  dividends, 
refunds,  or  rebates,  allocated  by  a  coop¬ 
erative  association  entitled  to  tax  treat¬ 
ment  under  section  101  (12)  <B)  to  a 
patron  shall  be  taken  into  account  in 
computing  the  gross  income  of  such  as¬ 
sociation  for  the  taxable  year,  as  an  in¬ 
crease  in  its  other  cost  of  goods  so’d  in 
the  case  of  an  association  marketing 
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products  for  patrons,  or  as  a  reduction  in 
its  gross  receipts,  in  the  case  of  an  asso¬ 
ciation  purchasing  supplies  and  equip¬ 
ment  or  performing  services  for  patrons, 
as  the  case  may  be,  if : 

(1)  The  allocation  is  made  in  fulfill¬ 
ment  and  satisfaction  of  a  valid  obliga¬ 
tion  of  such  association  to  the  patron, 
which  obligation  was  in  existence  prior 
to  the  receipt  by  the  cooperative  asso¬ 
ciation  of  the  amount  allocated,  and 

(2)  The  allocation  is  made  on  or  be¬ 
fore  the  15th  day  of  the  niiith  month 
following  the  close  of  the  taxable  year 
in  which  the  amounts  allocated  were 
received  by  the  cooperative  associaticn. 

For  the  purpose  of  subparagraph  (1)  of 
this  paragraph,  amounts  allocated  by  a 
cooperative  association  entitled  to  tax 
treatment  under  section  101  (12)  (B) 
will  be  deemed  allocated  in  fulfillment 
and  satisfaction  of  a  valid  enforceable 
obligation,  if  made  pursuant  to  provi¬ 
sions  of  the  by-law's,  articles  of  incor¬ 
poration,  or  other  contract,  whereby  the 
association  is  obligated  to  make  such  al¬ 
location  after  the  retention  of  “reason¬ 
able  reserves”  and  after  payment  of 
dividends  on  capital  stock  or  other  pro¬ 
prietary  capital  interests.  Notwith¬ 
standing  the  provisions  of  subparagraphs 
(1)  and  (2)  of  this  paragraph,  amounts 
allocated  as  patronage  dividends,  re¬ 
funds,  or  rebates  during  the  taxable  year, 
or  on  or  before  the  15th  day  of  the  ninth 
month  following  the  close  of  such  year, 
with  respect  to  patronage  for  years  pre¬ 
ceding  the  taxable  year,  shall  be  taken 
into  account  as  an  increase  in  its  other 
cost  of  goods  sold,  or  as  a  reduction  in 
gross  receipts,  for  the  taxable  year,  as 
the  case  may  be,  where  retention  as 
“reasonable  reserves”  of  the  amounts  so 
allocated  beyond  the  year  in  which 
earned  was  proper  in  accordance  with 
the  provisions  of  section  101  (12)  (A) 
and  where  the  allocation  is  made  to  the 
patron  on  a  patronage  basis  in  propor¬ 
tion  insofar  as  is  practicable,  to  the 
amount  of  business  done  by  such  patrons 
during  the  taxable  year  or  years  in  which 
the  retained  amounts  were  received  by 
the  cooperative  association. 

(b)  Illustrations. 

Example  (I).  E.  a  cooperative  association 
entitled  to  tax  treatment  under  section  101 

(12)  (B),  organized  without  capital  stock, 
is  engaged  in  the  business  of  marketing 
products  for  its  patrons  on  a  non-pool  basis. 
The  by-laws  of  cooperative  E  provide  that 
there  shall  be  allocated  to  patrons  as  patron¬ 
age  dividends  within  a  reasonable  time  fol¬ 
lowing  the  close  of  the  year  all  of  the  gross 
returns  from  sales,  less  expenses  of  opera¬ 
tion  for  the  year  and  amounts  retained  as 
“reasonable  reserves”  necessary  to  the  op¬ 
eration  of  cooperative  E.  At  the  close  of  the 
taxable  year.  1952.  it  is  determined  that 
from  the  gross  returns  from  sales  less  op¬ 
erating  expenses  and  all  taxes  for  such  year, 
$5,000  is  to  be  retained  as  “reasonable  re¬ 
serves”  for  various  necessary  purposes  of  co¬ 
operative  E.  It  is  assumed  that  the  reten¬ 
tion  of  such  amount  is  proi>er  in  accordance 
with  the  provisions  of  section  101  (12)  (A). 
Such  $5,000  is  apportioned  on  the  books  of 
cooperative  E  to  patrons  of  1952  on  a  patron¬ 
age  b.osis,  or  permanent  records  are  kept 
from  which  an  apportionment  to  such 
patrons  can  be  made.  On  March  1,  1953, 
pursuant  to  the  terms  of  the  by-laws  $200,- 
000,  the  balance  of  the  gross  returns  for 


the  taxable  year  is  allocated  to  patrons  of 
1952  on  the  basis  of  patronage.  $100,000  of 
such  $200,000  is  allocated  in  cash.  The  re¬ 
maining  $100,000  is  allocated  in  “retain  cer¬ 
tificates”,  bearing  no  Interest  and  redeem¬ 
able  in  the  discretion  of  the  Board  of  Di¬ 
rectors  of  cooperative  E. 

There  may  be  added  to  the  cost  of  goods 
sold  by  cooperative  E  for  1952,  $200,000 
($100,000  in  cash,  $100,000  in  retain  certifi¬ 
cates),  the  total  amount  allocated  as  patron¬ 
age  dividends,  rebates  or  refunds  in  fuflll- 
ment  and  satisfaction  of  the  obligation  of 
the  by-laws,  on  March  1,  1953,  before  the 
15th  day  of  the  ninth  month  following  the 
close  of  1952.  There  may  not  be  added  to 
the  cost  of  goods  sold  by  cooperative  E  for 
1952,  $5,000,  the  amount  retained  as  reserves 
apportioned  on  the  books,  but  not  allocated 
as  patronage  dividends,  rebates,  or  refunds. 

Example  (2).  The  facts  are  the  same  as 
Example  1,  it  additionally  appearing  that  at 
the  close  of  1953  it  is  determined  by  Coopera¬ 
tive  E  to  allocate  as  cash  patronage  divi¬ 
dends,  rebates,  or  refunds  to  patrons  of  1952, 
$5,000,  the  amount  retained  as  “reasonable 
reserves”  for  1952  in  accordance  with  the 
provisions  of  section. 101  (12)  (A).  On  March 
1,  1954,  such  amount  is  allocated.* 

There  may  be  added  to  the  cost  of  goods 
sold  by  Cooperative  E  for  1953,  $5,000,  the 
amount  allocated  with  respect  to  patronage 
of  a  preceding  year,  1952,  properly  main¬ 
tained  as  a  reserve  under  section  101  (12) 

(A) . 

8  39.101  (13)  Statutory  provisions', 

exemptions  from  tax  on  corporations: 
corporations  organized  to  finance  crop 
operations. 

Sec.  101.  Exemptions  from  tax  on  corpora¬ 
tions.  Except  as  provided  in  paragraph  (12) 

(B)  and  in  supplement  U,  the  following  or¬ 
ganizations  shall  be  exempt  from  taxation 
under  this  chapter — •  •  • 

( 13 )  Corporations  organized  by  an  associa¬ 
tion  exempt  under  the  provisions  of  para¬ 
graph  (12),  or  members  thereof,  for  the  pur¬ 
pose  of  financing  the  ordinary  crop  opera¬ 
tions  of  such  members  or  other  producers, 
and  operated  in  conjunction  with  such  as¬ 
sociation.  Exemption  shall  not  be  denied 
any  such  corporation  because  it  has  capital 
stock,  if  the  dividend  rate  of  such  stock  is 
fixed  at  not  to  exceed  the  legal  rate  of  in¬ 
terest  in  the  State  of  incorporation  or  8  per 
centum  per  annum,  whichever  is  greater,  on 
the  value  of  the  consideration  for  which  the 
stock  was  Issued,  and  if  substantially  all 
such  stock  (other  than  nonvoting  preferred 
stock,  the  owners  of  which  are  not  entitled 
or  permitted  to  participate,  directly  or  indi¬ 
rectly,  in  the  profits  of  the  corporation, 
upon  dissolution  or  otherwise,  beyond  the 
fixed  dividends)  is  owned  by  such  associa¬ 
tion,  or  members  thereof;  nor  shall  exemp¬ 
tion  be  denied  any  such  corporation  be¬ 
cause  there  is  accumulated  and  maintained 
by  it  a  reserve  required  by  State  law  or  a 
reasonable  reserve  for  any  necessary  pur¬ 
pose:  •  •  • 

An  organization  operated  for  the  primary 
purpose  of  carrying  on  a  trade  or  business 
for  profit  shall  not  be  exempt  under  any 
paragraph  of  this  section  on  the  ground  that 
all  of  its  profits  are  payable  to  one  or  more 
organizations  exempt  under  this  section 
from  taxation.  For  the  purp>oses  of  this 
paragraph  the  term  “trade  or  business”  shall 
not  Include  the  rental  by  an  organization  of 
its  real  property  (including  personal  prop¬ 
erty  leased  with  the  real  property). 

Notwithstanding  paragraph  (12)  (B)  and 
supplement  U,  an  organization  described  in 
this  section  (other  than  in  the  preceding 
paragraph)  shall  be  considered  an  organiza¬ 
tion  exempt  from  income  taxes  for  the  pur¬ 
pose  of  any  law  which  refers  to  organizations 
exempt  from  Income  taxes. 


[Sec.  101  as  amended  by  sec.  301  (b).  Rev. 
Act  1950;  sec.  314  (b).  Rev.  Act  1951  [ 

§  39.101  (13)-1  Corporations  organ¬ 
ized  to  finance  crop  operations.  Corpo¬ 
rations  organized  by  farmers’  coopera¬ 
tive  marketing  or  purchasing  associa¬ 
tions,  or  the  members  thereof,  for  the 
purpose  of  financing  the  ordinary  crop 
operations  of  such  members  or  other 
producers  are  also  exempt,  provided  the 
marketing  or  purchasing  association  is 
exempt  under  section  101  (12),  and  the 
financing  corporation  is  operated  in  con¬ 
junction  with  the  marketing  or  pur¬ 
chasing  association.  The  provisions  of 
§  39.101  (12)-1  relating  to  a  reserve  or 
surplus  and  to  capital  stock  shall  also 
apply  to  corporations  coming  under  this 
section. 

§  39.101  (14)  Statutory  provisiojis; 

exemptions  from  tax  on  corporations; 
corporations  organized  to  hold  title  to 
property  for  exempt  organizations. 

Sec.  101.  Exemptions  from  tax  on  corpo¬ 
rations.  Except  as  provided  in  p.iragraph 
(12)  (B)  and  in  supplement  U,  the  follow¬ 
ing  organizations  shall  be  exempt  from 
taxation  under  this  chapter — *  •  • 

(14)  Corporations  organized  for  the  ex¬ 
clusive  purpose  of  holding  title  to  property, 
collecting  income  therefrom,  and  turning 
over  the  entire  amount  thereof,  less  ex¬ 
penses,  to  an  organization  which  itself  is 
exempt  from  the  tax  Imposed  by  this  chapter; 
*  •  *  *  • 

An  organization  operated  for  the  primary 
purpose  of  carrying  on  a  trade  or  business 
for  profit  shall  not  be  exempt  under  any 
paragraph  of  this  section  on  the  ground  that 
all  of  its  profit?  are  payable  to  one  or  more 
organizations  exempt  under  this  section 
from  taxation.  For  the  purposes  of  this 
paragraph  the  term  “trade  or  business"  shall 
not  Include  the  rental  by  an  organization  of 
its  real  property  (Including  personal  prop¬ 
erty  leased  with  the  real  property). 

Notwithstanding  paragraph  (12)  (B)  and 
supplement  U,  an  organization  described  in 
this  section  (other  than  in  the  preceding 
paragraph)  shall  be  considered  an  organiza¬ 
tion  exempt  from  income  taxes  for  the  pur¬ 
pose  of  any  law  which  refers  to  organizations 
exempt  from  Income  taxes. 

[Sec.  101  as  amended  by  sec.  314  (b),  Rev. 
Act  1951] 

§  39.101  (14)-1  Corporations  organ¬ 
ized  to  hold  title  to  property  for  exempt 
organizations,  (a)  A  corporation  other¬ 
wise  exempt  from  tax  under  section  101 
(14)  is  taxable  upon  its  Supplement  U 
net  income  if  the  income  is  payable  to 
an  organization  which  is  itself  subject 
to  the  tax  imposed  by  Supplement  U  or 
if  the  income  is  payable  to  a  church  or 
to  a  convention  or  association  of 
churches.  See*  sections  421  to  424,  in¬ 
clusive,  and  the  regulations  thereunder. 
Since  a  corporation  to  be  exempt  under 
section  101  (14)  must  not  engage  in  any 
business  other  than  that  of  holding  title 
to  property  and  collecting  income  there¬ 
from,  it  cannot  have  unrelated  bu.siness 
net  income  as  defined  in  section  422  (a) 
other  than  Supplement  U  rental  income 
described  in  section  423. 

(b)  A  corporation  exempt  under  sec¬ 
tion  101  (14)  cannot  accumulate  income 
and  retain  its  exemption,  but  it  must 
turn  over  the  entire  amount  of  such  in¬ 
come,  less  expenses,  to  an  organization 
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which  Is  itself  exempt  from  tax  under 
chapter  1  of  the  Internal  Revenue  Code. 

§  39.101  (15)-(18)  Statutory  provi~ 
sions;  exemptions  from  tax  on  cor¬ 
porations:  instrumentalities  of  the 
United  States:  employees’  beneficiary 
associations:  teachers’  retirement  fund 
associations:  religious  or  apostolic  or¬ 
ganizations. 

Sec.  101  Exemptions  from  tax  on  corpora¬ 
tions.  Except  as  provided  in  paragraph 
(12)  (B)  and  In  supplement  U,  the  follow’ing 
organizations  shall  be  exempt  from  taxation 
under  this  chapter — •  •  • 

(15)  Corporations  organized  under  Act  of 
Congress,  if  such  corporations  are  instru¬ 
mentalities  of  the  United  States  and  if,  under 
such  Act,  as  amended  and  supplemented, 
such  corporations  are  exempt  from  Federal 
Income  taxes; 

(16)  Voluntary  employees’  beneficiary  as¬ 
sociations  providing  for  the  payment  of  life, 
sick,  accident,  or  other  benefits  to  the  mem¬ 
bers  of  such  association  or  their  dependents, 
if  (A)  no  part  of  their  net  earnings  Inures 
(other  than  through  such  payments)  to  the 
benefit  of  any  private  shareholder  or  individ¬ 
ual.  and  (B)  85  per  centum  or  more  of  the 
Income  consists  of  amounts  collected  from 
members  and  amounts  contributed  to  the 
association  by  the  employer  of  the  members 
for  the  sole  purpose  of  making  such  pay¬ 
ments  and  meeting  expenses; 

(17)  Teachers’  retirement  fund  associa¬ 
tions  of  a  purely  local  chai’acter,  if  (A)  no 
part  of  their  net  earnings  Inures  (other  than 
through  payment  of  retirement  benefits)  to 
the  benefit  of  any  private  shareholder  or 
individual,  and  (B)  the  Income  consists 
solely  of  amounts  received  from  public  tax¬ 
ation,  amounts  received  from  assessments 
upon  the  teaching  salaries  of  members,  and 
Income  in  respect  of  Investment; 

(18)  Religious  or  apostolic  associations  or 
corporations,  if  such  associations  or  corpo¬ 
rations  have  a  common  treasury  or  com¬ 
munity  treasury,  even  if  such  associations  or 
corporations  engage  in  business  for  the  com¬ 
mon  benefit  of  the  members,  but  only  if  the 
members  thereof  Include  (at  the  time  of 
filing  their  returns)  in  their  gross  Income 
their  entire  pro-rata  shares,  whether  dis¬ 
tributed  or  not,  of  the  net  Income  of  the 
association  or  corporation  for  such  year. 
Any  amount  so  Included  in  the  gross  income 
of  a  member  shall  be  treated  as  a  dividend 
received.  •  *  • 

An  organization  operated  for  the  primary 
purpose  of  carrying  on  a  trade  or  business 
for  profit  shall  not  be  exempt  under  any 
paragraph  of  this  section  on  the  ground  that 
all  of  its  profits  are  payable  to  one  or  more 
wganlzatlons  exempt  under  this  section  from 
taxation.  For  the  purposes  of  this  paragraph 
the  term  “trade  or  business"  shall  not  in¬ 
clude  the  rental  by  an  organization  of  its 
real  property  (Including  personal  property 
leased  with  the  real  property). 

Notwithstanding  paragraph  (12)  (B)  and 
supplement  U.  an  organization  described  in 
this  section  (other  than  in  the  preceding 
paragraph)  shall  be  considered  an  organi¬ 
zation  exempt  from  income  taxes  for  the 
purpose  of  any  law  which  refers  to  organiza¬ 
tions  exempt  from  Income  taxes. 

|Sec.  101  as  amended  by  sec.  137  (a).  Rev. 
Act  1942;  sec.  301  (b).  Rev.  Act  1950;  sec. 
314  (b),  Rev.  Act  1951] 

§39.101  (18) -1  Religious  or  apos¬ 
tolic  associations  or  corporations,  (a) 
Religious  or  apostolic  associations  or 
corporations  are  exempt  from  taxa¬ 
tion  under  chapter  1  of  the  Internal  Rev¬ 
enue  Code  if  they  have  a  common  treas¬ 
ury  or  community  treasury,  even  though 


they  engage  in  business  for  the  common 
benefit  of  the  members,  provided  each 
of  the  members  includes  (at  the  time  of 
filing  his  return)  in  his  gross  income  his 
entire  pro  rata  share,  whether  distrib¬ 
uted  or  not,  of  the  net  income  of  the  as¬ 
sociation  or  corporation  for  the  taxable 
year  of  the  association  or  corporation 
ending  with  or  during  his  taxable  year. 
Any  amount  so  included  in  the  gross  in¬ 
come  of  a  member  shall  be  treated  as  a 
dividend  received. 

(b)  Every  association  or  corporation 
claiming  exemption  as  a  religious  or 
apostolic  association  or  corporation  un¬ 
der  the  provisions  of  section  101  (18) 
and  this  section  shall  make  for  each  tax¬ 
able  year  a  return  on  Form  1065  stating 
specifically  the  items  of  its  gross  income 
and  deductions,  and  its  net  income,  and 
there  shall  be  attached  to  the  return  as 
a  part  thereof  a  statement  showing  the 
name  and  address  of  each  member  of 
the  association  or  corporation  and  the 
amount  of  his  distributive  share  of  the 
net  income  of  the  association  or  corpora¬ 
tion  for  such  year.  If  the  taxable  year 
of  any  member  is  different  from  the  tax¬ 
able  year  of  the  association  or  corpora¬ 
tion,  the  distributive  share  of  the  net  in¬ 
come  of  the  association  or  corporation  to 
be  included  in  the  gross  income  of  the. 
member  for  his  taxable  year  shall  be 
based  upon  the  net  income  of  the  associa¬ 
tion  or  corporation  for  the  taxable  year 
of  the  association  or  corporation  ending 
within  the  taxable  year  of  the  member, 

§  39,101  (19)  Statutory  provisions: 

exemptions  from  tax  on  corporations: 
employees’  beneficiary  associations. 

Sec.  101.  Exemptions  from  tax  on  cor¬ 
porations.  Except  as  provided  in  paragraph 
(12)  (B)  and  In  supplement  U,  the  following 
organizations  shall  be  exempt  from  taxation 
under  this  chapter — 

•  •  •  •  • 

(19)  Voluntary  employees’  beneficiary  as¬ 
sociations  providing  for  the  payment  of  life, 
sick,  accident,  or  other  benefits  to  the  mem¬ 
bers  of  such  association  or  their  dependents 
or  their  designated  beneficiaries.  If  (A)  ad¬ 
mission  to  membership  In  such  association 
Is  limited  to  individuals  who  are  officers  or 
employees  of  the  United  States  Government, 
and  (B)  no  part  of  the  net  earnings  of  such 
association  inures  (other  than  through  such 
payments)  to  the  benefit  of  any  private 
shareholder  or  Individual. 

An  organization  operated  for  the  primary 
purpose  of  carrying  on  a  trade  or  business 
for  profit  shall  not  be  exempt  under  any 
paragraph  of  this  section  on  the  ground  that 
all  of  its  profits  are  payable  to  one  or  more 
organizations  exempt  under  this  section 
from  taxation.  For  the  purposes  of  this 
paragraph  the  term  “trade  or  business”  shall 
not  include  the  rental  by  an  organization 
of  its  real  property  (including  personal  prop¬ 
erty  leased  with  the  real  property). 

Notwithstanding  paragraph  (12)  (B)  and 
supplement  U,  an  organization  described  in 
this  section  (other  than  in  the  preceding 
paragraph)  shall  be  considered  an  organ¬ 
ization  exempt  from  income  taxes  for  the 
purpose  of  any  law  which  refers  to  organiza¬ 
tions  exempt  from  income  taxes. 

[Sec.  101  as  amended  by  sec.  217  (a).  Rev. 
Act  1939;  sec.  301  (b).  Rev.  Act  1950;  sec. 
314  (b).  Rev.  Act  1951] 

§39.102  Statutory  provisions:  surtax 
011  corporations  improperly  accumu¬ 
lating  surplus. 


Sec.  102.  Surtax  on  corporations  improp¬ 
erly  accumulating  surplus. — (a)  Imposition 
of  tax.  There  shall  be  levied,  collected,  and 
paid  for  each  taxable  year  (in  addition  to 
other  taxes  imposed  by  this  chapter)  upon 
the  net  income  of  every  corporation  (other 
than  a  personal  holding  company  as  defined 
in  section  501  or  a  foreign  personal  holding 
company  as  defined  in  Supplement  P)  if 
such  corporation,  however  created  or  organ¬ 
ized,  is  formed  or  availed  of  for  the  purpose 
of  preventing  the  imposition  of  the  surtax 
upon  its  shareholders  or  the  shareholders 
of  any  other  corporation,  through  the  me¬ 
dium  of  permitting  earnings  or  profits  to 
accumulate  instead,  of  being  divided  or  dis¬ 
tributed,  a  surtax  equal  to  the  sum  of  the 
following: 

27 ',2  per  centum  of  the  amount  of  the 
undistributed  section  102  net  income  not  in 
excess  of  $100,000,  plus 

38  Vi  per  centum  of  the  undistributed  sec¬ 
tion  102  net  income  in  excess  of  $100,000. 

(b)  Prima  facie  evidence.  The  fact  that 
any  corporation  is  a  mere  holding  or  invest¬ 
ment  company  shall  be  prima  facie  evidence 
of  a  purpose  to  avoid  surtax  upon  share¬ 
holders. 

(c)  Evidence  determinative  of  purpose. 
The  fact  that  the  earnings  or  profits  of  a 
corporation  are  permitted  to  accumulate  be¬ 
yond  the  reasonable  needs  of  the  business 
shall  be  determinative  of  the  purpose  to 
avoid  surtax  upon  shareholders  unless  the 
corporation  by  the  clear  preponderance  of 
the  evidence  shall  prove  to  the  contrary. 

(d)  Definitions.  As  used  in  this 
chapter —  .. 

(1)  Section  102  net  income.  The  term 
“section  102  net  income”  means  the  net  in¬ 
come,  computed  without  the  benefit  of  the 
capital  loss  carry-over  provided  in  section 
117  (e)  from  a  taxable  year  which  begins 
after  December  31,  1940,  and  computed  with¬ 
out  the  net  operating  loss  deduction  pro¬ 
vided  in  section  23  (s),  minus  the  sum  of — 

(A)  Taxes.  Federal  income,  war-profits, 
and  excess-profits  taxes  (other  than  the  tax 
imposed  by  Subchapter  E  of  Chapter  2  for  a 
taxable  year  beginning  after  December  31, 
1940)  paid  or  accrued  during  the  taxable 
year,  to  the  extent  not  allowed  as  a  deduction 
by  section  23,  but  not  Including  the  tax  im¬ 
posed  by  this  section  or  a  corresponding  sec¬ 
tion  of  a  prior  income-tax  law. 

(B)  Disallowed  charitable,  etc.,  contribu¬ 
tions.  Contributions  or  gifts  payment  of 
which  is  made  within  the  taxable  year,  not 
otherwise  allowed  as  a  deduction,  to  or  for 
the  use  of  donees  described  in  section  23  (o), 
for  the  purposes  therein  specified.  For  the 
purposes  of  the  preceding  sentence,  payment 
of  any  contribution  or  gift  shall  be  consid¬ 
ered  as  made  within  the  taxable  year  if 
and  only  if  it  is  considered  for  the  pur¬ 
poses  of  section  23  (q)  as  made  within  such 
year. 

(C)  Disallowed  losses.  Losses  from  sales 
or  exchanges  of  capital  assets  which  are  dis¬ 
allowed  as  a  deduction  by  section  117  (d). 

(D)  Long-term  capital  gains.  The  excess 
of  the  net  long-term  capital  gain  for  the 
taxable  year  over  the  net  short-term  capital 
loss  for  such  year,  minus  the  taxes  imposed 
by  this  chapter  attributable  to  such  excess. 
The  taxes  attributable  to  such  excess  shall 
be  an  amount  equal  to  the  difference  be¬ 
tween  (1)  the  taxes  imposed  by  this  chapter 
(except  the  tax  Imposed  by  this  section)  for 
such  year  and  (ii)  such  taxes  computed  for 
such  year  without  including  such  excess  in 
net  Income. 

(2)  Undistributed  section  102  net  income. 
The  term  “undistributed  section  102  net  in¬ 
come”  means  the  section  102  net  Income 
minus  the  basic  surtax  credit  provided  in 
section  27  (b),  but  the  computation  of  such 
credit  under  section  27  (b)  (1)  shall  be 
made  without  its  reduction  by  the  amount 
of  the  credit  provided  in  section  26  (a),  re- 
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latlng  to  Interest  on  certain  obligations  of 
the  United  States  and  Government  corpora¬ 
tions. 

(e)  Tax  on  personal  holding  companies. 
Fur  surtax  on  personal  holding  companies, 
see  section  500. 

(f)  Income  not  placed  on  annual  basis. 
Section  47  (c)  shall  not  apply  In  the  compu¬ 
tation  of  the  tax  imposed  by  this  section. 

(Sec.  102  as  amended  by  sec.  211  (f).  Rev. 
Act  1939;  secs.  103  (d).  135  (b).  202  (b).  Rev. 
Act  1941;  secs.  105  (e).  138,  Rev.  Act  1942; 
sec.  122  (g)  (5),  Rev.  Act  1945;  sec.  3  (b), 
pub.  Law  378  (81st  Cong.);  sec.  315  (a).  Rev. 
Act  1951] 

5  39.102-1  Taxation  of  corporation 
formed  or  utilized  for  avoidance  of  sur¬ 
tax.  (a)  Section  102  imposes  (in  addi¬ 
tion  to  other  taxes  impiosed  by  chapter 
1  of  the  Internal  Revenue  Code)  a  grad¬ 
uated  income  tax  or  surtax  upon  any 
domestic  or  foreign  corporation  formed 
or  availed  of  to  avoid  the  imposition  of 
the  individual  surtax  upon  its  share¬ 
holders  or  the  shareholders  of  any  other 
corporation  through  the  medium  of  per¬ 
mitting  earnings  or  profits  to  accumu¬ 
late  instead  of  dividing  or  distributing 
them.  However,  personal  holding  com¬ 
panies,  as  defined  in  section  501,  and 
foreign  personal  holding  companies,  as 
defined  in  Supplement  P  (see  section 
331),  are  excepted  from  taxation  under* 
section  102.  The  surtax  imposed  by  sec¬ 
tion  102  applies  whether  the  avoidance 
was  accomplished  through  the  forma¬ 
tion  or  use  of  only  one  corporation  or 
a  chain  of  corporations.  For  example,  if 
the  capital  stock  of  the  M  Corporation 
is  held  by  the  N  Corporation  so  that  the 
dividend  distributions  of  the  M  Corpora¬ 
tion  would  not  be  returned  as  income 
subject  to  the  Individual  surtax  until 
distributed  in  turn  by  the  N  Corpora¬ 
tion  to  its  individual  shareholders,  never¬ 
theless  the  surtax  imposed  by  section 
102  applies  to  the  M  Corporation,  if  that 
corporation  is  formed  or  availed  of  for 
the  purpose  of  preventing  the  imposition 
bf  the  individual  surtax  upon  the  indi¬ 
vidual  shareholders  of  the  N  Corporation. 

(b)  A  foreign  corporation,  whether 
resident  or  nonresident,  formed  or 
availed  of  for  the  purpose  specified  in 
section  102  is  subject  to  the  tax  imposed 
thereby  if  it  derives  income  from  sources 
within  the  United  States  as  defined  in 
section  119  and  the  regulations  there¬ 
under,  if  any  of  its  shareholders  are  (1) 
citizens  or  residents  of  the  United  States 
and  therefore  subject  to  the  surtax  with 
respect  to  distributions  of  the  corpora¬ 
tion  or  (2)  nonresident  alien  individuals 
who,  by  the  application  of  section  211  (b) 
or  section  211  (c),  would  be  subject  to 
the  surtax  with  respect  to  distributions 
of  the  corporation  which  if  made  w’ould 
constitute  income  from  sources  within 
the  United  States  (see  section  119)  or 
3 )  foreign  corporations  if  any  beneficial 
interest  therein  is  owned  directly  or  in¬ 
directly  by  any  shareholder  specified  in 
(1)  or  (2).  On  the  other  hand,  the  tax 
imposed  by  section  102  will  not  apply 
even  though  a  foreign  corporation, 
w  hether  resident  or  nonresident,  derives 
income  from  sources  within  the  United 
States,  if  all  of  its  shareholders  are  non¬ 
resident  alien  individuals  who,  by  the 
application  of  section  211  (a),  would  not 


be  subject  to  surtax  with  respect  to  dis¬ 
tributions  of  the  corporation  if  made. 

(c)  For  the  computation  of  the  surtax, 
see  5  39.102-4. 

§  39.102-2  Purpose  to  avoid  surtax; 
evidence;  burden  of  proof;  definition  of 
holding  or  investment  company,  (a) 
The  Commissioner’s  determination  that 
a  corporation  was  formed  or  availed  of 
for  the  purpose  of  avoiding  the  individ¬ 
ual  surtax  is  subject  to  disproof  by  com¬ 
petent  evidence.  The  existence  or  non¬ 
existence  of  the  purpose  may  be  indi¬ 
cated  by  circumstances  other  than  the 
evidence  specified  in  the  Internal  Reve¬ 
nue  Code,  and  whether  or  not  such  pur¬ 
pose  was  present  depends  upon  the  par¬ 
ticular  circumstances  of  each  case.  In 
other  words,  a  corporation  is  subject  to 
taxation  under  section  102  if  it  is  formed 
or  availed  of  for  the  purpose  of  prevent¬ 
ing  the  imposition  of  surtax  upon  share¬ 
holders  through  the  medium  of  permit¬ 
ting  earnings  or  profits  to  accumulate, 
even  though  the  corporation  is  not  a 
mere  holding  or  investment  company 
and  does  not  have  an  unreasonable  ac¬ 
cumulation  of  earnings  or  profits;  and 
on  the  other  hand,  the  fact  that  a  cor¬ 
poration  is  such  a  company  or  has  such 
an  accumulation  is  not  absolutely  con¬ 
clusive  against  it  if,  by  clear  and  con¬ 
vincing  evidence,  the  taxpayer  satisfies 
the  Commissioner  that  the  corporation 
was  neither  formed  nor  availed  of  for 
the  purpose  of  avoiding  the  individual 
surtax.  All  the  other  circumstances 
which  might  be  construed  as  evidence  of 
the  purpose  to  avoid  surtax  cannot  be 
outlined,  but  among  other  things  the 
following  will  be  considered:  (1)  Deal¬ 
ings  between  the  corporation  and  its 
shareholders,  such  as  withdrawals  by  the 
shareholders  as  personal  loans  or  the 
expenditure  of  funds  by  the  corporation 
for  the  personal  benefit  of  the  share¬ 
holders,  and  (2)  the  investment  by  the 
corporation  of  undistributed  earnings 
in  assets  having  no  reasonable  connec¬ 
tion  with  the  business.  The  mere  fact 
that  the  corporation  distributed  a  large 
portion  of  its  earnings  for  the  year  in 
question  does  not  necessarily  prove  that 
earnings  were  not  permitted  to  accumu¬ 
late  beyond  reasonable  needs  or  that  the 
corporation  was  not  formed  or  availed 
of  to  avoid  surtax  upon  shareholders. 

(b)  If  the  Commissioner  determines 
that  the  corporation  was  formed  or 
availed  of  for  the  purpose  of  avoiding 
the  individual  surtax  through  the  me¬ 
dium  of  permitting  earnings  or  profits  to 
accumulate,  and  the  taxpayer  contests 
such  determination  of  fact  by  litigation, 
the  burden  of  proving  the  determination 
wrong  by  a  preponderance  of  evidence, 
together  with  the  corresponding  burden 
of  first  going  forward  with  evidence,  is 
on  the  taxpayer  under  principles  appli¬ 
cable  to  income  tax  cases  generally,  and 
this  is  so  even  though  the  corporation 
is  not  a  mere  holding  or  investment  com¬ 
pany  and  does  not  have  an  unreason¬ 
able  accumulation  of  earnings  or  profits. 
However,  if  the  corporation  is  a  mere 
holding  or  investment  company,  then 
the  Internal  Revenue  Code  gives  fur¬ 
ther  weight  to  the  presumption  of  cor¬ 
rectness  already  arising  from  the 


Commissioner’s  determination  by  ex¬ 
pressly  providing  an  additional  pre¬ 
sumption  of  the  existence  of  a  purpose 
to  avoid  surtax  upon  shareholders,  while 
if  earnings  or  profits  are  permitted 
accumulate  beyond  the  reasonable  needs 
of  the  business,  then  the  Code  adds  still 
more  weight  to  the  Commissioner’s  de¬ 
termination  by  providing  that  irrespec¬ 
tive  of  whether  or  not  the  coi-poration 
is  a  mere  holding  or  investment  com¬ 
pany,  the  existence  of  such  an  accumu¬ 
lation  is  determinative  of  the  purpose 
to  avoid  surtax  upon  shareholders  un¬ 
less  the  taxpayer  proves  the  contrary  by 
such  a  clear  preponderance  of  all  the 
evidence  that  the  absence  of  such  a  pur¬ 
pose  is  unmistakable. 

(c)  A  corporation  having  practically 
no  activities  except  holding  property, 
and  collecting  the  income  therefrom  or 
investing  therein,  shall  be  considered  a 
holding  company  within  the  meaning  of 
section  102.  If  the  activities  further 
include,  or  consist  substantially  of,  buy¬ 
ing  and  selling  stocks,  securities,  real 
estate,  or  other  investment  property 
(whether  upon  an  outright  or  a  marginal 
basis)  so  that  the  income  is  derived  not 
only  from  the  investment  yield  but  also 
from  profits  upon  market  fiuctuations, 
the  corporation  shall  be  considered  an 
investment  company  within  the  mean¬ 
ing  of  section  102. 

§  39.102-3  Unreasonable  accumula¬ 
tion  of  profits,  (a)  An  accumulation  of 
earnings  or  profits  (including  the  undis¬ 
tributed  earnings  or  profits  of  prior 
years)  is  unreasonable  if  it  is  not  re¬ 
quired  for  the  purposes  of  the  business, 
considering  all  the  circumstances  of  the 
case.  It  is  not  intended,  however,  to 
prevent  accumulations  of  surplus  for  the 
reasonable  needs  of  the  business  if  the 
purpose  is  not  to  prevent  the  imposition 
of  the  surtax.  No  attempt  is  here  made 
to  enumerate  all  the  ways  in  which  earn¬ 
ings  or  profits  of  a  corporation  may  be 
accumulated  for  the  reasonable  needs  of 
the  business.  Undistributed  income  is 
properly  accumulated  if  retained  for 
working  capital  needed  by  the  business; 
or  if  invested  in  additions  to  plant  rea¬ 
sonably  required  by  the  business;  or  if 
in  accordance  with  contract  obligations 
placed  to  the  credit  of  a  sinking  fund  for 
the  purpose  of  retiring  bonds  issued  by 
the  corporation.  The  nature  of  the  in¬ 
vestment  of  earnings  or  profits  is  imma¬ 
terial  if  they  are  not  in  fact  needed  in 
the  business.  Among  other  things,  the 
nature  of  the  business,  the  financial  con¬ 
dition  of  the  corporation  at  the  close  of 
the  taxable  year,  and  the  use  of  the  un¬ 
distributed  earnings  or  profits  will  be 
considered  in  determining  the  reason¬ 
ableness  of  the  accumulations. 

(b)  The  business  of  a  corporation  is 
not  merely  that  which  it  has  previously 
carried  on,  but  includes  in  general  any 
line  of  business  which  it  may  undertake. 
How'ever,  a  radical  change  of  business 
when  a  considerable  surplus  has  been 
accumulated  may  afford  evidence  of  » 
purpose  to  avoid  the  surtax.  If  one  cor¬ 
poration  owns  the  stock  of  another  cor¬ 
poration  in  the  same  or  a  related  line  of 
business  and  in  effect  operates  the  other 
corporation,  the  business  of  the  latter 
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may  be  considered  in  substance  although 
not  in  legal  fonn  the  business  of  the  first 
corporation.  Earnings  or  profits  of  the 
first  corporation  put  into  the  second 
through  the  purchase  of  stock  or  other¬ 
wise  may,  therefore,  if  a  subsidiary 
relationship  is  established,  constitute 
employment  of  the  income  in  its  own 
business.  Investment  by  a  corporation 
of  its  income  in  stock  and  securities  of 
another  corporation  is  not  of  itself  to  be 
regarded  as  employment  of  the  income 
in  its  business.  The  business  of  one  cor¬ 
poration  may  not  be  regarded  as  includ¬ 
ing  the  business  of  another  unless  the 
other  corporation  is  a  mere  instrumen¬ 
tality  of  the  first;  to  establish  this  it  is 
ordinarily  essential  that  the  first  corpo¬ 
ration  own  all  or  substantially  all  of  the 
stock  of  the  second. 

(c)  The  Commissioner,  or  any  district 
director  of  internal  revenue  upon  direc¬ 
tion  from  the  Commissioner,  may  re¬ 
quire  any  corporation  to  furnish  a 
statement  of  its  accumulated  earnings 
and  profits,  the  name  and  address  of, 
and  number  of  shares  held  by  each  of 
its  shareholders,  and  the  amounts  that 
would  be  payable  to  each,  if  the  income 
of  the  corporation  were  distributed. 
See  section  148  (c). 

§  39.102-4  Computation  of  undistrib¬ 
uted  section  to2  net  income,  (a)  In 
ascertaining  the  tax  basis  for  corpora¬ 
tions  subject  to  the  provisions  of  section 
102,  the  “section  102  net  income”  is  first 
computed.  This  is  accomplished  in  the 
case  of  a  domestic  corporation  by  sub¬ 
tracting  from  the  corporate  net  income 
(as  defined  in  sections  21  and  204) ,  com¬ 
puted  without  the  benefit  of  the  capital 
loss  carry-over  provided  in  section  117 
(e)  and  without  the  net  operating  loss 
deduction  provided  in  section  23  (s),  the 
sum  of  (1)  Federal  income,  war-profits, 
and  excess-profits  taxes  paid  or  accrued 
during  the  taxable  year,  to  the  extent  not 
allowed  as  a  deduction  by  section  23  (c) , 
but  not  including  the  graduated  income 
tax  or  surtax  imposed  by  section  102  or 
corresponding  sections  of  prior  Revenue 
Acts;  (2)  contributions  or  gifts  payment 
of  which  is  made  within  the  taxable  year 
(or  considered  for  the  purposes  of  sec¬ 
tion  23  (q)  as  made  within  such  year), 
not  otherwise  allowed  as  a  deduction,  to 
or  for  the  use  of  donees  described  in  sec¬ 
tion  23  (o)  and  §  39.23  (o)-l  for  the  pur¬ 
poses  therein  specified;  (3)  losses  from 
sales  or  exchanges  pf  capital  assets  which 
are  disallowed  as  a  deduction  by  section 
117  (d)  for  the  taxable  year;  (4)  the 
amount  remaining  after  deducting  from 
the  excess  of  the  net  long-term  capital 
gain  for  the  taxable  year  over  the  net 
short-term  capital  loss  for  such  year 
(computed  without  regard  to  any  capital 
loss  carry-over)  the  taxes  attributable  to 
such  excess.  For  purposes  of  this  sub- 
paragraph,  the  taxes  attributable  to 
such  excess  shall  be  the  amount  remain¬ 
ing  after  deducting  from  the  taxes  im¬ 
posed  by  chapter  1  for  such  year  (deter¬ 
mined  without  regard  to  the  taxes  im¬ 
posed  by  section  102)  the  taxes  similarly 
imposed  and  determined  for  such  year 
without  including  the  excess  of  net  long¬ 
term  capital  gain  over  the  net  short¬ 
term  capital  loss  for  such  year  in  net  in¬ 


come.  For  example,  if  the  taxpayer  pays 
the  alternative  tax  as  computed  under 
section  117  (c).  the  tax  attributable  to 
the  excess  of  the  net  long-term  capital 
gain  over  the  net  short-term  capital  loss 
shall  be  the  amount  computed  under  sec¬ 
tion  117  (c)  (1)  (B).  In  the  case  of  a 
foreign  corporation,  whether  resident  or 
nonresident,  which  files  or  causes  to  be 
filed  a  return,  the  “section  102  net  in¬ 
come”  means  the  net  income  from 
sources  within  the  United  States  (gross 
income  from  sources  within  the  United 
States,  as  defined  in  section  119  and 
the  regulations  thereunder,  less  statu¬ 
tory  deductions)  minus  the  amount  of 
the  deductions  enumerated  in  subpara¬ 
graphs  (1),  (2).  (3),  and  (4)  of  this 
paragraph.  In  the  case  of  a  foreign  cor¬ 
poration,  whether  resident  or  nonresi¬ 
dent,  which  files  no  return,  the  “section 
102  net  income”  means  the  gross  income 
from  sources  within  the  United  States,  as 
defined  in  section  119  and  the  regulations 
thereunder,  without  the  benefit  of  the 
deductions  enumerated  in  subparagraphs 
(1),  (2),  (3),  and  (4)  of  this  paragraph, 
or  any  other  deductions.  See  section  233. 
In  the  case  of  a  taxable  year  of  less  than 
12  months  on  account  of  a  change  in  the 
accounting  period  of  the  corporation,  the 
corporate  net  income  is  computed  on  the 
basis  of  the  period  included  in  the  tax¬ 
able  year,  and  is  not  placed  on  an  an¬ 
nual  basis  under  the  provisions  of  section 
47  (c). 

(b)  The  “section  102  net  income”  in¬ 
cludes  interest  upon  obligations  of  the 
United  States  and  obligations  of  a  cor¬ 
poration  organized  under  act  of  Con¬ 
gress,  if  such  corporation  is  an  instru¬ 
mentality  of  the  United  States,  except 
as  provided  in  section  22  (b)  (4).  The 
“section  102  net  income”  does  not  include 
interest  on  obligations  of  States  or  Ter¬ 
ritories  of  the  United  States  or  any  po¬ 
litical  subdivision  thereof  or  of  the  Dis¬ 
trict  of  Columbia  or  of  the  possessions 
of  the  United  States. 

(c)  In  determining  “section  102  net 
income,”  section  117  (k)  (2),  in  the  case 
of  coal,  shall  have  no  application.  See 
§  39.117  (k)-l  (c). 

(d)  The  “undistributed  section  102 
net  income”  is  computed  by  subtracting 
from  the  “section  102  net  income”  the 
amount  of  the  basic  surtax  credit  pro¬ 
vided  in  section  27  (b).  In  computing 
the  basic  surtax  credit  for  the  purpose  of 
section  102,  the  credit  under  section  27 
(b)  (1)  is  not  to  be  reduced  by  the 
amount  of  the  credit  provided  in  section 
26  (a) ,  relating  to  interest  on  certain  ob¬ 
ligations  of  the  United  States  and  Gov- 
ernmerTt  corporations. 

§  39.103-104  Statutory  provisions; 
tax  on  citizens  and  corporations  of  cer¬ 
tain  foreign  countries;  banks  and  trust 
companies. 

Sec.  103.  Rates  of  tax  on  citizens  and  cor¬ 
porations  of  certain  foreign  countries. 
Whenever  the  President  finds  that,  under 
the  laws  of  any  foreign  country,  citizens  or 
corporations  of  the  United  States  are  being 
subjected  to  discriminatory  or  extraterri¬ 
torial  taxes,  the  President  shall  so  proclaim 
and  the  rates  of  tax  imposed  by  sections  11, 
12,  13,  14,  201  (a).  204  (a).  207,  211  (a),  231 
(a),  362,  and  400  shall,  for  the  taxable  year 
during  which  such  proclamation  is  made  and 


for  each  taxable  year  thereafter,  be  doubled 
In  the  case  of  each  citizen  and  corporation 
of  such  foreign  country:  but  the  tax  at  such 
doubled  rate  shall  be  considered  as  imposed 
by  sections  11,  12.  13,  14,  201  (a) ,  204  (a) ,  207, 
211  (a),  231  (a),  362,  and  400,  as  the  case  may 
be.  In  no  case  shall  this  section  operate  to 
Increase  the  taxes  imposed  by  such  sections 
(computed  without  regard  to  this  section) 
to  an  amount  in  excess  of  80  per  centum  of 
the  net  Income  of  the  taxpayer.  Whenever 
the  President  finds  that  the  laws  of  any  for¬ 
eign  country  with  respect  to  which  the  Presi¬ 
dent  has  made  a  proclamation  under  the 
preceding  provisions  of  this  section  have  been 
modified  so  that  discriminatory  and  extra¬ 
territorial  taxes  applicable  to  citizens  and 
corporations  of  the  United  States  have  been 
removed,  he  shall  so  proclaim,  and  the  pro¬ 
visions  of  this  section  providing  for  doubled 
rates  of  tax  shall  not  apply  to  any  citizen  or 
corporation  of  such  foreign  country  with 
respect  to  any  taxable  year  beginning  after 
such  proclamation  is  made. 

[Sec.  103  as  amended  by  secs.  163  (b)  (1), 
172  (c).  Rev.  Act  1942;  sec.  6  (b)  (3),  Individ¬ 
ual  Income  Tax  Act  1944] 

Sec.  104.  Banks  and  trust  companies — (a) 
Definition.  As  used  in  this  section  the  term 
“bank”  means  a  bank  or  trust  company  in¬ 
corporated  and  doing  business  under  the 
laws  of  the  United  States  (Including  laws 
relating  to  the  District  of  Columbia),  of  any 
State,  or  of  any  Territory,  a  substantial  part 
of  the  business  of  which  consists  of  receiv¬ 
ing  depaslts  and  making  loans  and  discounts, 
or  of  exercising  fiduciary  powers  similar  to 
those  permitted  to  national  banks  under 
section  11  (k)  of  the  Federal  Reserve  Act, 
38  Stat.  262  (U.  S.  C.,  Title  12.  section  248k). 
as  amended,  and  which  is  subject  by  law 
to  supervision  and  examination  by  State, 
Territorial  or  Federal  authority  having  sup¬ 
ervision  ovetv  banking  institutions.  Such 
term  also  means  a  domestic  building  and 
loan  association. 

(b)  Rate  of  tax.  Banks  shall  be  subject 
to  tax  under  section  13  or  section  14  (b), 
and  under  section  15. 

[Sec.  104  as  amended  by  sec.  202,  Rev.  Act 
1939;  sec.  104  (c).  Rev.  Act  1941;  sec.  313 
(h).  Rev.  Act  1951] 

§  39.104-1  Tax  on  banks.  A  bank,  as 
defined  in  section  104  (a),  is.  under  sec¬ 
tion  104  (b),  subject  to  the  normal  tax 
on  corporations  imposed  by  section  13 
(see  §  39.13-1),  and  the  surtax  on  cor¬ 
porations  imposed  by  section  15  (see 
§  39.15-1). 

§  39.104-2  Mutual  savings  banks, 
building  and  loan  associations,  and  co¬ 
operative  banks,  (a)  Mutual  savings 
banks,  building  and  loan  associations, 
and  cooperative  banks  not  having  capi¬ 
tal  stock  represented  by  shares  are  sub¬ 
ject  to  both  normal  tax  and  surtax  as 
in  the  case  of  other  corporations.  Such 
institutions  are,  however,  not  subject  to 
excess  profits  tax.  For  special  rules 
governing  the  taxation  of  a  mutual  sav¬ 
ings  bank  conducting  a  life  insurance 
business,  see  section  110  and  the  regula¬ 
tions  prescribed  thereunder. 

(b)  While  the  general  principles  for 
determining  the  net  income  of  a  corpo¬ 
ration  are  applicable  to  a  mutual  savings 
bank,  a  building  and  loan  association, 
or  a  cooperative  bank  not  having  capital 
stock  represented  by  shares,  there  are 
certain  exceptions  and  special  rules  gov¬ 
erning  ttie  computation  in  the  case  of 
such  institutions.  See  §  39.23  (k)-5  for 
special  rules  concerning  additions  to  re¬ 
serves  for  bad  debts.  See  also  §  39.23 
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RULES  AND  REGULATIONS 


(r) -l,  relating  to  dividends  paid  by  bank¬ 
ing  corporations,  for  special  rules  con¬ 
cerning  deductions  for  amounts  paid  to, 
or  credited  to  the  accounts  of,  deposi¬ 
tors  or  holders  of  withdrawable  accounts 
as  dividends.  Furthermore,  in  deter¬ 
mining  the  normal  tax  net  income  of 
such  an  institution,  the  credit  for  divi¬ 
dends  received  provided  in  section  26 
(b)  shall  not  be  applicable  to  dividends 
which  were  deductible  in  computing  the 
net  income  of  the  distributing  corpora¬ 
tion  under  section  23  (r). 

(c)  The  taxable  year  (fiscal  year  or 
calendar  year,  as  the  case  may  be)  of 
a  mutual  savings  bank,  a  building  and 
loan  association,  or  a  cooperative  bank 
not  having  capital  stock  represented  by 
shares  shall  be  determined  without  re¬ 
gard  to  the  fact  that  the  taxpayer  may 
have  been  exempt  from  tax  during  any 
prior  period.  See  sections  41  and  48  and 
the  regulations  thereunder.  Similarly,  in 
computing  net  income,  the  determina¬ 
tion  of  the  taxable  year  for  which  an 
item  of  income  or  expense  is  taken  into 
account  shall  be  made  under  the  provi¬ 
sions  of  sections  41,  42,  and  43,  and  the 
regulations  thereunder,  whether  or  not 
the  item  arose  during  a  taxable  year 
beginning  before,  on.  or  after  December 
31,  1951.  For  the  purp>ose  of  determin¬ 
ing,  under  section  41,  the  method  of  ac¬ 
counting  of  the  mutual  savings  bank, 
the  building  and  loan  association,  or 
the  cooperative  bank,  a  method  of  ac¬ 
counting  recognized  under  section  41 
and  under  the  regulations  prescribed 
thereunder  and  utilized  in  the  return 
of  such  institution  filed  for  the  first 
taxable  year  beginning  after  December 
31.  1951,  shall  be  deemed  to  constitute 
the  method  of  accounting  regularly  em¬ 
ployed  by  the  institution.  The  method 
selected  shall  be  subject  to  the  approval 
of  the  Commissioner  upon  the  exami¬ 
nation  of  the  return.  Any  change  in 
the  method  so  selected  and  so  approved 
may  be  made  only  if  permission  is  ob¬ 
tained  from  the  Commissioner  under 
,§39.41-2  to  change  to  another  recog¬ 
nized  method.  For  the  purpose  of  com¬ 
puting,  under  section  122,  the  net  operat¬ 
ing  loss  deduction  provided  in  section  23 

(s) .  the  terms  “preceding  taxable  year” 
and  “preceding  taxable  years”,  as  used  in 
section  122,  shall  not  include  any  tax¬ 
able  year  for  which  the  institution  was 
exempt  from  tax.  Thus,  if  the  institu¬ 
tion  was  exempt  from  tax  for  the  imme¬ 
diately  preceding  taxable  year,  the  net 
opKjrating  loss  is  not  a  carry-back  to  any 
preceding  taxable  year,  and  the  net  oper¬ 
ating  loss  carry-over  to  succeeding  tax¬ 
able  years  is  not  reduced  by  the  net  in¬ 
come  for  any  preceding  taxable  year. 
No  net  operating  loss  carry-back  or 
carry-over  shall  be  allowed  from  a  tax¬ 
able  year  beginning  before  January  1, 
1952. 

§  39.105  Statutory  provisions;  sale  of 
oil  or  gas  properties. 

Sec.  105.  Sale  of  oil  or  gas  properties.  In 
the  case  of  a  bona  fide  sale  of  any  oil  or  gas 
proi>erty,  or  any  interest  therein,  where  the 
principal  value  of  the  property*  has  been 
demonstrated  by  prospecting  or  exploration 
or  discovery  work  done  by  the  taxpayer,  the 
portion  of  the  tax  Imposed  by  section  12 
attributable  to  such  sale  shall  not  exceed  30 


per  centum  of  the  selling  price  of  such  prop¬ 
erty  or  interest. 

§  39.105-1  Surtax  on  sale  of  oil  or 
gas  properties,  (a)  If  the  taxpayer,  by 
prospecting  and  locating  claims  or  by 
exploring  or  discovering  undeveloped 
claims,  has  demonstrated  the  principal 
value  of  oil  or  gas  property,  which  prior 
to  his  efforts  had  a  relatively  minor 
value,  the  portion  of  the  surtax  imposed 
by  section  12  attributable  to  a  sale  of 
such  property  or  of  the  taxpayer’s  inter- 
e.st  therein  shall  not  exceed  30  percent 
of  the  selling  price.  Shares  of  stock  in 
a  corporation  owning  oil  or  gas  property 
do  not  constitute  an  interest  in  such 
property.  To  determine  the  application 
of  section  105  to  a  particular  case,  the 
taxpayer  should  first  compute  the  sur¬ 
tax  imposed  by  section  12  upon  his  entire 
surtax  net  income,  including  the  net  in¬ 
come  from  any  sale  of  such  property 
or  interest  therein,  without  regard  to 
section  105.  The  proportion  of  the  sur¬ 
tax,  so  (jomputed,  indicated  by  the  ratio 
which  the  taxpayer’s  net  income  from 
the  sale  of  the  property  or  interest 
therein,  computed  as  prescribed  in  this 
section,  bears  to  his  total  net  income  is 
the  portion  of  the  surtax  attributable  to 
such  sale,  and  if  it  exceeds  30  percent 
of  the  selling  price  of  such  property  or 
interest,  such  portion  of  the  surtax  shall 
be  reduced  to  that  amount. 

(b)  In  determining  the  portion  of  the 
net  income  attributable  to  the  sale  of 
such  oil  or  gas  property  or  interest 
therein,  the  taxpayer  shall  allocate  to 
the  gross  income  derived  from  such  sale, 
and  to  the  gross  income  derived  from 
all  other  sources,  the  expenses,  losses, 
and  other  deductions  properly  apper¬ 
taining  thereto  and  shall  apply  any 
general  expenses,  losses,  and  deductions 
(which  cannot  properly  be  otherwise 
apportioned)  ratably  to  the  gross  income 
from  all  sources.  The'gross  income  de¬ 
rived  from  the  sale  of  such  oil  or  gas 
property  or  interest  therein,  le^  the  de¬ 
ductions  properly  appertaining  thereto 
and  less  its  proportion  of  any  general 
deductions,  shall  be  the  net  income  at¬ 
tributable  to  such  sale.  The  taxpayer 
shall  submit  with  his  return  a  statement 
fully  explaining  the  manner  in  which 
such  expenses,  losses,  and  deductions  are 
allocated  or  apportioned. 

§  39.106  Statutory  provisions;  claims 
against  United  States  involving  acqui¬ 
sition  of  property. 

Sec.  106.  Claims  against  United  States  in¬ 
volving  acquisition  of  property.  In  the 
case  of  amounts  (other  than  Interest)  re¬ 
ceived  by  a  taxpayer  from  the  United  States 
with  respect  to  a  claim  against  the  United 
States  Involving  the  acquisition  of  property 
and  remaining  unpaid  for  more  than  fifteen 
years,  the  portion  of  the  tax  imposed  by 
section  12  attributable  to  such  receipt  shall 
not  exceed  30  per  centum  of  the  amount 
(other  than  interest)  so  received. 

§  39.106-1  Surtax  on  certain  amounts 
received  from  the  United  States.  The 
methof'  of  computation  provided  for  in 
§  39.105-1,  relating  to  the  limitation  on 
surtax  on  the  sale  of  oil  or  gas  proper¬ 
ties,  shall  be  applicable  in  computing, 
under  section  106,  the  surtax  imposed 
by  section  12  attiibutable  to  certain 


amounts  received  by  the  taxpayer  from 
the  United  States  under  a  claim  involv¬ 
ing  acquisition  of  his  property.  The  sur- 
tax  limitation  provided  in  section  106 
is  not  applicable  to  any  amount  received 
from  the  United  States  which  constitutes 
interest,  whether  such  interest  was  in¬ 
cluded  in  the  claim  or  in  any  judgment 
thereon  or  has  accrued  on  such  judgment. 

§  39.107  Statutory  provisions;  com¬ 
pensation  for  services  rendered  for  a 
period  of  36  months  or  more  and  back 
pay. 

Sec.  107.  Compensation  for  services  ren¬ 
dered  for  a  period  of  thirty-six  months  or 
more  and  back  pay — (a)  Personal  services. 
If  at  least  80  per  centum  of  the  total  com¬ 
pensation  for  personal  services  covering  a 
period  of  thirty-six  calendar  months  or  more 
(from  the  beginning  to  the  completion  of 
such  services)  Is  received  or  accrued  In  one 
taxable  year  by  an  individual  or  a  partner¬ 
ship,  the  tax  attributable  to  any  part  thereof 
which  is  Included  In  the  gross  Income  of 
any  Individual  shall  not  be  greater  than  the 
aggregate  of  the  taxes  attributable  to  such 
part  had  it  been  Included  In  the  gross  In¬ 
come  of  such  Individual  ratably  over  that 
part  of  the  period  which  precedes  the  date 
of  such  receipt  or  accrual. 

(b)  Patent,  copyright,  etc.  For  the  pur¬ 
poses  of  this  subsection,  the  term  “artistic 
work  or  Invention”,  In  the  case  of  an  Indi¬ 
vidual,  means  a  literary,  musical,  or  artistic 
composition  of  such  individual  or  a  patent 
or  copyright  covering  an  invention  of  or  a 
literary,  musical,  or  artistic  composition  of 
such  Individual,  the  work  on  which  by  such 
Individual  covered  a  period  of  thirty-six 
calendar  months  or  more  from  the  beginning 
to  the  completion  of  such  composition  or 
Invention.  If.  In  the  taxable  year,  the  gross 
income  of  any  individual  from  a  particular 
artistic  work  or  Invention  by  him  Is  not  less 
than  80  per  centum  of  the  gross  Income  In 
respect  of  such  artistic  work  or  Invention 
In  the  taxable  year  plus  the  gross  Income 
therefrom  In  previous  taxable  years  and  the 
twelve  months  Immediately  succeeding  the 
close  of  the  taxable  year,  the  tax  attributable 
to  the  part  of  such  gross  Income  of  the 
taxable  year  which  Is  not  taxable  as  a  gain 
from  the  sale  or  exchange  of  a  capital  asset 
held  for  more  than  6  months  shall  not  be 
greater  than  the  aggregate  of  the  taxes  at¬ 
tributable  to  such  part  had  It  been  received 
ratably  over  that  part  of  the  period  preceding 
the  close  of  the  taxable  year  but  not  more 
than  thirty-six  calendar  months. 

(c)  Fractional  parts  of  a  month.  For  the 
purposes  of  this  section  a  fractional  part  of 
a  month  shall  be  disregarded  unless  It 
amounts  to  more  than  half  a  month  In  which 
case  it  shall  be  considered  as  a  month. 

(d)  Back  pay — (1)  In  general.  If  the 
amount  of  the  back  pay  received  or  accrued  by 
an  Individual  during  the  taxable  year  exceeds 
15  per  centum  of  the  gross  Income  of  the 
Individual  for  such  year,  the  part  of  the  tax 
attributable  to  the  Inclusion  of  such  back 
pay  In  gross  Income  for  the  taxable  yew 
shall  not  be  greater  than  the  aggregate  of 
the  Increases  In  the  taxes  which  would  have 
resulted  from  the  Inclusion  of  the  respective 
portions  of  such  back  pay  In  gross  Income 
for  the  taxable  years  to  which  such  iwrtloM 
are  respectively  attributable,  as  determined 
under  the  regulations  prescribed  by  the 
Commissioner  with  the  approval  of  the 
Secretary, 

(2)  Definition  of  hack  pay.  For  the  pn^" 
poses  of  this  subsection,  “back  pay”  means 
(A)  remuneration.  Including  wages,  salaries, 
retirement  pay,  and  other  similar  compenw* 
tlon,  which  is  received  or  accrued  during  the 
taxable  year  by  an  employee  for  services  per¬ 
formed  prior  to  the  taxable  year  for  his  em- 
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ployer  and  which  would  have  been  paid  prior 
to  the  taxable  year  except  for  the  Interven¬ 
tion  of  one  of  the  following  events:  (1)  bank¬ 
ruptcy  or  receivership  of  the  employer:  (11) 
dispute  as  to  the  liability  of  the  employer 
to  pay  such  remuneration,  which  Is  deter¬ 
mined  after  the  commencement  of  court  pro¬ 
ceedings;  (ill)  If  the  employer  is  the  United 
States,  a  State,  a  Territory,  or  any  political 
subdivision  thereof,  or  the  District  of  Co¬ 
lumbia,  or  any  agency  or  Instrumentality 
of  any  of  the  foregoing,  lack  of  funds  ap¬ 
propriated  to  pay  such  remuneration:  or 
(iv)  any  other  event  determined  to  be  simi¬ 
lar  In  nature  under  regulations  prescribed 
by  the  Commissioner  with  the  approval  of 
the  Secretary:  and  (B)  wages  or  salaries 
which  are  received  or  accrued  during  the 
taxable  year  by  an  employee  for  services 
performed  prior  to  the  taxable  year  for  his 
employer  and  which  constitute  retroactive 
wage  or  salary  Increases  ordered,  recom¬ 
mended,  or  approved  by  any  Federal  or  State 
agency,  and  made  retroactive  to  any  period 
prior  to  the  taxable  year;  and  (C)  payments 
which  are  received  or  accrued  during  the  tax¬ 
able  year  as  the  result  of  an  alleged  violation 
by  an  employer  of  any  State  or  Fed¬ 
eral  law  relating  to  labor  standards  or  prac¬ 
tices,  and  which  are  determined  under  reg¬ 
ulations  prescribed  by  the  Commissioner 
with  the  approval  of  the  Secretary  to  be 
attributable  to  a  prior  taxable  year. 
Amounts  not  includible  In  gross  Income  un¬ 
der  this  chapter  shall  not  constitute  ‘‘back 

pay-” 

(e)  Tax  on  self-employment  income.  This 
section  shall  be  applied  without  regard  to 
and  shall  not  affect,  the  tax  Imposed  by  sub¬ 
chapter  E,  relating  to  tax  on  self-employ¬ 
ment  income. 

[Sec.  107  as  added  by  sec.  220  (a).  Rev.  Act 
1939;  amended  by  sec.  139  (a).  Rev.  Act  1942; 
sec.  119,  Rev.  Act  1943;  sec.  208  (d)  (5).  So¬ 
cial  Security  Act  Amendments  1950] 

§39.107-1  Personal  services,  (a) 
Section  107  (a)  provides  that  if  at  least 
80  percent  of  the  total  compensation  for 
personal  services  covering  a  period  of  36 
calendar  months  or  more  (from  the  be¬ 
ginning  to  the  completion  of  such  serv¬ 
ices)  is  received  or  accrued  in  one  tax¬ 
able  year  by  an  individual  or  a  partner¬ 
ship,  then  the  tax  attributable  to  any 
part  of  such  amount  which  is  included  in 
the  gross  income  of  any  individual  shall 
not  be  greater  than  the  aggregate  of  the 
taxes  attributable  to  such  part  had  such 
part  been  included  in  the  gross  income 
of  such  individual  ratably  over  that  part 
of  the  period  of  service  which  precedes 
the  date  of  such  receipt  or  accrual. 
Thus,  for  example,  if  an  individual  who 
makes  his  returns  on  a  calendar  year 
basis  and  on  the  basis  of  cash  receipts 
and  disbursements  commences  personal 
services  on  February  17,  1949,  and  com¬ 
pletes  them  on  July  1,  1952,  and  is  paid 
88,000  for  such  services  on  the  comple¬ 
tion  date,  he  is  entitled  to  the  benefits  of 
section  107  (a),  provided  the  $8,000  is  at 
least  80  percent  of  the  total  compensa¬ 
tion  paid  or  to  be  paid  to  such  individual 
for  such  services:  and  the  tax  attribut¬ 
able  to  the  $8,000  received  in  1952  and 
included  in  the  individual’s  gross  income 
for  such  year  shall  not  be  greater  than 
the  tax  attributable  to  such  amount,  had 
it  been  received  ratably  over  the  calendar 
months  included  in  the  period  from  Feb- 
fnary  17,  1949,  to  July  1,  1952.  However, 
if  such  individual  receives  an  additional 
85,()00  in  1953  for  such  services,  he  is  not 
entitled  to  the  benefits  of  section  107  (a) 


with  respect  to  either  the  $8,000  or  the 
$5,000.  for  the  reason  that  he  does  not  re¬ 
ceive  in  one  taxable  year  at  least  80  per¬ 
cent  of  the  total  compensation  for  such 
services.  Also,  for  example,  if  an  indi¬ 
vidual  who  makes  his  returns  on  the  cal¬ 
endar  year  basis  and  on  the  basis  of  cash 
receipts  and  disbursements  commences 
personal  services  on  March  3,  1950,  and 
completes  them  on  August  22,  1953,  and 
is  paid  a  total  compensation  of  $10,000 
for  such  services  on  July  5.  1952,*  he  is 
entitled  to  the  benefits  of  section  107  (a) ; 
and  the  tax  attributable  to  the  $10,000 
received  in  1952  and  included  in  such 
individual’s  gross  income  for  such  year 
shall  not  be  greater  than  the  tax  attrib¬ 
utable  to  such  amount,  had  it  been  re¬ 
ceived  ratably  over  the  calendar  months 
included  in  the  period  from  March  3, 
1950,  to  July  5,  1952,  the  date  on  which 
the  $10,000  was  received.  However,  if 
such  individual  receives  an  additional 
$7,000  for  such  services  on  May  1,  1953, 
he  is  not  entitled  to  the  benefits  of  sec¬ 
tion  107  (a)  for  the  reason  that  he  does 
not  receive  in  one  taxable  year  at  least 
80  percent  of  the  total  compensation  for 
such  services. 

(b)  It  is  immaterial  when  the  per¬ 
sonal  services  are  rendered  provided 
at  least  36  calendar  months  elapse  from 
the  beginning  to  the  completion  of  the 
services.  For  the  purposes  of  this  sec¬ 
tion,  a  fractional  part  of  a  month  is  to 
be  disregarded  unless  it  amounts  to  more 
than  half  a  month,  in  which  case  it  is 
to  be  considered  as  a  month. 

(c)  It  is  not  necessary,  in  order  for 
section  107  (a)  to  be  applicable,  that  the 
individual  who  includes  in  his  gross  in¬ 
come  comp)ensation  for  such  personal 
services  be  the  person  who  renders  the 
services.  For  example,  a  partner  who 
shares  in  the  compensation  for  such  per¬ 
sonal  services  rendered  by  the  partner¬ 
ship  may  be  entitled  to  the  benefits  of 
section  107  (a),  notwithstanding  that  he 
took  no  part  in  the  rendering  of  such 
services. 

(d)  The  first  step  in  determining 
whether  the  limitation  in  section  107 
(a)  relative  to  the  amount  of  tax  is  ap¬ 
plicable  is  the  computation  of  the 
amount  of  tax  in  the  current  taxable 
year  attributable  to  that  part  of  the  com¬ 
pensation  which  is  included  in  the  gross 
income  of  the  taxpayer  for  such  year. 
The  tax  attributable  to  such  compensa¬ 
tion  is  the  difference  between  the  tax 
for  such  taxable  year  computed  with  the 
inclusion  of  such  compensation  in  gross 
income  and  the  tax  for  such  taxable  year 
computed  without  including  such  com¬ 
pensation  in  gross  income. 

(e)  The  next  step  is  to  compute  the 
tax  attributable  to  such  compensation 
in  each  of  the  taxable  years  (including 
the  current  taxable  year)  within  which 
falls  one  or  more  calendar  months  in¬ 
cluded  in  the  part  of  the  period  of  service 
which  precedes  the  date  such  compen¬ 
sation  is  received  or  accrued,  as  if  the 
compensation  had  been  received  or  ac¬ 
crued  in  equal  portions  in  each  of  such 
calendar  months.  For  what  constitutes 
a  taxable  year,  see  section  48  (a).  The 
amount  of  the  tax  attributable  to  such 
compensation  in  each  such  taxable  year 


is  the  difference  between  the  tax  foi 
such  year  computed  with  the  inclusion 
of  an  allocable  portion  of  such  compen¬ 
sation  in  gross  income  and  the  tax  for 
such  year  computed  without  including 
any  part  of  such  compensation  in  gross 
income.  The  portion  of  the  compensa¬ 
tion  allocable  to  each  such  taxable  year 
is  an  amount  equal  to  the  entire  amount 
of  such  compensation  received  or  ac¬ 
crued  in  the  current  taxable  year,  di¬ 
vided  by  the  entire  number  of  calendar 
mont^  included  within  the  part  of  the 
period  of  service  which  precedes  the  date 
such  compensation  is  received  or  ac¬ 
crued,  and  multiplied  by  the  number  of 
such  calendar  months  falling  within  the 
particular  taxable  year. 

(f)  The  tax  for  the  current  taxable 
year  shall  be  the  tax  for  such  year  com¬ 
puted  without  including  the  compensa¬ 
tion  for  personal  services  in  grovss  in¬ 
come.  plus  (1)  the  amount  of  tax  for 
such  taxable  year  attributable  to  such 
compensation  (computed  in  accordance 
with  paragraph  (d)  of  this  section)  or 
(2)  the  sum  of  the  taxes  attributable  to 
such  compensation  had  it  been  received 
in  equal  portions  in  each  of  the  calendar 
months  included  within  the  part  of  the 
period  of  service  which  precedes  the  date 
such  compensation  is  received  or  accrued 
(computed  in  accordance  with  paragraph 
(e)  of  this  section),  whichever  is  the 
smaller, 

(g)  The  method  of  allocating  compen¬ 
sation  for  personal  services  to  the  tax¬ 
able  years  in  which  falls  any  of  the 
calendar  months  included  within  the  part 
of  the  period  of  service  which  precedes 
the  date  such  compensation  is  received 
may  be  illustrated  by  the  following  ex¬ 
amples,  in  each  of  which  the  taxpayer 
makes  his  return  on  the  cash  receipts 
and  disbursements  basis: 

Example  (1).  On  November  1,  1952,  A,  an 
individual,  who  makes  his  Income  tax  re¬ 
turns  on  a  calendar  year  basis,  receives 
$40,000,  the  entire  compensation  for  the 
performance  of  personal  services  covering 
a  40-month  period  beginning  on  June  1,  1949, 
and  ending  on  September  30,  1952.  For  the 
purpose  of  determining  whether  the  aggre¬ 
gate  of  the  taxes  attributable  to  the  $40,000 
compensation,  had  It  been  received  In  equal 
portions  in  each  of  the  calendar  months  In¬ 
cluded  within  the  part  of  the  period  of  serv¬ 
ice  which  precedes  the  date  the  compensa¬ 
tion  Is  received  (in  this  case  the  entire 
period  of  service),  is  less  than  the  tax  attrib¬ 
utable  to  such  compensation  in  the  taxable 
year  1952.  $1,000  ($40,000  divided  by  40) 
must  be  allocated  to  each  of  the  calendar 
months  included  within  the  period  of  serv¬ 
ice.  Thus,  $7,000  Is  allocated  to  1949,  $12,000 
to  1950,  $12,000  to  1951,  and  $9,000  to  1952 
(the  current  taxable  year). 

Example  (2).  A.ssume  the  same  facts  as 
In  example  (1)  except  that  A  makes  his  in¬ 
come  tax  returns  on  the  basis  of  the  fiscal 
year  July  1  to  June  30.  The  $40,000  is 
allocated  as  follows:  $1,000  to  the  taxable 
year  ended  June  30,  1949,  $12,000  each  to  the 
taxable  years  ended  June  30,  1950,  June  30, 

1951,  and  June  30,  1952,  and  $3,000  to  the 
taxable  year  ending  June  30,  1953  (the  cur¬ 
rent  taxable  year). 

Example  (3).  Assumes  the  same  facts  as 
In  example  (1)  except  that  A  receives  the 
$40,000  on  February  1.  1952  (before  comple¬ 
tion  of  the  services).  Instead  of  November  1, 

1952.  There  are  32  calendar  months  In¬ 
cluded  within  the  part  of  the  period  of 
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service  which  precedes  the  date  the  com¬ 
pensation  Is  received.  Accordingly,  $1,250 
($40,000  divided  by  32)  must  be  allocated  to 
each  of  the  calendar  months  included  within 
the  period  from  June  1,  1949,  to  February  1, 
1952.  Thus,  $8,750  Is  allocated  to  1949,  $15,- 
000  to  1950,  $15,000  to  1951,  and  $1,250  to 
1952  (the  current  taxable  year). 

Example  (4).  B,  an  Individual,  who  makes 
his  Income  tax  returns  on  a  calendar  year 
basis,  renders  personal  services  covering  a 
40-month  period  beginning  on  May  1,  1949, 
and  ending  on  August  31,  1952.  The  total 
compensation  for  such  services  is  $74,000, 
of  which  $34,000  Is  paid  to  B  on  March  1, 
1952,  and  $40,000  on  August  31,  1952.  Using 
the  method  of  allocation  Illustrated  In  ex¬ 
ample  (1),  the  $40,000  payment  must  be 
allocated  to  the  40  calendar  months  Included 
within  the  entire  period  of  service.  Accord¬ 
ingly,  with  respect  to  the  $40,000  payment, 
$8,000  Is  allocated  to  1949,  $12,000  to  1950, 
$12,000  to  1951,  and  $8,000  to  1952  (the  cur¬ 
rent  taxable  year).  Using  the  method  of 
allocation  Illustrated  In  example  (3),  the 
$34,(X)0  payment  must  be  allocated  to  the 
34  calendar  months  Included  within  the 
part  of  the  period  of  service  which  precedes 
the  date  such  payment  Is  received  (March 
1,  1952).  Accordingly,  with  respect  to  the 
$34,000  payment,  $8,000  Is  allocated  to  1949, 
$12,000  to  1950,  $12,000  to  1951,  and  $2,000 
to  1952  (the  current  taxable  year).  The 
entire  compensation  of  $74,000  will,  there¬ 
fore.  be  allocated  as  follows:  $16,000  to  1949, 
$24.C00  to  1950,  $24,000  to  1951,  and  $10,000 
to  1952  (the  current  taxable  year). 

(h)  If  an  individual,  in  computing  his 
income  tax  for  a  particular  taxable  year, 
avails  himself  of  the  benefits  of  section 
107  with  re.spect  to  compensation  re¬ 
ceived  or  accrued  in  such  year  for  per¬ 
sonal  services,  and  in  a  subsequent  tax¬ 
able  year  receives  or  accrues  compensa¬ 
tion  for  other  personal  services,  all  or 
a  part  of  the  period  of  which  services  is 
the  same  as  the  period  of  the  services  for 
which  he  was  compensated  in  the  pre¬ 
vious  taxable  year,  then  he  must,  in 
availing  himself  of  the  benefits  of  sec¬ 
tion  107  for  .such  subsequent  taxable  year, 
take  into  consideration  the  fact  that 
he  has  previously  allocated  compensa¬ 
tion  to  all  or  a  part  of  the  period  of 
service.  For  example,  an  individual 
commences  the  performance  of  per¬ 
sonal  services  for  A  on  January  1,  1947, 
and  completes  them  on  December  31, 
1951.  On  December  31,  1951,  he  re¬ 
ceives  $60, 00b  in  full  compensation  there¬ 
for.  In  his  return  for  the  calendar  year 
1951,  he  allocates  $1,000  to  each  of  the 
60  calendar  months  included  within  the 
period  of  service  and  determines  his 
income  tax  under  the  provisions  of  sec¬ 
tion  107  (a).  He  also  commences  the 
performance  of  personal  services  for  B 
on  January  1,  1949,  and  completes  them 
on  December  31,  1952.  On  December 
31,  1952,  he  receives  $48,000  in  full  com¬ 
pensation  therefor.  If  he  wishes  to 
avail  himself  of  the  benefits  of  section 
107  (a)  in  his  return  for  the  calendar 
year  1952.  he  must,  in  allocating  $1,000 
to  each  of  the  48  calendar  months  in¬ 
cluded  within  the  period  of  service  and 
computing  the  tax  attributable  thereto, 
include  in  his  income  for  the  years  1949, 
1950,  and  1951,  for  the  purposes  of  the 
tentative  computation,  the  amount  of 
$12,000  previously  allocated  to  each  of 
such  years  in  his  return  for  the  calendar 
year  1951. 


(i)  The  provisions  of  section  107  and 
of  this  section  shall  be  applied  without 
regard  to,  and  shall  not  affect,  the  tax  on 
self-employment  income  imposed  by 
section  480. 

§  39.107-2  Artistic  work  or  invention. 

(a)  Section  107  (b)  provides  that  if,  in 
the  taxable  year,  the  gross  income  of  an 
individual  from  an  artistic  work  or  in¬ 
vention  of  such  individual  covering  a 
period  of  36  calendar  months  or  more 
(from  the  beginning  to  the  completion 
thereof)  is  not  less  than  80  percent  of 
the  sum  of  the  gross  income  therefrom 
in  the  taxable  year,  and  the  gross  income 
therefrom  in  previous  taxable  years  and 
in  the  12  months  following  the  clo.se  of 
the  taxable  year,  then  the  tax  attribut¬ 
able  to  such  gross  income  in  the  taxable 
year  shall  not  be  greater  than  the  ag¬ 
gregate  of  the  taxes  attributable  thereto 
had  it  been  received  ratably  over  (1)  the 
part  of  the  period  of  the  work  which  pre¬ 
cedes  the  close  of  the  taxable  year,  or  (2) 
a  period  of  36  calendar  months,  which¬ 
ever  of  such  periods  is  the  shorter.  That 
part  of  the  gross  income  from  such  ar¬ 
tistic  work  or  invention  which  is  taxable 
as  a  gain  from  the  sale  or  exchange  of 
a  capital  asset  held  for  more  than  six 
months  is  excluded  from  the  benefits  of 
section  107  (b) .  For  the  purpo.se  of  de¬ 
termining  the  tax  which  would  be  at¬ 
tributable  to  gain  on  the  sale  or  ex¬ 
change  of  an  artistic  work  had  such  gain 
been  received  ratably  in  any  prior  tax¬ 
able  year,  such  gain  shall  be  treated  as 
gain  from  the  sale  or  exchange  of  prop¬ 
erty  which  is  not  a  capital  asset. 

(b)  For  the  purposes  of  this  section, 
the  term  “artistic  work  or  invention” 
means  a  literary,  musical,  or  artistic 
composition,  or  a  patent  or  copyright 
covering  an  invention  or  a  literary,  mu¬ 
sical,  or  artistic  composition.  Also,  for 
the  purposes  of  this  section,  a  fractional 

)  part  of  a  month  is  to  be  disregarded  un¬ 
less  it  amounts  to  more  than  half  a 
month,  in  which  case  it  is  to  be  con¬ 
sidered  as  a  month. 

(c)  The  first  step  in  determining 
whether  the  limitation  in  section  107  (b) 
relative  to  the  amount  of  tax  is  appli¬ 
cable  is  the  computation  of  the  amount 
of  tax  in  the  current  taxable  year  attrib¬ 
utable  to  the  gross  income  received  or 
accrued  in  such  year  from  the  artistic 
work  or  invention.  The  tax  attribut¬ 
able  to  such  income  is  the  difference  be¬ 
tween  the  tax  for  such  taxable  year  com¬ 
puted  with  the  inclusion  in  gross  income 
of  the  gross  income  from  the  artistic 
work  or  invention  and  the  tax  for  such 
taxable  year  computed  without  including 
in  gross  income  the  gross  income  from 
the  artistic  work  or  invention. 

(d)  The  next  step  is  to  compute  the 
tax  attributable  to  the  gross  income 
from  the  artistic  work  or  invention  in 
each  of  the  taxable  years  (including  the 
current  taxable  year)  within  which  fails 
one  or  more  of  the  calendar  months  in¬ 
cluded  within  the  part  of  the  period  of 
work  which  precedes  the  close  of  the 
current  taxable  year  (not,  however,  ex¬ 
ceeding  36  calendar  months),  as  if  the 
gross  income  from  the  artistic  work  or 
invention  had  been  received  or  accrued 
in  equal  portions  in  each  of  such  calen¬ 


dar  months.  For  what  constitutes  a  tax- 
able  year,  see  section  48  (a).  The 
amount  of  tax  attributable  to  gross  in¬ 
come  in  each  such  taxable  year  from 
the  artistic  work  or  invention  is  the 
difference  between  the  tax  for  such  year 
computed  with  the  inclusion  in  gross  in¬ 
come  of  an  allocable  portion  of  the  gross 
income  from  the  artistic  work  or  inven¬ 
tion  and  the  tax  for  such  year  computed 
without  including  in  gross  income  any 
part  of  the  gross  income  from  the  artistic 
work  or  invention.  The  portion  of  the 
gross  income  from  the  artistic  work  or 
invention  allocable  to  each  such  taxable 
year  is  an  amount  equal  to  the  entire 
amount  of  the  gross  income  from  the 
artistic  work  or  invention  received  or 
accrued  in  the  current  taxable  year, 
divided  by  the  entire  number  (not  to 
exceed  36)  of  calendar  months  included 
within  the  part  of  the  period  of  work 
which  precedes  the  close  of  the  current 
taxable  year,  and  multiplied  by  the 
number  of  such  calendar  months  falling 
within  the  particular  taxable  year. 

(e)  The  tax  for  the  current  taxable 
year  shall  be  the  tax  for  such  year  com¬ 
puted  without  including  in  gross  income 
the  gross  income  from  the  artistic  work 
or  invention,  plus  whichever  oi  the  fol¬ 
lowing  is  the  .smaller:  (1)  The  amount 
of  tax  for  such  taxable  year  attributable 
to  the  gross  income  from  the  artistic 
work  or  invention  (computed  in  accord¬ 
ance  with  paragraph  (c)  of  this  section) 
or  (2)  the  sum  of  the  taxes  attributable 
to  the  gross  income  from  the  artistic 
work  or  invention  had  it  been  received 
in  equal  portions  in  each  of  the  calen¬ 
dar  months  (not  exceeding  36  calendar 
months)  included  within  the  part  of 
the  period  of  work  which  precedes  the 
close  of  the  current  taxable  year  (com¬ 
puted  in  accordance  with  paragraph  (d) 
of  this  section). 

(f)  The  method  of  allocating  the  gross 
income  from  the  artistic  work  or  inven¬ 
tion  to  the  taxable  years  in  which  falls 
any  of  the  calendar  months  (not  ex¬ 
ceeding  36  calendar  months)  included 
within  the  part  of  the  period  of  work 
which  precedes  the  clo.se  of  the  current 
taxable  year  may  be  illustrated  by  the 
following  examples: 

Example  (1).  On  October  1,  1952,  A,  an 
Individual,  who  makes  his  returns  on  a  cal¬ 
endar  year  basis  and  on  the  basis  of  cash 
receipts  and  disbursements,  receives  $36,000 
In  full  payment  for  a  musical  composition, 
the  work  on  which  was  commenced  by  A  on 
July  10,  1948,  and  completed  on  January 
29,  1953.  Although  the  period  of  work  cov¬ 
ers  55  calendar  months,  allocations  may  be 
made  to  only  the  last  36  calendar  months  in¬ 
cluded  within  the  part  of  the  period  of  work 
which  precedes  the  close  of  1952  (the  current 
taxable  year).  Therefore,  $1,000  ($36.000 di¬ 
vided  by  36)  must  be  allocated  to  e.ach  of 
the  36  calendar  months  preceding  January 
1,  1953.  Accordingly,  $12,000  Is  allocated  to 
1950,  $12,000  to  1951,  and  $12,000  to  1952  (the 
current  taxable  year). 

Example  (2).  Assume  the  same  facts  as 
In  example  (1)  except  that  the  period  of 
work  was  commenced  by  A  on  July  1. 
and  completed  on  September  1,  1954.  Al¬ 
though  the  period  of  work  covers  38  calen¬ 
dar  months,  allocations  may  be  made  to  only 
the  18  calendar  months  which  are  included 
within  the  part  of  the  period  of  work  whtcb 
precedes  the  close  of  1952  (the  current  tax- 


§  39.107-2 


Saturday,  September  26,  1953 


FEDERAL  REGiSTER 


5921 


able  year).  Therefore,  $2,000  ($36,000  di¬ 
vided  by  18)  must  be  allocated  to  each  of 
18  calendar  months  preceding  January  1, 
1953.  Accordingly,  $12,000  is  allocated  to 
1951,  and  $24,000  to  1952  (the  current  tax¬ 
able  year). 

(g)  The  principles  set  forth  in  para¬ 
graph  (h)  of  §  39.107-1,  relating  to  the 
manner  of  allocating  compensation  for 
personal  services  to  a  particular  calendar 
month  where  an  allocation  for  other  such 
services  has  previously  been  made  to 
such  month,  are  also  applicable  with  re¬ 
spect  to  allocations  under  section  107  (b) 
and  this  section. 

(h)  The  provisions  of  section  107  and 
of  this  section  .shall  be  appliei  without 
regard  to,  and  shall  not  affect,  the  tax  on 
self-employment  income  imposed  by 
section  480. 

§  39.107-3  Back  pay  attributable  to 
prior  taxable  years,  (a)  Section  107 

(d)  (2)  defines  “back  pay”  and  section 
107  (d)  (1)  limits  the  amount  of  tax 
resulting  from  the  inclusion  of  such  back 
pay  in  gross  income  for  the  year  in  which 
it  is  received  or  accrued.  Back  pay  in¬ 
cludes  compensation,  wages,  salaries, 
pensions,  and  retirement  pay  received  or 
accrued  during  the  taxable  year  by  an 
employee  for  services  performed  prior  to 
the  taxable  year  for  his  employer  and 
which  would  have  been  paid  prior  to 
the  taxable  year  but  for  the  intervention 
of  any  one  of  the  following  events:  (1) 
bankruptcy  or  receivership  of  the  em¬ 
ployer;  (2)  dispute  as  to  the  liability  of 
the  employer  to  pay  such  remuneration, 
which  is  determined  after  the  com¬ 
mencement  of  court  proceedings;  (3)  if 
the  employer  is  the  United  States,  a 
State,  a  Territory,  or  any  political  sub¬ 
division  thereof,  or  the  District  of 
Columbia,  or  any  agency  or  instrumen¬ 
tality  of  any  of  the  foregoing,  lack  of 
funds  appropriated  to  pay  such  remu¬ 
neration;  or  (4)  any  other  event  deter¬ 
mined  to  be  similar  in  nature  under  this 
section.  As  to  what  constitutes  bank- 
niptcy  and  receivership  px*oceedings,  see 
5  39.274-1. 

(b)  An  event  will  be  considered  simi¬ 
lar  in  nature  to  those  events  specified 
in  section  107  (d)  (2)  (A)  (i),  (ii),and 
(iii)  only  if  the  circumstances  are  un¬ 
usual,  if  they  are  of  the  type  specified 
therein,  if  they  operate  to  defer  payment 
of  the  remuneration  for  the  services  per-  - 
formed,  and  if  payment,  except  for  such 
circum.stances,  would  have  been  made 
prior  to  the  taxable  year  in  which  re¬ 
ceived  or  accrued.  For  the  purposes  of 
this  section,  the  term  “back  pay”  does 
not  include  remuneration  which  is 
deemed  to  be  constructively  received  in 
the  taxable  year  or  years  in  which  the 
services  were  performed,  remuneration 
paid  in  the  current  year  in  accordance 
with  the  usual  practice  or  custom  of  the 
employer  even  though  received  in  re¬ 
spect  of  services  performed  in  a  prior 
year  or  years,  additional  compensation 
for  past  services  where  there  was  no 
Prior  agreement  or  legal  obligation  to 
pay  such  additional  compensation,  or 
any  amount  which  is  not  includible  in 
gross  income  under  chapter  1  of  the 
Internal  Revenue  Code.  The  term  “back 
pay”  also  embraces  retroactive  wage  or 


salary  increases  received  or  accrued  in 
respect  of  services  performed  by  an  em¬ 
ployee  for  his  employer  in  a  prior  taxable 
year  which  have  been  oz-dered,  recom¬ 
mended,  or  approved  by  any  Federal  or 
State  agency  such  as,  but  not  limited 
to,  the  Wage  Stabilization  Board,  the 
Salary  Stabilization  Boaid,  and  boards 
authorized  by  the  Railway  Labor  Act 
(45  U.  S.  C.  151-188),  comparable  State 
organizations,  and  United  States  and 
State  courts;  payments  made  as  a  result 
of  alleged  violations  of  sections  6  and  7 
of  the  Pair  Labor  Standards  Act  of  1938 
(29  U,  S.  C.  206,  207),  and  made  I’etro- 
active  to  any  period  prior  to  the  taxable 
year;  and  payments  which  are  received 
or  accrued  during  the  taxable  year  aris¬ 
ing  out  of  an  alleged  violation  by  an  em¬ 
ployer  of  any  State  or  Federal  law  i*e- 
lating  to  labor  standards  or  practices, 
such  as  payments  received  to  effectuate 
the  policies  of  the  National  Labor  Rela¬ 
tions  Act  (29  U.  S.  C.  151-166) . 

(c)  An  individual  must  compute  his  net 
income  for  any  taxable  year  to  which 
back  pay  is  attributable,  even  though  he 
was  not  required  to  make  a  return  for 
such  year.  Thus,  all  amounts  properly 
includible  as  gross  income  for  any  tax¬ 
able  year  to  whiih  back  pay  is  attribut¬ 
able  must  be  included  in  the  computa¬ 
tion. 

(d)  For  the  purpose  of  determining 
under  section  107  (d)  the  particular  tax¬ 
able  year  or  years  to  which  the  back  pay 
is  atti'ibutable  and,  if  such  back  pay  is 
attributable  to  more  than  one  taxable 
year,  the  amount  thereof  which  is  at¬ 
tributable  to  each  of  such  taxable  yeai's, 
the  following  rules  will  be  applicable: 

( 1 )  Back  pay,  as  defined  under  section 
107  (d)  (2)  (A),  shall  be  deemed  to  be 
atti'ibutable  to  a  particular  taxable  year 
in  the  amount  and  to  the  extent  that 
it  would  have  been  paid  in  such  year  ex¬ 
cept  for  the  intei’vention  of  one  of  the 
events  described  in  section  107  (d)  (2) 
(A). 

(2)  Back  pay,  as  defined  under  section 
107  (d)  (2)  (B),  shall  be  deemed  to  be 
attributable  to  a  particular  taxable  year 
in  the  amount  and  to  the  extent  that  it 
would  have  been  paid  in  such  year  had 
the  wage  or  salary  increase  as  described 
in  section  107  (d)  (2)  (B)  been  actually 
put  into  effect  on  the  date  to  which  it  was 
first  made  retioactive. 

(3)  Back  pay,  as  defined  under  section 
107  (d)  (2)  (C),  shall  be  deemed  to  be 
attributable  to  a  particular  taxable  year 
in  the  amount  and  to  the  extent  that 
it  represents  payments  in  respect  of  the 
alleged  violation  described  in  section  107 
(d)  (2)  (C)  which  occurred  in  such 
year  or  which  continued  during  any  part 
of  such  year. 

(4)  In  those  cases  whei’e  a  computa¬ 
tion  has  been  made  by,  or  under  the  di¬ 
rection  of,  a  Federal  or  State  agency 
(including  any  Federal  or  State  court) 
under  which  the  back  pay  was  awarded, 
which  indicates  that  particular  portions 
of  such  back  pay  are  attributable  to  cer¬ 
tain  definite  periods  of  time,  such  com¬ 
putation  shall  be  accepted  as  the  appro¬ 
priate  apportionment  for  the  purposes  of 
this  section. 


(5)  Where  no  computation  has  been 
made  as  provided  in  subparagraph  (4) 
of  this  paragraph,  and  where  the  appor¬ 
tionment  cannot  be  accurately  made 
upon  consideration  of  all  the  attendant 
circumstances  in  accordance  with  the 
applicable  rule  prescribed  in  subpara¬ 
graph  (1),  (2),  or  (3)  of  this  paragraph, 
then  in  proper  cases  the  back  pay  shall 
be  apportioned  to  each  of  the  taxable 
yeai’s  within  which  fall  one  or  more 
calendar  months  included  within  the 
entire  period  for  which  such  back  pay 
has  been  paid,  as  if  such  back  pay  had 
been  received  or  accrued  in  equal  por¬ 
tions  in  each  of  such  calendar  months. 
For  the  purposes  of  this  section,  a  frac¬ 
tional  pai't  of  a  month  is  to  be  disre- 
gai’ded  unless  it  amounts  to  more  than 
half  a  month,  in  which  case  it  is  to  be 
considered  as  a  month. 

(e)  In  determining  whether  section 
107  (d)  is  applicable,  the  percentage 
which  the  back  pay  is  of  the  gro.ss  in¬ 
come  of  the  taxpayer  for  the  current 
taxable  year  must  be  ascertained.  It 
must  exceed  15  percent  of  such  gross 
income. 

(f )  The  amount  of  the  tax  attiibutable 
to  back  pay  is  the  difference  between 
the  tax  for  the  taxable  year  computed 
with  the  iiiclusion  of  such  back  pay  in 
gross  income  and  the  tax  for  such  tax¬ 
able  year  computed  without  including 
such  back  pay  in  such  gro.ss  income.  The 
amount  of  the  tax  attributable  to  back 
pay  in  each  taxable  year  is  the  difference 
between  the  tax  for  such  taxable  year 
computed  with  the  inclusion  in  gross 
income  of  the  portion  of  such  back  pay 
attributable  to  such  taxable  year  and 
the  tax  for  such  taxable  year  computed 
without  including  any  part  of  such  back 
pay  in  gross  income.  The  tax  for  the 
current  taxable  year  is  the  smaller  of  (1) 
the  tax  computed  with  the  inclusion  in 
gross  income  of  the  entire  back  pay  re¬ 
ceived  or  accrued  in  the  taxable  year,  or 
(2)  the  tax  computed  without  including 
any  such  back  pay  in  gross  income  for 
the  curi-ent  taxable  year,  plus  the  aggre¬ 
gate  of  the  increase  in  the  taxes  which 
w’ould  have  i-esulted  from  the  inclusion 
of  the  I'espective  portions  of  such  back 
pay  in  gz’oss  income  for  each  taxable 
year  to  which  each  such  portion  is  re¬ 
spectively  attributable. 

(g)  This  section  may  be  illustrated 
by  the  following  example  in  which  the 
taxpayer  makes  his  i*eturns  on  the  cash 
receipts  and  disbursements  basis,  and  in 
which  it  is  assumed  that  he  is  entitled 
to  use  and  uses  for  the  taxable  yeais 
1952,  1949,  and  1948,  the  alternative  tax 
provided  in  Supplement  T: 

Example.  In  1952,  a  single  individual  with 
no  dependents  who  makes  his  Income  tax 
returns  on  the  calendar  year  basis  receives 
$4,200,  which  amount  constitutes  his  ad¬ 
justed  gross  Income.  Of  this  amount,  $1,000 
constitutes  back  pay.  His  tax  for  the  calen¬ 
dar  year  1952  on  $4,200  would  be  $740.  On 
$3,200  ($4,200  minus  $1,000)  the  tax  would 
be  $518.  That  part  of  the  tax  for  1952  at¬ 
tributable  to  back  pay  is  therefore  $222  ($740 
minus  $518).  Of  the  back  pay,  $600  Is  at¬ 
tributable  to  the  year  1949.  During  such 
year  he  had  received  $1,700.  For  such  year 
the  amount  of  tax  on  $1,700  is  $156.  The 
amount  of  tax  which  he  would  have  paid  for 
such  year  had  he  included  in  gross  income 
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the  portion  of  back  pay  attributable  to  such 
year  would  be  $246.  The  Increase  in  the 
tax  for  such  year  would  be  $90  ($246  minus 
$156).  The  remainder  of  the  back  pay,  $400, 
Is  attributable  to  the  calendar  year  1948. 
During  such  year  he  had  received  $1,200. 
For  such  year  the  amount  of  tax  Is  $82  and 
the  amount  of  tax  which  he  would  have  paid 
for  such  year  had  he  included  In  gross  in¬ 
come  the  portion  of  back  pay  attributable 
to  such  year  would  be  $141.  Tlie  Increase 
In  the  tax  for  such  year  would  be  $59  ($141 
minus  $82).  The  aggregate  of  the  Increases 
of  taxes  for  the  calendar  years  1949  and  1948 
would  be  $149.  The  tax  for  the  calendar 
year  1952  Is  the  smaller  of  $518  plus  (1)  $222 
or  (2)  $149.  Since  $149  is  smaller  than  $222, 
the  tax  for  the  calendar  year  1952  is  $067 
($518  plus  $149). 

(h)  The  provisions  of  section  107  and 
of  this  section  shall  be  applied  without 
rejrard  to,  and  shall  not  affect,  the  tax  on 
self-employment  income  imposed  by  sec¬ 
tion  480. 

5  39.108  Statutory  provisions;  fiscal 
year  taxpayers. 

Sec.  108.  Fiscal  year  taxpayers,  (a)  to 
(h) ,  Inclusive.  •  •  •  [ applicable  only  to 

taxable  years  beginning  before  January  1, 
1952). 

(I)  Definition  of  calendar  month.  For  the 
purposes  of  this  section,  a  calendar  month 
only  part  of  which  falls  within  a  taxable 
year  (1)  shall  be  disregarded  if  less  than 
15  days  of  such  month  are  Included  in  such 
taxable  year,  and  (2)  shall  be  Included  as  a 
calendar  month  within  the  taxable  year  If 
more  than  14  days  of  such  month  fall  within 
the  taxable  year. 

(J)  Taxable  years  of  individuals  beginning 

in  1953  and  ending  in  1954.  In  the  case  of 
a  taxable  year  of  a  taxpayer,  other  than  a 
corporation,  beginning  before  January  1, 
1954.  and  ending  after  December  31,  1953,  the 
tax  imposed  by  sections  11  and  12.  section 
400,  or  section  421  (a)  (2),  shall  be  an 

amount  equal  to  the  sum  of — 

(1)  That  portion  of  a  tentative  tax,  com¬ 
puted  under  the  provisions  of  sections  11 
and  12,  section  400,  or  section  421  (a)  (2), 
applicable  to  years  beginning  on  January  1. 
1953,  which  the  number  of  calendar  months 
In  such  taxable  year  prior  to  January  1,  1954, 
bears  to  the  total  number  of  calendar  months 
In  such  taxable  year,  plus 

(2)  That  portion  of  a  tentative  tax,  com¬ 
puted  under  the  provisions  of  sections  11  and 
12,  section  400,  or  section  421  (a)  (2),  appli¬ 
cable  to  years  beginning  on  January  1,  1954, 
as  If  such  provisions  were  applicable  to  such 
taxable  year,  which  the  number  of  calendar 
months  In  such  taxable  year  after  Decem¬ 
ber  31,  1953,  bears  to  the  total  number  of 
calendar  months  in  such  taxable  year. 

(k)  Taxable  years  of  corporations  begin¬ 
ning  before  April  1,  1954,  and  ending  after 
March  31,  1954.  In  the  case  of  a  taxable 
year  of  a  corporation  beginning  before  April 
1,  1954,  and  ending  after  March  31,  1954,  the 
tax  Imposed  by  sections  13  and  15,  or  section 
421  (a)  (1),  shall  be  an  amount  equal  to  the 
sum  of — 

(l)  That  portion  of  a  tentative  tax,  com¬ 
puted  under  the  provisions  of  sections  13 
and  15.  or  section  421  (a)  (1),  applicable  to 
years  beginning  on  January  1,  1953,  which 
the  number  of  daj's  in  such  taxable  year 
prior  to  April  1,  1954,  bears  to  the  total  num¬ 
ber  of  days  in  such  taxable  year,  plus 

(2)  That  portion  of  a  tentative  tax,  com¬ 
puted  under  the  provisions  of  sections  13 
and  15,  or  section  421  (a)  (1),  applicable  to 
years  beginning  on  April  1,  1954.  as  If  such 
provisions  were  applicable  to  such  taxable 
year,  which  the  number  of  days  in  such  tax¬ 
able  year  after  March  31,  1954,  bears  to  the 
total  number  of  days  in  such  taxable  year. 


(1)  Special  classes  of  taxpayers.  This  sec¬ 
tion  shall  not  apply  to  an  Insurance  com¬ 
pany  subject  to  Supplement  G  or  an  invest¬ 
ment  company  subject  to  Supplement  Q. 

[Sec.  108  as  added  by  sec.  140  (a).  Rev.  Act 
1942;  amended  by  sec.  108,  Rev.  Act  1943; 
sec.  131  (a);  Rev.  Act  1945;  sec.  601,  Rev.  Act 
1948;  sec.  131  (a).  Rev.  Act.  1950;  sec.  203, 
Excess  Profits  Tax  Act  1950;  sec.  131  (a), 
(c)  (2).  Rev.  Act  19511 

§  39.108-1  Computation  of  tax  of  in~ 
dividuals  for  taxable  years  beginning  in 
1953  and  ending  in  1954 — (a)  General 
rule.  For  a  taxable  year  beginning  in 
1953  and  ending  in  1954,  the  normal  tax,_ 
surtax,  optional  tax,  and  Supplement  U 
normal  tax  and  surtax,  imposed  by  sec¬ 
tions  11,  12,  400,  and  421  (a)  (2)  upon 
taxpayers  other  than  corporations,  shall 
be  computed  under  section  108  (j) .  The 
tax  shall  be  an  amount  equal  to  the  sum 
of: 

(1)  That  portion  of  a  tentative  tax 
under  section  108  (j)  (1),  computed 
under  the  provisions  of  sections  11  and 
12,  section  400,  or  section  421  (a)  (2), 
applicable  to  taxable  years  beginning  on 
January  1,  1953,  which  the  numoer  of 
calendar  months  before  January  1,  1954, 
in  the  taxable  year  of  the  taxpayer  bears 
to  the  total  number  of'calendar  months 
in  such  taxable  year,  and 

(2)  That  portion  of  a  tentative  tax 
under  section  108  (j)  (2),  computed  un¬ 
der  the  provisions  of  sections  11  and  12, 
section  400,  or  section  421  (a)  (2),  ap¬ 
plicable  to  taxable  years  beginning  on 
January  1,  1954,  which  the  number  of 
calendar  months  after  December  31, 
1953,  in  the  taxable  year  of  the  taxpayer 
bears  to  the  total  number  of  calendar 
months  in  such  taxable  year. 

For  the  purpose  of  section  108  (j)  and 
this  section,  a  calendar  month  only  part 
of  which  falls  within  the  taxable  year 
(1)  shall  be  disregarded  if  less  than  15 
days  of  such  month  are  included  in  such 
taxable  year,  and  (2)  shall  be  included 
as  a  calendar  month  within  the  taxable 
year  if  more  than  14  days  of  such  month 
fall  within  the  taxable  year. 

(b)  Estates,  trusts,  and  nonresident 
alien  individuals.  The  provisions  of 
section  108  (j)  apply  to  estates,  trusts, 
and  noniesident  alien  individuals  sub¬ 
ject  to  tax  under  sections  11  and  12  and 
to  trusts  described  in  section  421  (b)  (2) 
which  are  subject  to  tax  under  section 
421  (a)  (2). 

(c)  Short  taxable  years.  The  provi¬ 
sions  of  section  108  (j)  apply  to  a  tax¬ 
able  year  beginning  in  1953  and  ending 
in  1954,  whether  or  not  such  taxable 
year  is  one  of  less  than  12  months.  In 
the  case  of  a  taxpayer  who  is  subject  to 
the  provisions  of  section  108  (j)  and  who 
because  of  a  change  in  accounting  period 
has  a  taxable  year  of  less  than  12 
months,  the  net  income  shall  be  placed 
on  an  annual  basis  under  the  provisions 
of  section  47  (c)  (1)  for  the  purpose  of 
both  tentative  tax  computations  under 
section  108  (j),  or  shall  be  computed 
under  the  exception  in  section  47  (c)  (2) 
for  the  purpose  of  both  such  tentative 
tax  computations.  Regardless  of  the 
method  adopted,  the  amounts  of  the  ten¬ 
tative  normal  tax  and  surtax  so  com¬ 
puted  upon  the  basis  of  12  months’  in¬ 


come  shall  be  properly  reduced  under 
section  47  (c)  in  order  to  determine  the 
tentative  taxes  under  section  108  (j). 
However,  in  the  case  of  a  taxpayer  who 
is  subject  to  the  provisions  cf  section  108 
(j)  and  who  because  of  any  reason  other 
than  a  change  in  accounting  period  has 
a  taxable  year  of  less  than  12  months, 
the  net  income  shall  not  be  placed  on  an 
annual  basis  under  section  47  (c)  (1)  and 
shall  not  be  computed  under  the  excep¬ 
tion  in  section  47  (c)  (2). 

(d)  Alternative  tax  under  section  117 
(c).  In  any  case  in  which  a  taxpayer 
subject  to  the  provisions  of  section  108 
(j)  has  an  excess  of  net  long-term  capi¬ 
tal  gains  over  net  short-term  capital 
losses,  the  alternative  tax  under  section 
117  (c)  shall  be  an  amount  equal  to  the 
sum  of  the  proper  portions  of  the  tenta¬ 
tive  taxes  determined  under  section  108 
(j),  by  computing  each  such  tentative 
tax  pursuant  to  the  alternative  tax  com¬ 
putation  provided  in  section  117  (c),  re¬ 
gardless  of  whether  either  tentative  tax 
so  computed  on  the  alternative  basis  is 
larger  or  smaller  than  the  tentative  tax 
computed  without  regard  to  section 
117  (c). 

(e)  Certain  joint  returns.  If  a  joint 
return  of  a  husband  and  wife  is  filed 
under  the  provisions  of  section  51  (b) 

(3),  if  the  husband  and  w'ife  have  dif¬ 
ferent  taxable  years  solely  because  of  the 
death  of  either  spouse,  and  if  the  tax¬ 
able  year  of  the  surviving  spouse  covered 
by  such  joint  return  is  a  period  which 
begins  in  1953  and  ends  in  1954,  the  num¬ 
ber  of  calendar  months  to  be  taken  into 
account  for  the  purpose  of  computing  the 
portions  of  the  tentative  tax  under  sec¬ 
tion  108  (j)  (1)  and  (2)  shall  be  the 
number  of  calendar  months  before  Jan¬ 
uary  1,  1954,  in  the  taxable  year  of  the 
surviving  spouse,  the  number  of  calen¬ 
dar  months  after  December  31,  1953,  in 
the  taxable  year  of  the  surviving  spouse, 
and  the  total  number  of  calendar  months 
in  the  taxable  year  of  the  surviving 
spouse. 

(f )  Credits  against  tax.  In  the  case  of 
a  taxpayer  subject  to  the  provisions  of 
section  108  (j),  any  credit  against  the 
tax  otherwise  imposed  by  sections  11, 12, 
400,  and  421  (a)  (2),  such  as  the  credit 
for  taxes  paid  to  a  foreign  country  or 
possession  of  the  United  States  under 
section  131,  shall  be  deducted  from,  and 
any  limitation  in  such  credit  shall  be 
based  upon,  the  tax  computed  under  sec¬ 
tion  108  (j).  However,  in  those  in¬ 
stances  in  which  an  individual  taxpayer 
computes  a  tentative  tax  under  section 
108  (j)  by  taking  into  account  the  op¬ 
tional  standard  deduction  under  section 
23  (aa),  the  following  credits  shall  not 
be  allowed:  All  credits  under  section  131 
w'ith  respect  to  taxes  of  foreign  countries 
and  possessions,  and  all  credits  with  re¬ 
spect  to  taxes  withheld  at  the  source 
under  section  143  (a) ,  relating  to  inter¬ 
est  on  tax-free  covenant  bonds. 

§  39.108-2  Computa  tion  of  tax  of  cor¬ 
porations  for  taxable  years  beginning 
before  April  1,  1954,  and  ending  after 
March  31,  1954 — (a)  General  rule.  For 
a  taxable  year  beginning  before  April  1. 
1954,  and  ending  after  March  31.  195* 
(including  the  calendar  year  1954),  the 
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normal  tax,  surtax,  and  Supplement  U 
normal  tax  and  surtax  imposed  by  sec¬ 
tions  13,  15,  and  421  (a)  (1)  upon  cor¬ 
porations  shall  be  computed  under  sec¬ 
tion  108  (k).  The  ta”  shall  be  an 
amount  equal  to  the  sum  of; 

(1)  That  portion  of  a  tentative  tax 
under  section  108  (k)  (1),  computed  un¬ 
der  the  provisions  of  sections  13  (b)  (2) 
and  15  (b),  or  section  421  (a)  (1),  ap¬ 
plicable  to  taxable  years  beginning  on 
January  1,  1953,  which  the  number  of 
days  before  April  1,  1954,  in  the  taxable 
year  of  the  taxpayer  bears  to  the  total 
number  of  days  in  such  taxable  year,  and 

(2)  That  portion  of  a  tentative  tax 
under  section  108  (k)  (2),  computed 
under  the  provisions  of  sections  13  (b) 

(3)  and  15  (b),  or  section  421  (a)  (1), 
applicable  to  taxable  years  beginning  on 
April  1,  1954,  which  the  number  of  days 
after  March  31,  1954,  in  the  taxable  year 
of  the  taxpayer  bears  to  the  total  num¬ 
ber  of  days  in  such  taxable  year. 

The  tentative  normal  taxes  under  sec¬ 
tion  108  (k)  (1)  and  (2)  of  a  corpora¬ 
tion  are  computed  at  the  rates  of  30 
percent  and  25  percent,  respectively, 
upon  its  normal- tax  net  income  or  upon 
its  Supplement  U  net  income,  in  the  case 
of  a  corporation  subject  to  tax  under 
Supplement  U.  The  tentative  surtaxes 
under  section  108  (k)  (1)  and  (2)  of  a 
corporation  are  computed  upon  its  cor¬ 
poration  surtax  net  income  or  Supple¬ 
ment  U  net  income,  as  the  case  may  be, 
in  excess  of  $25,000  at  the  rate  of  22  per¬ 
cent.  See,  however,  section  15  (c)  and 
5  39.15-2  as  to  the  circumstances  under 
which  the  $25,000  exemption  from  surtax 
may  be  disallowed,  in  whole  or  in  part, 
in  the  computation  under  section  108 
(k)  (1)  of  the  tentative  surtax  under 
section  15  for  a  taxable  year  beginning 
before  July  1,  1953, 

(b)  Computation  of  normal-tax  net  in¬ 
tome  and  corporation  surtax  net  income 
m  special  cases — (1)  In  general.  In 
computing  the  tentative  taxes  under  sec¬ 
tion  108  (k)  (1)  and  (2),  the  amount 
of  the  net  income  and  the  amount  of 
the  adjusted  net  income  of  the  corpora¬ 
tion  are  not  recomputed  and  remain 
unchanged.  However,  the  credits  pro¬ 
vided  in  section  26  (b),  (h),  and  (i) 
may  differ  in  computing  the  several  ten¬ 
tative  taxes.  Thus,  in  the  case  of  a 
Western  Hemisphere  trade  corporation, 
or  a  public  utility  corporation  which  has 
paid  dividends  on  its  preferred  stock 
with  respect  to  which  the  credit  for  divi¬ 
dends  paid  provided  in  section  26  (h) 
is  allowable,  or  any  corporation  which 
has  received  dividends  on  the  preferred 
stock  of  a  domestic  public  utility  cor¬ 
poration  with  respect  to  which  the  credit 
provided  in  section  26  (h)  is  allowable 
^  the  distributing  corporation,  the 
amount  of  the  normal-tax  net  income 
and  the  amount  of  the  corporation  sur¬ 
tax  net  income  for  the  first  tentative  tax 
^^mputation  differ  from  such  amounts 
tor  the  second  tentative  tax  computation. 
Seo  subparagraphs  (2),  (3),  and  (4)  of 
this  paragraph. 
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(2)  Western  Hemisphere  trade  corpo¬ 
rations.  In  the  case  of  a  Western 
Hemisphere  trade  corporation,  its  nor¬ 
mal-tax  net  income  and  corporation  sur¬ 
tax  net  income  are  determined,  for  the 
purpose  of  the  tentative  tax  computation 
under  section  108  (k)  (1),  with  the  al¬ 
lowance  of  the  27-percent  credit  provided 
in  section  26  (i)  applicable  to  a  taxable 
year  beginning  on  January  1,  1953,  and, 
for  the  purpose  of  the  tentative  tax  com¬ 
putation  under  section  108  (k)  (2),  with 
the  allowance  of  the  30-percent  credit 
provided  in  section  26  (i)  applicable  to 
a  taxable  year  beginning  on  April  1,  1954. 

(3)  Public  utilities  paying  dividends 
on  preferred  stock.  In  the  case  of  a 
public  utility  corporation  which  has  paid 
dividends  on  its  preferred  stock  with  re¬ 
spect  to  which  the  credit  for  dividends 
paid  provided  in  section  26  (h)  is  allow¬ 
able,  its  normal-tax  net  income  and  cor¬ 
poration  surtax  net  income  are  deter¬ 
mined,  for  the  purpose  of  the  tentative 
tax  computation  under  section  108  (k) 
(1),  with  the  allowance  of  the  27-per¬ 
cent  credit  provided  in  section  26  (h) 
applicable  to  a  taxable  year  beginning  on 
January  1,  1953,  and,  for  the  purpose  of 
the  tentative  tax  computation  under 
section  108  (k)  (2),  with  the  allowance 
of  the  30-percent  credit  provided  in  sec¬ 
tion  26  (h)  applicable  to  a  taxable  year 
beginning  on  April  1,  1954. 

(4)  Corporations  receiving  dividends 
on  preferred  stock  of  public  utility.  In 
the  case  of  any  corporation  which  has 
received  dividends  on  the  preferred  stock 
of  a  domestic  public  utility  corporation 
with  respect  to  which  the  credit  provided 
in  section  26  (h)  is  allowable  to  the  dis¬ 
tributing  corporation,  its  normal-tax  net 
income  and  corporation  surtax  net  in¬ 
come  are  determined,  for  the  purpose 
of  the  tentative  tax  computation  under 
section  108  (k)  (1).  with  the  allowance 
of  the  62-percent  credit  provided  in  sec¬ 
tion  26  (b)  (2)  with  respect  to  such 
dividends  received,  and,  for  the  purpose 
of  the  tentative  tax  computation  under 
section  108  (k)  (2),  with  the  allowance 
of  the  59 -percent  credit  provided  in  sec¬ 
tion  26  (b)  (2)  with  respect  to  such 
dividends  received. 

(c)  Classes  of  corporations  excluded 
from  operation  of  section  108  (k).  The 
provisions  of  section  108  (k)  do  not  ap¬ 
ply  to  an  insurance  company  subject  to 
Supplement  G,  a  regulated  investment 
company  subject  to  Supplement  Q.  or  a 
foreign  corporation  not  engaged  in  trade 
or  business  within  the  United  States 
other  than  such  a  corporation  subject 
to  Supplement  U. 

(d)  Short  taxable  years.  The  provi¬ 

sions  of  section  108  (k)  apply  to  a  tax¬ 
able  year  beginning  before  April  1,  1954, 
and  ending  after  March  31,  1954, 

whether  or  not  such  taxable  year  is  one 
of  less  than  12  months.  In  the  case  of 
a  taxpayer  which  is  subject  to  the  pro¬ 
visions  of  section  108  (k)  and  which  be¬ 
cause  of  a  change  in  accounting  period 
has  a  taxable  year  of  less  than  12 
months,  the  net  income  shall  be  placed 
on  an  annual  basis  under  the  provisions 


of  section  47  (c)  (1)  for  the  purpo.se  of 
both  tentative  tax  computations  under 
section  108  (k),  or  shall  be  computed 
under  the  exception  in  section  47  (c) 
(2)  for  the  purpose  of  both  such  tenta¬ 
tive  tax  computations.  Regardless  of 
the  method  adopted,  the  amounts  of  the 
tentative  normal  tax  and  surtax  so  com¬ 
puted  upon  the  basis  of  12  months’  in¬ 
come  shall  be  properly  reduced  under 
section  47  (c)  in  order  to  determine  the 
tentative  taxes  under  section  108  (k). 
However,  in  the  case  of  a  taxpayer 
which  is  subject  to  the  provisions  of 
section  108  (k)  and  which  becau.se  of 
any  reason  other  than  a  change  in  ac¬ 
counting  period  has  a  taxable  year  of 
less  than  12  months,  the  net  income 
for  the  purpose  of  section  108  (k)  shall 
not  be  placed  on  an  annual  basis  under 
section  47  (c)  (1)  and  shall  not  be 
computed  under  the  exception  in  sec¬ 
tion  47  (c)  (2). 

(e)  Alternative  tax  under  section  117 
(c).  In  any  case  in  which  a  taxpayer 
subject  to  the  provisions  of  section  108 
(k)  has  an  excess  of  net  long-term  capi¬ 
tal  gains  over  net  short-term  capital 
losses,  the  alternative  tax  under  section 
117  (c)  shall  be  an  amount  equal  to  the 
sum  of  the  proper  portions  of  the  ten¬ 
tative  taxes  determined  under  section 
108  (k),  by  computing  each  such  tenta¬ 
tive  tax  pursuant  to  the  alternative  tax 
computation  provided  in  section  117 
(c),  regardless  of  whether  either  tenta¬ 
tive  tax  so  computed  on  the  alternative 
basis  is  larger  or  smaller  than  the  ten¬ 
tative  tax  computed  without  regard  to 
section  117  (c). 

(f)  Credits  against  tax.  In  the  case 
of  a  taxpayer  subject  to  the  provisions 
of  section  108  (k).  any  credit  against 
the  tax  otherwise  imposed  by  sections  13, 
15,  and  421  (a)  (1),  such  as  the  credit 
for  taxes  paid  to  a  foreign  country  or 
possession  of  the  United  States  under 
section  131,  shall  be  deducted  from,  and 
any  limitation  in  such  credit  shall  be 
based  upon,  the  tax  computed  under  sec¬ 
tion  108  (k). 

(g)  Example.  This  section  may  be 
Illustrated  by  the  following  example: 

Example.  The  A  Corporation,  a  domestic 
corporation  (which  Is  neither  a  public  util¬ 
ity  referred  to  in  section  26  (h)  nor  a  West¬ 
ern  Hemisphere  trade  corporation  referred 
to  in  section  26  (1),  and  which  is  not  sub¬ 
ject  to  tax  under  Supplement  U) ,  makes  Its 
income  tax  returns  on  the  basis  of  the  cal¬ 
endar  year.  For  the  calendar  year  1954,  the 
A  Corporation  has  net  Income  of  $100,000, 
which  does  not  Include  any  Interest  on 
United  States  obligations  or  dividends  on 
stock  of  foreign  corporations.  The  net  in¬ 
come  includes  cash  dividends  received  from 
a  domestic  corporation  other  than  a  public 
utility  (allowable  as  a  credit  under  section 
26  (b)  (1))  in  the  amount  of  $10,000,  and 
cash  dividends  received  from  a  domestic 
public  utility  corporation  o*»  its  preferred 
stock  (with  respect  to  which  a  credit  is 
allowable  to  the  public  utility  under  sec¬ 
tion  26  (h))  in  the  amount  of  $5,000.  The 
normal  tax  and  surtax  of  the  A  Corporation 
for  the  calendar  year  1954  are  $23,218.12  and 
$13,972.86,  respectively,  computed  as  follows: 
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RULES  AND  REGULATIONS 


(1)  Computation  of  tentative  taxes  provided  in  section  108  (fc)  (I) 


NORMAL  TAX  AND  SURTAX 

1.  Net  lncome_«___ _ _ _ _ _ $100,000.00 

2.  Less  credit  under  section  26  (to)  (1)  for  dividends  received  from 

domestic  corporation  other  than  dividends  with  respect  to  • 
which  credit  is  allowable  under  section  26  (h)  (85  percent  of 
$10,000)  _ $8,500.00 

3.  Less  credit  under  section  26  (to)  (2)  for  dividends  received  with 

respect  to  which  credit  is  allowable  under  section  26  (h)  (62 

percent  of  $5,000) _  3,100.00 

-  11,600.00 


4.  Normal-tax  net  Income  and  corporation  surtax  net  Income - - — — — —  88,  400. 00 


5.  Normal  tax  (30  percent  of  item  4> _  26,520.00 

6.  Surtax  (22  percent  of  $63,400,  the  excess  of  $88,400  over  $25,000) -  13,948.00 

(2)  Computation  of  tentative  taxes  provided  in  section  108  (k)  (2) 

NORMAL  TAX  AND  SURTAX 

7.  Net  Income _ $1C0,  000.  00 

8.  Less  credit  under  section  26  (to)  (1)  (85  percent  of  $10,000) _ $8,500.00 

0.  Less  credit  under  section  26  (to)  (2)  (59  percent  of  $5,000) _  2,950.00 

-  11,450.00 


10.  N(M‘mal-tax  net  income  and  corporation  surtax  net  income _  88,  550.00 


11.  Normal  tax  (25  percent  of  Item  10) _  22,137.50 

12.  Surtax  (22  percent  of  $63,550,  the  excess  of  $88,550  over  $25,030) _  13,981.00 

(3)  Computation  of  normal  tax  and  surtax  for  calendar  year  1954. 

13.  Number  of  days  In  taxable  year  before  Apr.  1,  1954 _  90 

14.  Number  of  days  In  taxable  year  after  March  31,  1954 _  275 


15.  Total  number  of  days  In  taxable  year _  365 


NORMAL  TAX 

16.  Tentative  normal  tax  computed  in  (1) _ _  $26,520.00 

17.  90/365ths  of  $26.520 _  $6.  539.  18 

18.  Tentative  ncn-mal  tax  computed  In  (2) _  22,137.50 

19.  275/365ths  of  $22.137.50 _  16.678.94 


20.  Total  normal  tax _  23, 218.  12 


SURTAX 

21.  Tentative  surtax  computed  In  (1) _ $13,948.00 

22.  90/365ths  of  $13.948 _  3,  439.  23 

23.  Tentative  surtax  computed  In  (2) _  13,981.00 

24.  275/365th8  of  $13,981 _  10,533.63 


25.  Total  surtax - - - - - -  13,  972.  86 


§  39.109  Statutory  provisions;  Western 
Hemisphere  trade  corporations. 

SBC.  109  Western  Hemisphere  trade  cor¬ 
porations.  For  the  purposes  of  this  chapter, 
the  term  “western  hemisphere  trade  cor¬ 
poration”  means  a  domestic  corporation  all 
of  whose  business  is  done  in  any  country  or 
countries  in  North,  Central,  or  South  Amer¬ 
ica,  or  in  the  West  Indies,  or  in  Newfound¬ 
land  and  which  satisfies  the  following  con¬ 
ditions  : 

(a)  If  95  per  centum  or  more  of  the  gross 
Income  of  such  domestic  corporation  for  the 
three-year  period  immediately  preceding  the 
close  of  the  taxable  year  (or  for  such  part  of 
such  period  during  which  the  corporation 
was  In  existence)  was  derived  from  sources 
other  than  sources  within  the  United  States; 
and 

(b)  If  90  per  centum  or  more  of  Its  gross 
Income  for  such  period  or  such  part  there¬ 
of  was  derived  from  the  active  conduct  of  a 
trade  or  business. 

(Sec.  109  as  added  by  sec.  141,  Rev.  Act.  1942] 

§  39*109-1  Western  Hemisphere  trade 
coronations,  (a)  The  term  “Western 
Hemi.sphere  trade  corporation”  for  the 
purposes  of  chapter  1  of  the  Internal 
Revenue  Code  means  a  domestic  corpora¬ 
tion  which  meets  the  following  tests: 

(1)  Its  entire  business  must  be  carried 
on  within  the  geographical  limits  of 


North.  Central,  or  South  America,  or  in 
the  West  Indies,  or  in  Newfoundland; 
and 

(2)  95  percent  or  more  of  its  gross 
income  for  the  3-year  period  immedi¬ 
ately  preceding  the  close  of  the  taxable 
year  (or  for  such  part  of  such  period 
during  which  the  corporation  was  in 
existence)  must  be  derived  from  sources 
without  the  United  States;  and 

(3)  90  percent  or  more  of  its  gross 
income  for  such  period  or  such  part 
the:  x)f  must  be  derived  from  the  active 
conduct  of  a  trade  or  business. 

A  domestic  corporation  is  not  excluded 
from  the  definition  merely  because,  inci¬ 
dent  to  the  conduct  of  its  trade  or  busi¬ 
ness,  it  retains  title  in  goods  to  insure 
payment  for  such  goods  shipped  to  a 
country  outside  the  geographical  areas 
enumerated  in  section  109. 

(b)  A  corporation  which  claims  to 
qualify  as  a  Western  Hemisphere  trade 
corporation  shall  attach  to  its  income 
tax  return  a  statement  showing  that  its 
entire  business  is  done  in  one  or  more  of 
the  designated  countries,  and  for  the 
three-year  period  immediately  preced¬ 
ing  the  close  of  the  taxable  year  (or  for 
such  part  thereof  during  which  the  cor¬ 


poration  was  in  existence)  (1)  its  total 
gross  income  from  all  sources.  (2)  the 
amount  thereof  derived  from  the  active 
conduct  of  a  trade  or  business.  (3)  a  de¬ 
scription  of  such  trade  or  busine.ss  and 
the  facts  upon  which  the  corporation  re¬ 
lies  to  establish  that  such  trade  or  busi¬ 
ness  was  actively  conducted  by  it.  and 
(4)  the  amount  of  its  gross  income,  if 
any,  from  sources  within  the  United 
States.  The  gross  income  from  sources 
without  the  United  States  and  within  the 
United  States  shall  be  determined  as  pro¬ 
vided  in  section  119  and  the  regulations 
prescribed  thereunder. 

§  39.110  Statutory  provisions :  mutual 
savings  banks  conducting  life  insurance 
business. 

SBC.  110.  Mutual  savings  banks  conducting 
life  insurance  business. — (a)  Alternative  tax. 
In  the  case  of  a  mutual  savings  bank  not 
having  capital  stock  represented  by  shares, 
authorized  under  State  law  to  engage  In  the 
business  of  issuing  life  Insurance  contracts, 
and  which  conducts  a  life  insurance  bu«l- 
ness  In  a  separate  department  the  accounts 
of  which  are  maintained  separately  from  the 
other  accounts  of  the  mutual  savings  bank, 
there  shall  be  levied,  collected,  and  paid.  In 
lieu  of  the  taxes  Imposed  by  sections  13  and 
15.  or  section  117  (c)  (1).  a  tax  consisting  of 
the  sum  of  the  partial  taxes  determined 
under  paragraphs  (1)  and  (2): 

(1)  A  partial  tax  computed  upon  the  net 
Income  determined  without  regard  to  any 
Items  of  gress  Income  or  deductions  prop¬ 
erly  allocable  to  the  business  of  the  life 
Insurance  department,  at  the  rates  and  in 
the  manner  as  If  this  section  has  not  been 
enacted;  and 

(2)  a  partial  tax  computed  upon  the  net 
Income  (as  defined  In  section  201  (c)  (7))  of 
the  life  insurance  department  determined 
without  regard  to  any  Item  of  gross  income 
or  deductions  not  properly  allocable  to  such 
department,  at  the  rates  and  In  the  manner 
provided  In  Supplement  G  with  respect  to 
life  insurance  companies. 

(b)  Limitations  of  section.  The  provi¬ 
sions  of  subsection  (a)  shall  be  applicable 
only  If  the  life  Insurance  department  would, 
If  It  were  treated  as  a  separate  corporation, 
qualify  as  a  life  Insurance  company  under 
section  201  (b). 

(Sec.  110  as  added  by  sec.  346  (a).  Rev.  Act 
1951] 

§  39.110-1  Mutual  savings  batiks  con¬ 
ducting  life  insuranc.  business— 
Scope  of  application.  Section  110  is  ap¬ 
plicable  in  the  case  of  a  mutual  savings 
bank  not  having  capital  stock  repre¬ 
sented  by  shares  which  conducts  a  We 
insurance  busine.ss,  if : 

(1)  The  conduct  of  the  life  insurance 
business  is  authorized  under  State  law. 

(2)  The  life  insurance  business  is  car¬ 
ried  on  in  a  separate  department  of  the 
bank, 

(3)  The  books  of  account  of  the  We 
insurance  business  are  maintained  sepa¬ 
rately  from  other  departments  of  the 
bank,  and 

(4)  The  life  insurance  department  of 
the  bank,  were  it  separately  incorpo¬ 
rated,  would  qualify  as  a  life  iasurance 
company  under  section  201  (b). 

(b)  Computation  of  tax.  In  the  case 
oi  a  mutual  savings  bank  connucting  a 
life  insurance  business  to  w'hich  sectlo® 
110  is  appli*.able.  the  tax  upon  such  bani 
consists  of  the  sum  of  the  following: 
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(1)  A  partial  tax  computed  under  sec¬ 
tions  13  and  15  upon  the  net  income  of 
the  bank  determined  without  regard  to 
any  items  of  income  or  deduction  prop¬ 
erly  a’locable  to  the  life  insurance 
department. 

(2)  A  partial  tax  upon  the  net  income 
of  the  life  insurance  department  deter¬ 
mined  without  regard  to  any  items  of 
income  or  deduction  not  properly  alloca¬ 
ble  to  such  department  at  the  rates  and 
in  the  manner  provided  in  Supplement  G 
with  respect  to  life  insurance  com¬ 
panies. 

StJPPLEMENT  B - COMPUTATION  OF  NET 

INCOME 

5  39.111  Statutory  provisions;  deter¬ 
mination  of  amount  of,  and  recognition 
of,  gain  or  loss. 

Sec.  111.  Determination  of  amount  of.  and 
recognition  of.  gain  or  loss — (a)  Computa¬ 
tion  of  gain  or  loss.  The  gain  from  the  sale 
or  other  disposition  of  property  shall  be  the 
excess  of  the  amount  realized  therefrom  over 
the  adjusted  basis  provided  in  section  113 

(b)  for  determining  gain,  and  the  loss  shall 
be  the  excess  of  the  adjusted  basis  provided 
In  such  section  for  determining  loss  over 
the  amount  realized. 

(b)  Amount  realized.  The  amount  real¬ 
ized  from  the  sale  or  other  disposition  of 
property  shall  be  the  sum  of  any  money 
received  plus  the  fair  market  value  of  the 
property  (other  than  money)  received. 

(c)  Recognition  of  gain  or  loss.  In  the 
case  of  a  sale  or  exchange,  the  extent  to  which 
the  gain  or  loss  determined  under  this  sec¬ 
tion  shall  be  recognized  for  the  purposes  of 
this  chapter,  shall  be  determined  under  the 
provisions  of  section  112. 

(d)  Installment  sales.  Nothing  in  this 
section  shall  be  construed  to  prevent  (in  the 
case  of  property  sold  under  contract  provid¬ 
ing  for  payment  in  Installments)  the  taxa¬ 
tion  of  that  portion  of  any  installment  pay¬ 
ment  representing  gain  or  profit  in  the  year 
in  which  such  payment  is  received. 

§39.111-1  Computation  of  gain  or 
loss,  (a)  Except  as  otherwise  provided, 
the  Internal  Revenue  Code  regards  as  in¬ 
come  or  as  loss  sustained,  the  gain  or  loss 
realized  from  the  conversion  of  property 
into  cash,  or  from  the  exchange  of  prop¬ 
erty  for  other  property  differing  mate¬ 
rially  either  in  kind  or  in  extent.  -The 
amount  realized  from  a  sale  or  other 
disposition  of  property  is  the  sum  of 
any  money  received  plus  the  fair  mar¬ 
ket  value  of  any  property  which  is 
received.  The  fair  market  value  of 
property  is  a  question  of  fact,  but  only 
in  rare  and  extraordinary  cases  will 
property  be  considered  to  have  no  fair 
market  value.  The  general  method  of 
computing  such  gain  or  loss  is  prescribed 
by  section  111,  which  contemplates  that 
from  the  amount  realized  upon  the  sale 
or  exchange  there  shall  be  withdrawn 
a  sufficient  to  restore  the  adjusted 
basis  prescribed  by  section  113  (b)  and 
5539.113  (b)  (1)-1  to  39.113  (b)  (4)-l, 
inclusive  (i.  e.,  the  cost  or  other  basis 
provided  by  section  113  (a),  adjusted  for 
receipts,  expenditures,  losses,  allowances, 
and  other  items  chargeable  against  and 
^Plicable  to  such  cost  or  other  basis). 
The  amount  which  remains  after  the  ad¬ 
justed  basis  has  been  restored  to  the  tax- 
Wyer  constitutes  the  realized  gain.  If 
bhe  amount  realized  upon  the  sale  or  ex¬ 
change  is  insufficient  to  restore  to  the 


taxpayer  the  adjusted  basis  of  the  prop¬ 
erty,  a  loss  is  sustained  in  the  amount  of 
the  insufficiency.  The  basis  may  be  dif¬ 
ferent  depending  upon  whether  gain  or 
loss  is  being  computed, 

(b)  (1)  Even  though  property  Is  not 
sold  or  otherwise  disposed  of,  gain  is 
realized  if  the  sum  of  all  the  amounts 
received  which  are  required  by  section 
113  (b)  to  be  applied  against  the  basis 
of  the  property  exceeds  such  basis.  Ex¬ 
cept  as  otherwise  provided  in  section 
115  (b)  with  respect  to  distributions  out 
of  increase  in  value  of  property  accrued 
prior  to  March  1,  1913,  such  gain  is  in¬ 
cludible  in  gross  income  under  section  22 
(a)  as  “gains  or  profits  and  income  de¬ 
rived  from  any  source  whatever.”  See 
§  39.115  (d)-l.  On  the  other  hand,  a  loss 
is  not  ordinarily  sustained  prior  to  the 
sale  or  other  disposition  of  the  property, 
for  the  reason  that  until  such  sale  or 
other  disposition  occurs  there  remains 
the  possibility  that  the  taxpayer  may 
recover  or  recoup  the  adjusted  basis  of 
the  property.  Until  some  identifiable 
event  fixes  the  actual  sustaining  of  a  loss 
and  the  amount  thereof  the  Internal 
Revenue  Code  takes  no  account  of  it. 

(2)  The  provisions  of  subparagraph 
(1)  of  this  paragraph  may  be  illustrated 
by  the  following  example: 

Example.  A  pvirchased  certain  shares  of 
stock  subsequent  to  February  28.  1913,  for 
$10,000.  On  January  1,  1952,  A’s  adjusted 
basis  for  the  stock  had  been  reduced  to 
$1,000,  by  reason  of  receipts  and  distributions 
described  in  section  113  (b)  (1)  (A)  and  (D). 
He  received  in  1952  a  further  distribution 
of  $5,000,  being  a  distribution  described  in 
section  113  (b)  (1)  (D)  other  than  a  dis¬ 
tribution  out  of  increase  of  value  of  property 
accrued  prior  to  March  1,  1913.  This  dis¬ 
tribution  applied  against  the  adjusted  basis 
as  required  by  section  113  (b)  (1)  (D)  ex¬ 
ceeds  that  basis  by  $4,000.  The  amount  of 
the  excess,  namely,  $4,000,  is  a  gain  realized 
by  A  in  1952  includible,  as  a  gain  from  the 
stock,  in  gross  income  in  his  return  for  that 
calendar  year.  In  computing  gain,  from  the 
stock,  as  in  adjusting  basis,  no  distinction 
is  made  between  items  of  receipts  or  dis¬ 
tributions  described  in  section  113  (b).  If 
A  sells  the  stock  in  1953  for  $5,000,  he  real¬ 
izes  in  1953  a  gain  of  $5,000,  since  the  ad¬ 
justed  basis  of  the  stock  for  the  purpose  of 
computing  gain  or  loss  from  the  sale  is  zero. 

(c)  In  the  case  of  property  sold  on  the 
installment  plan,  special  rules  for  the 
taxation  of  the  gain  are  prescribed  in 
section  44. 

§  39,112  (a)  Statutory  provisions; 

recognition  of  gain  or  loss;  general  rule. 

Sec.  112.  Recognition  of  gain  or  loss — (a) 
General  rule.  Upon  the  sale  or  exchange  of 
property  the  entire  amount  of  the  gain  or 
loss,  determined  under  section  111,  shall  be 
recognized,  except  as  hereinafter  provided 
in  this  section. 

5  39.112  (a)-l  Sales  or  exchanges. 
(a)  The  extent  to  which  the  amount  of 
gain  or  loss,  determined  under  section 
111,  from  the  sale  or  exchange  of  prop¬ 
erty  is  to  be  recognized  is  governed  by 
the  provisions  of  section  112.  The  gen¬ 
eral  rule  is  that  the  entire  amount  of 
such  gain  or  loss  is  to  be  recognized. 

<b)  Exceptions  to  the  general  rule 
are  made  by  section  112  (b)  (1)  to  (5), 
inclusive,  section  112  (b)  (10)  and  sec¬ 
tion  112  (1)  in  the  case  of  certain  spe¬ 


cifically  described  exchanges  of  property 
in  which  at  the  time  of  the  exchange 
particular  differences  exist  between  the 
property  parted  with  and  the  property 
acquired,  but  such  differences  are  more 
formal  than  substantial.  As  to  these, 
the  Internal  Revenue  Code  provides  that 
such  differences  shall  not  be  deemed 
controlling,  and  that  gain  or  loss  shall 
not  be  recognized  at  the  time  of  the  ex¬ 
change.  The  underlying  assumption  of  j 

these  exceptions  is  that  the  new  prop-  1 

erty  is  substantially  a  continuation  of  j 

the  old  investment  still  unliquidated;  I 

and,  in  the  case  of  reorganizations,  that  | 

the  new  enterprise,  the  new  corporate 
structure,  and  the  new  property  are  sub¬ 
stantially  continuations  of  the  old  still 
unliquidated. 

(c)  The  Internal  Revenue  Code  makes 
specific  provision  for  the  case  in  which, 
in  addition  to  property  which  may  be 
received  tax  free  on  the  exchange,  there 
is  received  as  boot  other  property  or 
money.  In  such  a  case  gain  is  recog¬ 
nized  to  the  extent  of  the  boot  (see  sec¬ 
tion  112  (c)  and  (d)),  but  no  loss  of 
any  kind  is  recognized  (see  section 
112  (e)). 

(d)  Tlie  exceptions  from  the  general 
rule  requiring  the  recognition  of  all  gains 
and  losses,  like  other  exceptions  from  a 
rule  of  taxation  of  general  and  uniform 
application,  are  strictly  construed  and 
do  not  extend  either  beyond  the  words 
or  the  underlying  assumptions  and  pur¬ 
poses  of  the  exception.  Nonrecognition 
is  accorded  by  the  Internal  Revenue  Code 
only  if  the  exchange  is  one  which  satis¬ 
fies  both  (1)  the  specific  description  in 
the  Code  of  an  excepted  e.xchange,  and 
(2)  the  underlying  purpose  for  which 
such  exchange  is  excepted  from  the  gen¬ 
eral  rule.  The  exchange  must  be  ger¬ 
mane  to,  and  a  necessary  incident  of.  the 
investment  or  enterprise  in  hand.  The 
relationship  of  the  exchange  to  the  ven¬ 
ture  or  enterprise  is  always  material,  and 
the  surrounding  facts  and  circumstances 
must  be  shown.  As  elsewhere,  the  tax¬ 
payer  claiming  the  benefit  of  the  excep¬ 
tion  must  show  himself  within  the 
exception. 

(e)  To  constitute  an  exchange  within 
the  meaning  of  section  112  (b)  (1)  to 
(5),  inclusive,  section  112  (b)  (10).  and 
section  112  (1),  the  transaction  must  be 
a  reciprocal  transfer  of  property,  as  dis¬ 
tinguished  from  a  transfer  of  property  for 
a  money  consideration  only. 

(f)  See  section  112  (b)  (6)  and  (7) 
with  respect  to  nonrecognition  of  gain 
or  loss  upon  the  receipt  of  property  dis¬ 
tributed  in  complete  liquidation  of  a  cor¬ 
poration  under  certain  specifically  de¬ 
scribed  circumstances.  See  sections  112 
(b)  (8)  and  371  with  respect  to  nonrec¬ 
ognition  of  gain  or  loss  upon  exchanges 
and  distributions  made  in  obedience  to 
orders  of  the  Securities  and  Exchange 
Commission.  See  section  510  of  the 
Merchant  Marine  Act  of  1936,  as  added 
by  section  7  of  the  Act  of  August  4,  1939 
(46  U.  S.  C.  1160  (e)),  with  respect  to 
nonrecognition  of  gain  in  case  of  the 
transfer  of  an  obsolete  vessel  to  the 
Maritime  Commission  under  the  pro¬ 
visions  of  such  section.  See  .section  112 
(b)  (11),  with  respect  to  nonrecognition 
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of  gain  up>on  the  distribution  of  stock 
(other  than  preferred)  in  a  corporation 
a  party  to  a  reorganization  under  certain 
circumstances  without  the  surrender  of 
stock. 

S  39.112  (a) -2  Use  of  term  *‘assump- 
tion  of  liabilities.”  When  used  in  the 
regulations  prescribed  under  sections  112 
and  113,  the  terms  “assumption  of  lia¬ 
bilities,”  “liabilities  assumed.”  or  similar 
expressions  include,  in  addition  to  cases 
where  personal  liabilities  of  the  taxpayer 
are  assumed  by  another  party  to  the  ex¬ 
change.  cases  (a)  where  property  of  the 
taxpayer  is  acquired  by  another  party  to 
the  exchange  subject  to  a  liability, 
whether  or  not  the  taxpayer  was  himself 
personally  liable,  and  (b)  where,  though 
the  property  transferred  was  held  by  the 
taxpayer  merely  subject  to  a  liability, 
the  liability  is  assumed  by  another  party 
to  the  exchange. 

§  39.112  (b)  (1)  Statutory  provi¬ 

sions:  recognition  of  gain  or  loss;  ex¬ 
changes  solely  in  kind;  property  held  for 
productive  use  or  investment. 

S*».  112.  Recognition  of  gain  or 
loss.  •  •  • 

(b)  Exchanges  solely  in  kind — (1)  Prop¬ 
erty  held  for  productive  use  or  investment. 
No  gain  or  loss  shall  be  recognized  If  prop¬ 
erty  held  for  productive  use  In  trade  or  busi¬ 
ness  or  for  investment  (not  including  stock 
In  trade  or  other  property  held  primarily 
for  sale,  nor  stocks,  bonds,  notes,  choses  in 
action,  certificates  of  trust  or  beneficial  In¬ 
terest,  of  other  securities  or  evidences  of  in¬ 
debtedness  or  interest)  Is  exchanged  solely 
for  property  of  a  like  kind  to  be  held  either 
for  productive  use  in  trade  or  business  or  for 
Investment. 

§39.112  (b)  (1)-1  Property  held  for 
productive  use  in  trade  or  business  or 
for  investment,  (a)  As  used  in  section 
112  (b)  (1),  the  words  “like  kind”  have 
reference  to  the  nature  or  character  of 
the  property  and  not  to  its  grade  or  qual¬ 
ity.  One  kind  or  class  of  property  may 
not,  under  such  section,  be  exchanged 
for  property  of  a  different  kind  or  class. 
The  fact  that  any  real  estate  involved  is 
improved  or  unimproved  is  not  material, 
for  such  fact  relates  only  to  the 
grade  or  quality  of  the  property  and  not 
to  its  kind  or  class.  Unproductive  real 
estate  held  by  one  other  than  a  dealer  for 
future  use  or  future  realization  of  the 
increment  in  value  is  held  for  investment 
and  not  primarily  for  sale. 

(b)  No  gain  or  loss  is  recognized  if  (1) 
a  taxpayer  exchanges  property  held  for 
productive  use  in  his  trade  or  business, 
together  with  cash,  for  other  property  of 
like  kind  for  the  same  use,  such  as  a  truck 
for  a  new  truck  or  a  passenger  automo¬ 
bile  for  a  new  passenger  automobile  to 
be  u.sed  for  a  like  purpose,  or  (2)  a  tax¬ 
payer  who  is  not  a  dealer  in  real  estate 
exchanges  city  real  estate  for  a  ranch  or 
farm,  or  a  leasehold  of  a  fee  with  30  years 
or  more  to  run  for  real  estate,  or  im¬ 
proved  real  e.state  for  unimproved  real 
estate,  or  (3)  a  taxpayer  exchanges  in¬ 
vestment  property  and  cash  for  invest¬ 
ment  property  of  a  like  kind. 

<c>  A  transfer  is  not  within  the  pro¬ 
visions  of  section  112  (b)  (1)  if  as  part 
of  the  consideration  the  other  party  to 
tlie  exchange  assumes  a  liability  of  the 


taxpayer,  but  such  transfer,  if  otherwise 
qualified,  will  be  within  the  provisions  of 
section  112  (c). 

(d)  Gain  or  loss  is  recognized  if  a  tax¬ 
payer  exchanges  ( 1 )  Treasury  bonds 
maturing  September  15,  1953,  for  Treas¬ 
ury  bonds  maturing  June  15, 1963,  or  (2) 
a  real  estate  mortgage  for  consolidated 
farm  loan  bonds. 

§  39.112  (b)  (2)  Statutory  provisions: 
recognition  of  gain  or  loss;  exchanges 
solely  in  kind;  stock  for  stock  of  same 
corporation. 

SBC.  112.  Recognition  of  gain  or  loss.  •  •  • 

(b)  Exchanges  solely  in  kind.  •  •  • 

(2)  Stock  for  stock  of  same  corporation. 
No  gain  or  loss  shall  be  recognized  If  com¬ 
mon  stock  In  a  corporation  Is  exchanged 
solely  for  common  stock  In  the  same  corpo¬ 
ration,  or  If  preferred  stock  In  a  corporation 
Is  exchanged  solely  for  preferred  stock  In  the 
same  corporation. 

§  39.112  (b)  (2)-l  Stock  for  stock  of 
the  same  corporation,  (a)  The  ex¬ 
change,  without  the  recognition  of  gain 
or  loss,  of  common  stock  for  common 
stock,  or  of  preferred  stock  for  preferred 
stock,  in  the  same  corporation  is  not  lim¬ 
ited  to  a  transaction  betw'een  a  stock¬ 
holder  and  the  corporation;  it  includes 
an  exchange  between  two  individual 
stockholders.  However,  the  provisions 
of  section  112  (b)  (2)  do  not  apply  if 
stock  is  exchanged  for  bonds,  or  pre¬ 
ferred  stock  is  exchanged  for  common 
stock,  or  common  stock  is  exchanged  for 
preferred  stock,  or  common  stock  in  one 
corporation  is  exchanged  for  common 
stock  in  another  corporation. 

(b)  A  transfer  is  not  within  the  pro¬ 
visions  of  section  112  (b)  (2)  if  as  part 
of  the  consideration  the  other  party  to 
the  exchange  assumes  a  liability  of  the 
taxpayer,  but  such  transfer,  if  otherwise 
qualified,  will  be  within  the  provisions  of 
section  112  (c). 

§  39.112  (b)  (3)-(5)  Statutory  pro¬ 
visions;  recognition  of  gain  or  loss;  ex¬ 
changes  solely  in  kind;  stock  for  stock  on 
reorganization;  gain  of  corporation; 
transfer  to  corporation  controlled  by 
transferor. 

Sec.  112.  Recognition  of  gain  or  loss.  •  •  • 

(b)  Er-changes  solely  in  kind.  •  •  • 

(3)  Stock  for  stock  on  reorganization.  No 
gain  or  loss  shall  be  recognized  If  stock  or 
securities  In  a  corporation  a  party  to  a  reor¬ 
ganization  are.  In  pursuance  of  the  plan  of 
reorganization,  exchanged  solely  for  stock  or 
securities  In  such  corporation  or  In  another 
corporation  a  party  to  the  reorganization. 

(4)  Same;  gain  of  corporation.  No  gain 
or  loss  shall  be  recognized  If  a  corporation  a 
party  to  a  reorganization  exchanges  prop¬ 
erty,  In  pursuance  of  the  plan  of  reorgani¬ 
zation.  solely  for  stock  or  securities  In  an¬ 
other  corporation  a  party  to  the  reorganiza¬ 
tion. 

(5)  Transfer  to  corporation  controlled  by 
transferor.  No  gain  or  loss  shall  be  recog¬ 
nized  If  pro|>erty  Is  transferred  to  a  cor¬ 
poration  by  one  or  more  persons  solely  In 
exchange  for  stock  or  securities  In  such  cor¬ 
poration,  and  Immediately  after  the  exchange 
such  person  or  persons  are  in  control  of  the 
corporation:  but  In  the  case  of  an  exchange 
by  two  or  more  persons  this  paragraph  shall 
apply  only  if  the  amount  of  the  stock  and 
securities  received  by  each  Is  substantially 
In  proportion  to  his  Interest  in  the  property 
prior  to  the  exchange.  Where  the  trans¬ 


feree  assumes  a  liability  of  a  transferor,  or 
where  the  property  of  a  transferor  is  trans¬ 
ferred  subject  to  a  liability,  then  for  the  pur¬ 
pose  only  of  determining  whether  the  amount 
of  stock  or  securities  received  by  each  of  the 
transferors  Is  In  the  proportion  required  by 
this  paragraph,  the  amount  of  such  llabll- 
Ity  (If  under  subsection  (k)  It  Is  not  to  be 
considered  as  “other  property  or  money’’) 
shall  be  considered  as  stock  or  securities 
received  by  such  transferor. 

[Sec.  112  (b)  (5)  as  amended  by  sec.  213  (c). 
Rev.  Act  1939] 

§  39.112  (b)  (5)-l  Transfer  of  prop¬ 
erty  to  corporation  controlled  by  trans¬ 
feror.  (a)  As  used  in  section  112  (b) 
(5),  the  phrase  “one  or  more  per. sons" 
includes  individuals,  trusts  or  estates, 
partnerships,  and  corporations  (see  sec¬ 
tion  3797);  and  to  be  in  “control”  of 
the  transferee  corporation  such  person 
or  persons  must  own  immediately  after 
the  transfer  stock  possessing  at  least 
80  percent  of  the  total  combined  voting 
power  of  all  classes  of  stock  entitled  to 
vote  and  at  least  80  percent  of  the  total 
number  of  shares  of  all  other  classes  of 
stock  of  such  corporation.  (See  section 
112  (h).)  The  phrase  “immediately 

after  the  exchange”  does  not  necessarily 
require  simultaneous  exchanges  by  two 
or  more  persons,  but  comprehends  a 
situation  where  the  rights  of  the  parties 
have  been  previously  defined  and  the 
execution  of  the  agreement  proceeds 
with  an  expedition  consistent  with  or¬ 
derly  procedure. 

(b)  The  provisions  of  section  112  (b) 
(5)  may  be  illustrated  by  the  following 
examples: 

Example  (1).  A  owns  certain  real  estate 
which  cost  him  $50,000  In  1930,  but  which 
has  a  fair  market  value  of  $150,000  In  1952. 
He  transfers  this  property  to  the  M  Corpora¬ 
tion,  a  newly  formed  company,  for  all  the 
latter’s  capital  stock.  No  gain  or  loss  Is 
recognized  on  the  transaction. 

Example  (2).  C  owns  a  patent  right  worth 
$25,000  and  D  owns  a  manufacturing  plant 
worth  $75,000.  C  and  D  organize  the  R  Cor¬ 
poration  with  an  authorized  capital  stock  o( 
$100,000.  C  transfers  his  patent  right  to 
the  R  Corporation  for  $25,000  of  its  stock  and 
D  transfers  his  plant  to  the  new  corporation 
for  $75,000  of  Its  stock.  No  gain  or  loss  to 
C  or  D  is  recognized. 

Example  (3).  B  owns  certain  real  estate 
which  cost  him  $50,C00  In  1930,  but  which 
has  a  fair  market  value  of  $200,000  In  1952. 
He  transfers  the  property  to  the  N  Corpora¬ 
tion  In  1952  for  78  percent  of  each  class  o( 
stock  of  the  corporation,  the  remaining  22 
percent  of  the  stock  of  the  corporation  hav¬ 
ing  been  Issued  by  the  corporation  in  1940  to 
other  persons  for  cash.  B  realizes  a  taxable 
gain  of  $150,000  on  this  transaction.  (See 
section  112  (h).) 

§39.112  (b)  (5)-2  Treatment  of  as¬ 
sumptions  of  liabilities — (a)  Recogni¬ 
tion  of  gain.  For  the  effect  upon  the 
recognition  of  gain  of  an  assumption  of 
liabilities  in  a  transfer  described  in  sec¬ 
tion  112  (b)  (5),  see  section  112  (k)  and 
§  39.112  (k)-l. 

(b)  Computation  of  proportionate  in¬ 
terests  required  by  section  112  ib)  (5)‘ 

( 1 )  In  any  case  where  an  assumption  of 
liabilities  is  not  to  be  treated  as 
property  or  money”  under  .section 
(k),  the  liabilities  so  assumed  are,  for 
the  purpose  of  determining  whether  the 
stock  or  securities  received  by  the  trans- 
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ferors  are  substantially  proportionate  to 
their  interests  in  the  property  trans¬ 
ferred  as  required  by  section  112  (b)  (5), 
to  be  treated  as  stock  or  securities  re¬ 
ceived  by  the  transferor  whose  indebted¬ 
ness  is  assumed. 

(2)  The  application  of  subparagraph 
(1)  of  this  paragraph  may  be  illustrated 
by  the  following  example: 

Example.  A  and  B  are  Individuals,  each 
of  whom  owns  property  with  a  fair  market 
value  of  $100,000  on  July  1,  1952.  There  is 
a  purchase  money  mortgage  on  A’s  property 
of  $50,000.  On  July  1,  1952,  A  and  B  organize 
the  X  Corporation,  to  which  they  transfer 
the  property  above  described  for  the  entire 
capital  stock  of  the  X  Corporation  and  the 
assumption  by  the  X  Corporation  of  A’s 
purchase  money  mortgage.  The  X  Corpora¬ 
tion’s  capital  stock  Is  divided  as  follows: 
$50,000  to  A  and  $100,000  to  B.  Neverthe¬ 
less,  for  the  purposes  of  determining 
whether  the  transferors  received  stock  or 
aecurities  substantially  In  proportion  to  their 
Interests  In  the  properties  transferred,  as 
required  by  section  112  (b)  (5),  A  Is  deemed 
to  have  received  stock  or  securities  to  the 
extent  of  $100,000,  since  his  $50,000  purchase 
money  mortgage,  assumed  by  the  X  Corpo¬ 
ration,  is  also  to  be  treated  as  stock  or  se¬ 
curities  received  by  him.  Accordingly,  under 
the  facts  as  stated,  the  proportions  required 
by  section  112  (b)  (5)  exist. 

§39112  (b)  (5)-3  Records  to  be  kept 
and  information  to  be  filed,  (a)  Every 
person  who  receives  the  stock  or  securi¬ 
ties  of  a  controlled  corporation  for  prop¬ 
erty  under  section  112  (b)  (5)  shall  file 
with  his  income  tax  return  for  the  tax¬ 
able  year  in  which  the  exchange  takes 
place  a  complete  statement  of  all  facts 
pertinent  to  the  nonrecognition  of  gain 
or  loss  upon  such  exchange,  including — 

(1)  A  description  of  the  property 
transferred,  or  of  his  interest  in  such 
property,  together  with  a  statement  of 
the  cost  or  other  basis  thereof,  adjusted 
to  the  date  of  the  transfer,  and 

(2)  A  statement  of  the  amount  of 
stock  or  securities  and  other  property  or 
money  received  in  the  exchange.  Includ¬ 
ing  any  liabilities  of  the  taxpayer  as¬ 
sumed  by  the  controlled  corporation. 
The  amount  of  each  kind  of  stock  or  se¬ 
curities  and  other  property  received  shall 
be  set  forth  at  its  fair  market  value  at 
the  date  of  the  exchange. 

(b)  Every  such  controlled  corporation 
shall  file  with  its  income  tax  return  for 
the  taxable  year  in  which  the  exchange 
takes  place : 

<1)  A  full  description  of  all  property 
received  from  the  transferors,  together 
^th  a  statement  of  the  cost  or  other 
basis  thereof  in  the  hands  of  the  trans¬ 
ferors  adjusted  to  the  date  of  the  trans¬ 
fer,  and 

t2)  A  statement  of  the  amount  of 
stock  or  securities  and  other  property  or 
money  which  passed  to  the  transferors 
in  the  transaction  (including  any  liabili¬ 
ties  assumed  by  such  controlled  corpora¬ 
tion),  together  with  a  full  statement  of 
the  amount  of  the  issued  and  outstand- 
stock  and  securities  of  such  controlled 
corporation  immediately  after  the  ex¬ 
change  and  of  the  ownership  of  each 
transferor  of  each  class  of  stock  of  such 
controlled  corporation  immediately  after 
too  exchange  (showing  as  to  each  class 
the  number  of  shares  and  percentage 


owned  and  the  voting  power  of  each 
share). 

(c)  Permanent  records  in  substantial 
form  shall  be  kept  by  every  taxpayer 
who  participates  in  a  tax-free  exchange 
under  section  112  (b)  (5)  showing  the 
cost  or  other  basis  in  his  hands  of  the 
transferred  property,  and  of  the  amount 
of  stock  or  securities  and  other  prop¬ 
erty  or  money  received,  in  order  to  facili¬ 
tate  the  determination  of  gain  or  loss 
from  a  subsequent  disposition  of  such 
stock  or  securities  and  other  property 
received  in  the  exchange. 

§  39.112  (b)  (6)  Statutory  provisions: 
recognition  of  gain  or  loss;  exchanges 
solely  in  kind;  property  received  by  cor¬ 
poration  on  complete  liquidation  of 
another. 

Sec.  112.  Recognition  of  gain  or  loss.  •  •  • 

(b)  Exchanges  solely  in  kind.  •  •  * 

(6)  Property  received  by  corporation  on 
complete  liquidation  of  another.  No  gain  or 
loss  shall  be  recognized  upon  the  receipt 
by  a  corporation  of  property  distributed  in 
complete  liquidation  of  another  corporation. 
For  the  purposes  of  this  paragp’aph  a  distri¬ 
bution  shall  be  considered  to  be  In  complete 
liquidation  only  If — 

(A)  The  corporation  receiving  such  prop¬ 
erty  was,  on  the  date  of  the  adoption  of  the 
plan  of  liquidation,  and  has  continued  to  be 
at  all  times  until  the  receipt  of  the  prop>erty, 
the  ow'ner  of  stock  (in  such  other  corpora¬ 
tion)  possessing  at  least  80  per  centum  of 
the  total  combined  voting  power  of  all  classes 
of  stock  entitled  to  vote  and  the  owner  of 
at  least  80  per  centum  of  the  total  number 
of  shares  of  all  other  classes  of  stock  (except 
nonvoting  stock  which  is  limited  and  pre¬ 
ferred  as  to  dividends) ,  and  was  at  no  time 
on  or  after  the  date  of  the  adoption  of  the 
plan  of  liquidation  and  until  the  receipt  of 
the  property  the  owner  of  a  greater  per¬ 
centage  of  any  class  of  stock  than  the  per¬ 
centage  of  such  class  owned  at  the  time  of 
the  receipt  of  the  property:  and 

(B)  No  distribution  under  the  liquidation 
was  made  before  the  first  day  of  the  first 
taxable  year  of  the  corporation  beginlng 
after  December  31,  1935;  and  either 

(C)  The  distribution  Is  by  such  other  cor¬ 
poration  In  complete  cancellation  or  re¬ 
demption  of  all  Its  stock,  and  the  transfer 
of  all  the  property  occurs  within  the  taxable 
year;  In  such  case  the  adoption  by  the  share¬ 
holders  of  the  resolution  under  which  Is 
authorized  the  distribution  of  all  the  assets 
of  such  corporation  In  complete  cancella¬ 
tion  or  redemption  of  all  Its  stock,  shall  be 
considered  an  adoption  of  a  plan  of  liquida¬ 
tion,  even  though  no  time  for  the  completion 
of  the  transfer  of  the  property  Is  specified 
In  such  resolution;  or 

(D)  Such  distribution  Is  one  of  a  series 
of  distributions  by  such  other  corporation 
In  complete  cancellation  or  redemption  of  all 
Its  stock  In  accordance  with  a  plan  of  liqui¬ 
dation  under  which  the  transfer  of  all  prop¬ 
erty  under  the  liquidation  Is  to  be  completed 
within  three  years  from  the  close  of  the  tax¬ 
able  year  during  which  Is  made  the  first  of 
the  series  of  distributions  under  the  plan, 
except  that  If  such  transfer  Is  not  completed 
within  such  period,  or  If  the  taxpayer  does 
not  continue  qualified  under  subparagraph 
(A)  until  the  completion  of  such  transfer, 
no  distribution  under  the  plan  shall  be 
considered  a  distribution  In  complete 
liquidation. 

If  such  transfer  of  all  the  property  does 
not  occur  within  the  taxable  year  the  Com¬ 
missioner  may  require  of  the  taxpayer  such 
bond,  or  waiver  of  the  statute  of  limitations 
on  assessment  and  collection,  or  both,  as  he 
may  deem  necessary  to  Insure,  If  the  transfer 


of  the  prop>erty  Is  not  completed  within  such 
three-year  period,  or  if  the  taxpayer  does 
not  continue  qualified  under  subparagraph 
(A)  until  the  completion  of  such  transfer, 
the  assessment  and  collection  of  all  income, 
war-profits,  and  excess-profits  taxes  then 
Imposed  by  law  for  such  taxable  year  or  sub¬ 
sequent  taxable  years,  to  the  extent  attribut¬ 
able  to  property  so  received.  A  distribution 
otherwise  constituting  a  distribution  In  com¬ 
plete  liquidation  within  the  meaning  of  this 
paragraph  shall  not  be  considered  as  not  con¬ 
stituting  such  a  distribution  merely  because 
It  does  not  constitute  a  distribution  or 
liquidation  within  the  meaning  of  the  cor¬ 
porate  law  under  which  the  distribution  is 
made;  and  for  the  purposes  of  this  para¬ 
graph  a  transfer  of  property  of  such  other 
corporation  to  the  taxpayer  shall  not  be  con¬ 
sidered  as  not  constituting  a  distribution  (or 
one  of  a  series  of  distributions)  in  complete 
cancellation  or  redemption  of  all  the  stock 
of  such  other  corporation,  merely  because  the 
carrying  out  of  the  plan  Involves  (1)  the 
transfer  under  the  plan  to  the  taxpayer  by 
such  othej  corporation  of  property,  not  at- 
tributabl^*|Lo  shares  owned  by  the  taxpayer, 
upon  an  ^change  described  in  paragraph 
(4)  of  this  subsection,  and  (ii)  the  com¬ 
plete  cancellation  or  redemption  under  the 
plan,  as  a  result  of  exchanges  described  In 
paragraph  (3)  of  this  subsection,  of  the 
shares  not  owned  by  the  taxpayer. 

§  39.112  (b)  (6)-l  Distributions  in  liq¬ 
uidation  of  subsidiary  corporation — (a) 
General.  Under  the  general  rule  pre¬ 
scribed  by  section  115  (c)  for  the  treat¬ 
ment  of  distributions  in  liquidation  of  a 
corporation,  amounts  received  by  one 
corporation  in  complete  liquidation  of 
another  corporation  are  treated  as  in 
full  payment  in  exchange  for  stock  in 
such  other  corporation,  and  gain  or  loss 
from  the  receipt  of  such  amounts  is  to 
be  determined  as  provided  in  section  111. 
The  scope  of  this  treatment  is  governed 
by  the  meaning  of  the  term  “amounts 
distributed  in  complete  liquidation  of  a 
corporation”  as  used  in  section  115  (c). 
Section  112  (b)  (6)  excepts  from  the  gen¬ 
eral  rule  property  received,  under  cer¬ 
tain  specifically  described  circumstances, 
by  one  corporation  as  a  distribution  in 
complete  liquidation  of  another  corpo¬ 
ration  and  provides  for  the  nonrecogni¬ 
tion  of  gain  or  loss  in  those  cases  which 
meet  the  statutory  requirements.  Sec¬ 
tion  112  (i)  places  a  limitation  on  the 
application  of  section  112  (b)  (6)  in  the 
case  of  foreign  corporations.  See 
§  39.113  (a)  (15)-1  for  the  basis  for  de¬ 
termining  gain  or  loss  from  the  subse¬ 
quent  sale  of  property  received  upon 
complete  liqiudations  such  as  described 
in  this  section. 

(b)  Requirements  for  nonrecognition 
of  gain  or  loss.  The  nonrecognition  of 
gain  or  loss  is  limited  to  the  receipt  of 
such  property  by  a  corporation  which  is 
the  actual  owner  of  stock  (in  the  liqui¬ 
dating  corporation)  possessing  at  least 
80  percent  of  the  total  combined  voting 
power  of  all  classes  of  stock  entitled  to 
vote  and  the  owner  of  at  least  80  percent 
of  the  total  number  of  shares  of  all  other 
classes  of  stock  (except  nonvoting  stock 
w’hich  is  limited  and  preferred  as  to  divi¬ 
dends).  The  Internal  Revenue  Code 
expressly  requires  that  the  recipient  cor¬ 
poration  must  have  been  the  owner  of 
the  specified  amount  of  such  stock  on 
the  date  of  the  adoption  of  the  plan  of 
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liquidation  and  have  continued  so  to  be 
at  all  times  until  the  receipt  of  the  prop¬ 
erty.  The  Code  also  expressly  requires 
that  the  recipient  corporation  shall  at 
no  time,  on  or  after  the  date  of  the  adop¬ 
tion  of  the  plan  and  until  the  receipt  of 
the  property,  be  the  owner  of  a  greater 
percentage  of  any  class  of  stock  than  the 
percentage  of  such  class  owned  at  the 
time  of  the  receipt  of  the  property.  If 
the  recipient  corporation  dees  not  con¬ 
tinue  qualified  with  respect  to  the  own¬ 
ership  of  stock  of  the  liquidating  corpo¬ 
ration  and  if  the  failure  to  continue 
qualified  occurs  at  any  time  prior  to  the 
completion  of  the  transfer  of  all  the 
property,  the  provisions  for  the  nonrec¬ 
ognition  of  gain  or  loss  do  not  apply  to 
any  distribution  received  under  the  plan. 

(c)  The  provisions  of  section  112  (b) 
(6)  do  not  apply  to  any  liquidation  if 
any  distribution  in  pursuance  thereof 
has  been  made  before  the  first  day  of  the 
first  taxable  year  of  the  recipient  corpo¬ 
ration  beginning  after  December  31, 
1935. 

(d)  To  constitute  a  distribution  in 
complete  liquidation  within  the  mean¬ 
ing  of  section  112  (b)  (6),  the  distribu¬ 
tion  must  be  (1)  made  by  the  liquidating 
corporation  in  complete  cancellation  or 
redemption  of  all  its  stock  in  accordance 
with  a  plan  of  liquidation  or  (2)  one  of 
a  series  of  distributions  in  complete  can¬ 
cellation  or  redemption  of  all  its  stock 
in  accordance  with  a  plan  of  liquidation. 
It  is  essential  that  a  status  of  liquidation 
exist  at  the  time  the  first  distribution  is 
made  under  the  plan  and  that  such  status 
continue  to  the  date  of  dissolution  of 
the  corporation.  A  status  of  liquidation 
exists  when  the  corporation  ceases  to 
be  a  going  concern  and  its  activities  are 
merely  for  the  purpose  of  winding  up  its 
affairs,  paying  its  debts,  and  distributing 
any  remaining  balance  to  its  share¬ 
holders.  A  liquidation  may  be  completed 
prior  to  the  actual  dissolution  of  the 
liquidating  corporation  but  no  liquida¬ 
tion  is  completed  until  the  liquidating 
corporation  and  the  receiver  or  trustees 
in  liquidation  are  finally  divested  of  all 
the  property  (both  tangible  and  in¬ 
tangible).  (See  §  39.22(a)-20.) 

(e)  If  a  transaction  constitutes  a  dis¬ 
tribution  in  complete  liquidation  within 
the  meaning  of  the  Internal  Revenue 
Code  and  satisfies  the  requirements  of 
section  112  (b)  (6),  it  is  not  material 
that  it  is  otherwise  described  under  the 
local  law’.  If  a  liquidating  corporation 
distributes  all  of  its  property  in  complete 
liquidation  and  if  pursuant  to  the  plan 
for  such  complete  liquidation  a  corpora¬ 
tion  ow’ning  the  specified  amount  of  stock 
in  the  liquidating  corporation  receives 
property  constituting  amounts  distrib¬ 
uted  in  complete  liquidation  within  the 
meaning  of  the  Code  and  also  receives 
other  property  attributable  to  shares  not 
owned  by  it.  the  transfer  of  the  property 
to  the  recipient  corporation  shall  not  be 
treated,  by  reason  of  the  receipt  of  such 
other  property,  as  not  being  a  distribu¬ 
tion  (or  one  of  a  series  of  distributions) 
in  complete  cancellation  or  redemption 
of  all  of  the  stock  of  the  liquidating  cor¬ 
poration  within  the  meaning  of  section 
112  (b)  (6),  even  though  for  purposes 


of  those  provisions  in  section  112  relat¬ 
ing  to  reorganizations  the  amount  re¬ 
ceived  by  the  recipient  corporation  in  ex¬ 
cess  of  its  ratable  share  is  regarded  as 
acquired  upon  the  issuance  of  its  stock 
or  securities  in  a  tax-free  exchange  as 
described  in  section  112  (b)  (4)  and  the 
cancellation  or  redemption  of  the  stock 
not  ow'ned  by  the  recipient  corporation 
is  treated  as  occurring  as  a  result  of  a 
tax-free  exchange  described  in  section 
112  (b)  (3). 

(f )  The  application  of  these  rules  may 
be  illustrated  by  the  following  example: 

Example.  On  July  1,  1952,  the  M  Corpo¬ 
ration  had  outstanding  capital  stock  consist¬ 
ing  Of  3,000  shares  of  common  stock,  par 
value  $100  a  share,  and  1,000  shares  of  pre¬ 
ferred  stock,  par  value  $100  a  share,  which 
preferred  stock  was  limited  and  preferred 
as  to  dividends  and  had  no  voting  rights. 
On  July  1,  1952,  and  thereafter  until  the  date 
of  dissolution  of  the  M  Corporation,  the  O 
Corporation  owned  2,500  shares  of  the  com¬ 
mon  stock  of  the  M  Corporation.  By  a  statu¬ 
tory  merger  consummated  on  August  1,  1952, 
pursuant  to  a  plan  of  liquidation  adopted 
on  July  1,  1952,  the  M  Corporation  was 
merged  into  the  O  Corporation,  the  O  Cor¬ 
poration  under  the  plan  issuing  stock  which 
was  received  by  the  holders  of  the  stock  of 
the  M  Corporation  not  owned  by  the  O  Cor¬ 
poration  in  exchange  for  their  stock  in  the 
M  Corporation.  Tlie  receipt  by  the  O  Cor¬ 
poration  of  the  properties  of  the  M  Corpo¬ 
ration  is  a  distribution  received  by  the  O 
Corporation  in  complete  liquidation  of  the 
M  Corporation  within  the  meaning  of  section 
112  (b)  (6),  and  no  gain  or  loss  is  recognized 
as  the  result  of  the  receipt  of  such  properties. 

§  39.112(b)  (6)-2  Liquidations  com¬ 
pleted  within  one  taxable  year.  If  in  a 
liquidation  completed  within  one  taxable 
year,  pursuant  to  a  plan  of  complete 
liquidation,  distributions  in  complete 
liquidation  are  received  by  a  corporation 
which  ow’ns  the  specified  amount  of 
stock  in  the  liquidating  corporation  and 
which  continues  qualified  w  ith  respect  to 
the  ownership  of  such  stock  until  the 
transfer  of  all  the  property  v/ithin  such 
year  is  completed  (see  §  39.112  (b) 
(6)-l),  then  no  gain  or  loss  shall  be  rec¬ 
ognized  with  respect  to  the  distributions 
received  by  the  recipient  corporation. 
In  such  case  no  waiver  or  bond  is  re¬ 
quired  of  the  recipient  corporation  under 
section  112  (b)  (6). 

§  39.112  (b)  (6) -3  Liquidations  cov¬ 
ering  more  than  one  taxable  year,  (a) 
If  the  plan  of  liquidation  is  consummated 
by  a  series  of  distributions  covering  a 
period  of  more  than  one  taxable  year, 
the  nonrecognition  of  gain  or  loss  with 
respect  to  the  distributions  in  liquida¬ 
tions  shall,  in  addition  to  the  require¬ 
ments  of  §39.112  (b)  (6)-l,  be  subject 
to  the  following  requirements: 

(1)  In  order  for  the  distribution  in 
liquidation  to  be  brought  wdthin  the  ex¬ 
ception  provided  in  section  112  (b)  (6) 
to  the  general  rule  for  computing  gain  or 
loss  w’ith  respect  to  amounts  received  in 
liquidation  of  a  corporation,  the  entire 
property  of  the  corporation  shall  be 
transferred  in  accordance  with  a  plan 
of  liquidation,  which  plan  shall  include 
a  statement  showing  the  period  within 
w’hich  the  transfer  of  the  property  of 
the  liquidating  corporation  to  the  recip¬ 
ient  corporation  is  to  be  completed.  The 


transfer  of  all  the  property  under  the  i 
liquidation  must  be  completed  within  || 
three  years  from  the  close  of  the  taxable  n 
year  during  which  is  made  the  first  of  the  !  { 
series  of  distributions  under  the  plan.  | 

(2)  For  each  of  the  taxable  years  fi 
which  falls  wholly  or  partly  within  the  n 
period  of  liquidation,  the  recipient  cor-  * 
poration  shall,  at  the  time  of  filing  its 
return,  file  with  the  district  director  of  [ 
internal  revenue  for  transmittal  to  the 
Commissioner  a  W’aiver  of  the  statute  of 
limitations  on  assessment.  The  waiver 
shall  be  executed  on  such  forai  as  may  be  | 
prescribed  by  the  Commissioner  and 
shall  extend  the  period  for  assessment  of 
all  income  and  profits  taxes  for  each 
such  year  to  a  date  not  earlier  than  one 
year  after  the  last  date  of  the  period  for 
assessment  of  such  taxes  for  the  last  tax-  i 
able  year  in  which  the  transfer  of  the 
property  of  the  liquidating  corporation 
to  the  controlling  corporation  may  be 
completed  in  accordance  with  section  * 
112  (b)  (6).  Such  waiver  shall  also 
contain  such  other  terms  with  respect 
to  assessment  as  may  be  considered  by  j 
the  Commissioner  to  be  necessary  to 
insure  the  assessment  and  collection  of 
the  correct  tax  liability  for  each  year  . 
within  the  period  of  liquidation.  f 

(3)  For  each  of  the  taxable  years 
which  falls  wholly  or  partly  within  the 
period  of  liquidation,  the  recipient  cor-  ^ 
poration  shall  file  a  bond,  the  amount  f 
of  which  shall  be  fixed  by  the  Commis¬ 
sioner.  The  bond  shall  contain  all  terms 
specified  by  the  Commissioner,  including  i 
provisions  unequivocally  assuring  i 
prompt  payment  of  the  excess  of  income 
and  profits  taxes  (plus  penalty,  if  any, 
and  interest)  as  computed  by  the  Com-  j 
missioner  without  regard  to  the  provi¬ 
sions  of  sections  112  (b)  (6)  and  113  f 

(а)  (15)  over  such  taxes  computed  with  ; 
regard  to  such  provisions,  regardless  of 
whether  such  excess  may  or  may  not  be  | 
made  the  subject  of  a  notice  of  deficiency  ; 
under  section  272  and  regardless  of  ■ 
whether  it  may  or  may  not  be  assessed.  ; 
Any  bond  required  under  section  112  (b)  ! 

(б)  shall  have  such  surety  or  sureties  i 
as  the  Commissioner  may  require.  How¬ 
ever,  see  6  U.  S.  C.  15,  providing  that 
where  a  bond  is  required  by  law  or  regu-  | 
lations,  in  lieu  of  surety  or  sureties  there  i 
may  be  deposited  bonds  or  notes  of  the  i 
United  States.  Only  surety  companies 
holding  certificates  of  authority  from 
the  Secretary  as  acceptable  sureties  on 
Federal  bonds  will  be  approved  as 
sureties.  The  bonds  shall  be  executed  in 
triplicate  so  that  the  Commis.sioner,  the 
taxpayer,  and  the  surety  or  the  deposi¬ 
tary  may  each  have  a  copy. 

(b)  Pending  the  completion  of  the  liQ* 
uidation,  if  there  is  a  compliance  with 
subparagraphs  (1),  (2) ,  and  (3)  of  para¬ 
graph  (a)  and  §39.112  (b)  (6)-l  with, 
respect  to  the  nonrecognition  of  pin 
loss,  the  income  and  profits  tax  liability ; 
of  the  recipient  corporation  for  each  oi 
the  years  covered  in  whole  or  in  part  by . 
the  liquidation  shall  be  determined  with-  ^ 
out  the  recognition  of  any  gain  or  1^ 
on  account  of  the  receipt  of  the  distri¬ 
butions  in  liquidation.  In  such  deter¬ 
mination,  the  basis  of  the  property  or 
properties  received  by  the  recipient  cor- 
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poration  shall  be  determined  in  accord¬ 
ance  with  section  113  (a)  (15).  (See 
§39.113  (a)  (15)-1.)  However,  if  the 
transfer  of  the  property  is  not  completed 
within  the  three-year  period  allowed  by 
section  112  (b)  (G)  or  if  the  recipient 
corporation  does  not  continue  qualified 
with  respect  to  the  ownership  of  stock  of 
the  liquidating  corporation  as  required 
by  that  section,  gain  or  loss  shall  be  rec¬ 
ognized  with  respect  to  each  distribution 
and  the  tax  liability  for  each  of  the  years 
covered  in  whole  or  in  part  by  the  liqui¬ 
dation  shall  be  recomputed  without  re¬ 
gard  to  the  provisions  of  section  112  (b) 
(6)  or  section  113  (a)  (15)  and  the 
amount  of  any  additional  tax  due  upon 
such  recomputation  shall  be  promptly 
paid. 

§39.112  (b)  (6)-4  Distributions  in 
liquidation  as  affecting  minority  inter¬ 
ests.  Upon  the  liquidation  of  a  corpora¬ 
tion  in  pursuance  of  a  plan  of  complete 
liquidation,  the  gain  or  loss  of  minority 
shareholders  shall  be  determined  with¬ 
out  regard  to  section  112  (b)  (6),  since 
it  does  not  apply  to  that  part  of  distribu¬ 
tions  in  liquidation  received  by  minority 
shareholders. 

§  39  112  (b)  (6)-5  Records  to  be  kept 
and  information  to  be  filed  with  return. 
(a)  Permanent  records  in  substantial 
form  shall  be  kept  by  every  corporation 
receiving  distributions  in  complete  liqui¬ 
dation  within  the  exception  provided  in 
section  112  (b)  (6)  showing  the  informa¬ 
tion  required  by  this  section  to  be  sub¬ 
mitted  with  its  return.  The  plan  of 
liquidation  must  be  adopted  by  each  of 
the  corporations  parties  thereto;  and 
the  adoption  must  be  shown  by  the  acts 
of  its  duly  constituted  responsible  officers, 
and  appear  upon  the  official  records  of 
each  such  corporation. 

(b)  For  the  taxable  year  in  which  the 
liquidation  occurs,  or,  if  the  plan  of  liqui¬ 
dation  provides  for  a  series  of  distribu- 
tiors  over  a  period  of  more  than  one  year, 
for  each  taxable  year  in  which  a  distribu¬ 
tion  is  received  under  the  plan,  the 
recipient  shall  file  with  its  return  a  com¬ 
plete  statement  of  all  facts  pertinent  to 
the  nonrecognition  of  gain  or  loss,  in¬ 
cluding — 

(1)  A  certified  copy  of  the  plan  for 
complete  liquidation,  and  of  the  resolu¬ 
tions  under  which  the  plan  was  adopted 
and  the  liquidation  was  authorized,  to¬ 
gether  with  a  statement  under  oath 
showing  in  detail  all  transactions  inci¬ 
dent  to.  or  pursuant  to,  the  plan. 

(2)  A  list  of  all  the  properties  received 
upon  the  distribution,  showing  the  cost 
or  other  basis  of  such  properties  to  the 
liquidating  corporation  at  the  date  of 
distribution  and  the  fair  market  value 
of  such  properties  on  the  date 
distributed. 

(3)  A  statement  as  to  its  ownership  of 
all  classes  of  stock  of  the  liquidating  cor¬ 
poration  (showing  as  to  each  class  the 
number  of  shares  and  percentage  owned 
und  tho  voting  power  of  each  share)  as 
of  the  date  of  the  adoption  of  the  plan  of 
liquidation,  and  at  all  times  since,  to 
and  including  the  date  of  the  distribution 
i*'  liquidation,  and  the  cost  or  other  basis 
of  such  stock. 


§  39.112  (b)  (7)  Statutory  provi¬ 

sions;  recognition  of  gain  or  loss;  ex¬ 
changes  solely  in  kind;  election  as  to 
recognition  of  gain  in  certain  corporate 
liquidations. 

Sec.  112.  Recognition  of  gain  or 
loss.  •  •  • 

(b)  Exchanges  solely  in  kind.  •  •  • 

(7)  Election  as  to  recognition  of  gain  in 
certain  corporate  liquidations — (A)  General 
rule.  In  the  case  of  property  distributed  in 
complete  liquidation  of  a  domestic  corpora¬ 
tion,  If — 

(i)  The  liquidation  is  made  in  pursuance 
of  a  plan  of  liquidation  adopted  after  De¬ 
cember  31,  1950,  whether  the  taxable  year 
of  the  corporation  began  on,  before,  or  after 
January  1,  1951;  and 

(ii)  The  distribution  is  in  complete  can¬ 
cellation  or  redemption  of  all  the  stock,  and 
the  transfer  of  all  the  property  under  the 
liquidation  occurs  within  some  one  calen¬ 
dar  month  in  1951  or  1952 — 

then  in  the  case  of  each  qualified  electing 
shareholder  (as  defined  in  subparagraph 
(O)  gain  upon  the  shares  owned  by  him 
at  the  time  of  the  adoption  of  the  plan  of 
liquidation  shall  be  recognized  only  to  the 
extent  provided  in  subparagraphs  (E)  and 
(F). 

(B)  Excluded  corporation.  The  term  “ex¬ 
cluded  corporation”  means  a  corporation 
which  at  any  time  between  August  15,  1950, 
and  the  date  of  the  adoption  of  the  plan 
of  liquidation,  both  dates  inclusive,  was  the 
owner  of  stock  possessing  50  per  centum  or 
more  of  the  total  combined  voting  power  of 
all  classes  of  stock  entitled  to  vote  on  the 
adoption  of  such  plan. 

(C)  Qualified  electing  shareholders.  The 
term  "qualified  electing  shareholder”  means 
a  shareholder  (other  than  an  excluded  cor¬ 
poration)  of  any  class  of  stock  (whether  or 
not  entitled  to  vote  on  the  adoption  of  the 
plan  of  liquidation)  who  is  a  shareholder 
at  the  time  of  the  adoption  of  such  plan,  and 
whose  w'ritten  election  to  have  the  benefits 
of  subparagraph  (A)  has  been  made  and 
filed  in  accordance  with  subparagraph  (D), 
but — 

(i)  In  the  case  of  a  shareholder  other  than 
a  corporation,  only  if  written  elections  have 
been  so  filed  by  shareholders  (other  than  cor¬ 
porations)  who  at  the  time  of  the  adoption 
of  the  plan  of  liquidation  are  owners  of  stock 
possessing  at  least  80  per  centum  of  the  total 
combined  voting  power  (exclusive  of  voting 
pov/er  possessed  by  stock  owned  by  corix)ra- 
tlons)  of  all  classes  of  stock  entitled  to  vote 
on  the  adoption  of  such  plan  of  liquidation; 
or 

(il)  In  the  case  of  a  shareholder  which  is 
a  corporation,  only  if  written  elections  have 
been  so  filed  by  corporate  shareholders  (other 
than  an  excluded  corporation)  which  at  the 
time  of  the  adoption  of  such  plan  of  liquida¬ 
tion  are  owners  of  stock  possessing  at  least 
80  per  centum  of  the  total  combined  voting 
power  (exclusive  of  voting  power  possessed 
by  stock  owned  by  an  excluded  corporation 
and  by  shareholders  who  are  not  corpora¬ 
tions)  of  all  classes  of  stock  entitled  to  vote 
on  the  adoption  of  such  plan  of  liquidation. 

(D)  Making  and  filing  of  elections.  Tire 
written  elections  referred  to  in  subparagraph 
(C)  must  be  made  and  filed  in  such  manner 
as  to  be  not  in  contravention  of  regulations 
prescribed  by  the  Commissioner  with  the  ap¬ 
proval  of  the  Secretary.  The  filing  must  be 
within  thirty  days  after  the  adoption  of 
the  plan  of  liquidation,  and  may  be  by  the 
liquidating  corporation  or  by  the  share¬ 
holder. 

(E)  Noncorporate  shareholders.  In  the 
case  of  a  qualified  electing  shareholder  other 
than  a  corporation — 

(i)  There  shall  be  recognized,  and  taxed  as 
a  dividend,  so  much  of  the  gain  as  is  not  in 


excess  of  his  ratable  share  of  the  earnings 
and  profits  of  the  corporation  accumulated 
after  February  28,  1913,  such  earnings  and 
profits  to  be  determined  as  of  the  close  of  the 
month  in  which  the  transfer  in  liquidation 
occurred  under  subparagraph  (A)  (11),  but 
without  diminution  by  reason  of  distribu¬ 
tions  made  during  such  month;  but  by  in¬ 
cluding  in  the  computation  thereof  all 
amounts  accrued  up  to  the  date  on  which 
the  transfer  of  all  the  property  under  the 
liquidation  is  completed;  and 

(11)  There  shall  be  recognized,  and  taxed 
as  short-term  or  long-term  capital  gain,  as 
the  case  may  be,  so  much  of  the  remainder 
of  the  gain  as  is  not  in  excess  of  the  amount 
by  which  the  value  of  that  portion  of  the 
assets  received  by  him  which  consists  of 
money,  or  of  stock  or  securities  acquired  by 
the  corporation  after  August  15,  1950,  ex¬ 
ceeds  his  ratable  share  of  such  earnings  and 
profits. 

(F)  Corporate  shareholders.  In  the  case 
of  a  qualified  electing  shareholder  which  is 
a  corporation  the  gain  shall  be  recognized 
only  to  the  extent  of  the  greater  of  the  two 
following — 

(i)  The  portion  of  the  assets  received  by  It 
which  consists  of  money,  or  of  stock  or 
securities  acquired  by  the  liquidating  cor¬ 
poration  after  August  15,  1950;  or 

(il)  Its  ratable  share  of  the  earnings  and 
profits  of  the  liquidating  corporation  ac¬ 
cumulated  after  February  28,  1913,  such 
earnings  and  profits  to  be  determined  as  of 
the  close  of  the  month  in  which  the  trans¬ 
fer  in  liquidation  occurred  under  subpara¬ 
graph  (A)  (ii),  but  without  diminution  by 
reason  of  distributions  made  during  such 
month;  but  by  including  in  the  computation 
thereof  all  amounts  accrued  up  to  the  date 
on  which  the  transfer  of  all  the  property 
under  the  liquidation  is  completed. 

[55ec.  112  (b)  (7)  as  added  by  sec.  120  (a). 
Rev.  Act  1943;  amended  by  sec.  206  (a).  Rev. 
Act  1950;  sec.  316  (a).  Rev.  Act  1951) 

§  39.112  (b)  (7)-l  Corporate  liquida¬ 
tion  in  calendar  month  in  1952 — (a) 
In  general.  Section  112  (b)  (7)  provides 
a  special  rule,  in  the  case  of  certain  spe¬ 
cifically  described  complete  liquidations 
of  domestic  corporations  occurring 
within  some  one  calendar  month  in  1952, 
for  the  treatment  of  gain  on  the  shares 
of  stock  owned  by  qualified  electing 
shareholders  at  the  time  of  the  adoption 
of  the  plan  of  liquidation.  The  effect 
of  such  section  is  in  general  to  postpone 
the  recognition  of  that  portion  of  a 
qualified  electing  shareholder’s  gain  on 
the  liquidation  which  would  otherwise 
be  recognized  and  which  is  attributable 
to  appreciation  in  the  value  of  certain 
corporate  assets  unrealized  by  the  cor¬ 
poration  at  the  time  such  assets  are  dis¬ 
tributed  in  complete  liquidation.  Only 
qualified  electing  shareholders  are  en¬ 
titled  to  the  benefits  of  section  112  (b) 
(7).  The  determination  of  who  is  a 
qualified  electing  shareholder  is  to  be 
made  under  section  112  (b)  (7)  (C)  and 
§  39.112  (b)  (7)-2.  For  the  basis  of 
property  received  on  such  liquidations, 
see  section  113  (a)  (18). 

(b)  Type  of  liquidation.  (1)  The 
liquidation  must  be  in  pursuance  of  a 
plan  of  liquidation  adopted  after  De¬ 
cember  31,  1950,  if  the  liquidation  occurs 
•within  one  calendar  month  in  1952.  The 
plan  may  be  adopted  at  any  time  after 
December  31,  1950,  and  before  the  first 
distribution  under  the  liquidation  occurs. 
The  Code  requires  that  the  transfer  of  all 
the  property,  both  tangible  and  intangi- 
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ble,  of  the  corporation  under  the  liquida¬ 
tion  occur  entirely  within  some  one 
calendar  month  in  1952,  but  this  require¬ 
ment  will  be  considered  to  have  been 
complied  with  if  cash  is  set  aside  under 
arrangements  for  the  payment,  after  the 
close  of  such  month,  of  unascertained  or 
contingent  liabilities  and  expenses,  and 
such  arrangements  are  made  in  good 
faith  and  the  amount  set  aside  is  reason¬ 
able.  Though  it  is  not  necessary  that 
the  corporation  dissolve  in  the  month 
of  liquidation,  it  is  essential  that  a 
status  of  liquidation  exist  at  the  time  the 
flr.st  distribution  is  made  under  the  plan 
and  that  such  status  continue  to  the  date 
of  dissolution  of  the  corporation.  A  sta¬ 
tus  of  liquidation  exists  when  the  corpo¬ 
ration  ceases  to  be  a  going  concern  and 
its  activities  arc  merely  for  the  purpose 
of  winding  up  its  affairs,  paying  its  debts, 
and  distributing  any  remaining  balance 
to  its  shareholders. 

(2)  If  a  transaction  constitutes  a  dis¬ 
tribution  in  complete  liquidation  within 
the  meaning  of  the  Code  and  satisfies  the 
requirements  of  section  112  (b)  (7),  it  is 
immaterial  that  it  is  otherwise  described 
under  the  local  law. 

5  39.112  (b)  (7)-2  Qualified  electing 
shareholder,  (a)  No  corporate  share¬ 
holder  may  be  a  qualified  electing  share¬ 
holder  if  at  any  time  between  August  15, 
1950,  and  the  date  of  the  adoption  of 
the  plan  of  liquidation,  both  dates  in¬ 
clusive,  it  is  the  owner  of  stock  of  the 
liquidating  corporation  possessing  50 
percent  or  more  of  the  total  combined 
voting  px)wer  of  all  classes  of  stock  en¬ 
titled  to  vote  upon  the  adoption  of  the 
plan  of  liquidation.  All  other  sharehold¬ 
ers  are  divided  into  two  groups  for  the 
purpose  of  determining  whether  they 
are  qualified  electing  shareholders:  (1) 
shareholders  other  than  corporations, 
and  (2)  corporate  shareholders. 

(b)  Any  shareholder  of  either  of  such 
two  groups,  whether  or  not  the  stock 
he  owns  is  entitled  to  vote  on  the  adop¬ 
tion  of  the  plan  of  liquidation,  is  a  qual¬ 
ified  electing  shareholder  if: 

(1)  His  written  election  to  be  gov¬ 
erned  by  the  provisions  of  section  112 
(b)  (7),  which  cannot  be  withdrawn  or 
revoked,  has  been  made  and  filed  as  pre¬ 
scribed  in  §  39.112  (b)  (7)-C:  and 

(2)  Like  elections  have  teen  made  and 
filed  by  owners  of  stock  possessing  at 
least  80  percent  of  the  total  combined 
voting  power  of  all  classes  of  stock 
owned  by  shareholders  of  the  same  group 
at  the  time  of,  and  entitled  to  vote  upon, 
the  adoption  of  the  plan  or  liquidation, 
whether  or  not  the  shareholders  making 
such  elections  actually  realize  gain  upon 
the  cancellation  or  redemption  of  such 
stock  upon  the  liquidation. 

(c)  The  application  of  this  section 
may  be  illustrated  by  the  following 
example: 

Example.  The  R  Corporation  has  out¬ 
standing  20  shares  of  common  stock  on  July 
1.  1952,  at  the  time  of  the  adoption  of  a  plan 
of  liquidation  within  the  provisions  of  sec¬ 
tion  112  (b)  (7),  each  entitled  to  one  vote 
upon  the  adoption  of  such  plan  of  liquida¬ 
tion.  At  that  time  ten  of  such  shares  are 
owned  by  the  S  Corporation,  two  each  by  the 
X  Corporation  and  the  Y  Corporation,  one  by 


the  Z  Corporation,  and  one  each  by  A,  B,  C,  D, 
and  E,  individuals.  There  are  also  out¬ 
standing  at  such  time  two  shares  of  preferred 
stock,  not  entitled  to  vote  on  liquidation,  one 
share  being  ov/ned  by  P,  an  individual,  and 
one  share  by  the  P  Corporation.  The  S  Cor¬ 
poration,  being  a  corporate  shareholder  and 
the  owner  of  50  percent  of  the  voting  stock, 
may  not  be  a  quallfled  electing  shareholder 
under  any  circumstances.  In  order  for  any 
other  corporate  shareholder  to  be  a  qualified 
electing  shareholder,  it  is  necessary  that  the 
X  Corporation  and  the  Y  Corporation  file 
their  written  elections  to  be  governed  by 
section  112  (b)  (7).  If  this  is  done,  the  P 
Corixiration  will  also  be  a  qualified  electing 
shareholder  if  it  has  filed  a  like  election. 
Similarly,  in  the  case  of  the  individual  share¬ 
holders,  some  combination  of  four  of  the 
individual  holders  of  the  common  stock 
must  have  filed  their  written  elections,  be¬ 
fore  any  Individual  shareholder  may  be  con¬ 
sidered  a  qualified  electing  shareholder,  but 
if  this  is  done,  P  will  also  be  a  qualified 
electing  shareholder  if  he  has  filed  a  like 
election. 

(d)  An  election  to  be  governed  by  the 
provisions  of  section  112  (b)  (7)  relates 
to  the  treatment  of  gain  realized  upon 
the  cancellation  or  redemption  of  stock 
upon  liquidation  and  can  therefore  be 
made  only  by  or  on  behalf  of  the  person 
by  whom  gains,  if  any,  will  be  realized. 
Thus,  the  shareholder  who  may  make 
such  election  must  be  the  actual  owner 
of  stock  and  not  a  mere  record  holder, 
such  as  a  nominee. 

(e)  A  shareholder  is  entitled  to  make 
an  election  relative  to  the  gain  only  on 
stock  owned  by  him  at  the  time  of  the 
adoption  of  the  plan  of  liquidation.  The 
election  is  personal  to  the  shareholder 
making  it  and  does  not  follow  such  stock 
into  the  hands  of  a  transferee. 

§39.112  (b)  (7)-3  Making  and  fil¬ 
ing  of  written  elections.  An  election  to 
be  governed  by  section  112  (b)  (7)  shall 
be  made  on  Form  964  (revised)  in  ac¬ 
cordance  with  the  instructions  printed 
thereon  and  with  this  section.  The  orig¬ 
inal  and  one  copy  shall  be  filed  by  the 
shareholder  or  by  the  liquidating  cor¬ 
poration  with  the  Commissioner  of  In¬ 
ternal  Revenue,  Washington  25,  D.  C., 
attention  of  the  Audit  Service  Branch, 
Audit  Division,  within  30  days  after  the 
adoption  of  the  plan  of  liquidation.  An 
election  shall  be  considered  as  timely 
filed  if  it  is  placed  in  the  mail  on  or 
before  midnight  of  the  30th  day  after  the 
adoption  of  the  plan  of  liquidation,  as 
shown  by  the  postmark  on  the  envelope 
containing  the  written  election  or  as 
shown  by  other  available  evidence  of  the 
mailing  date.  Another  copy  shall  be  at¬ 
tached  to  and  made  a  part  of  the  share¬ 
holder’s  income  tax  return  for  his  tax¬ 
able  year  in  which  the  transfer  of  all 
the  property  under  the  liquidation 
occurs. 

§  39.112  (b)  (7) -4  Treatment  of 

gain — (a)  Computation  of  gain.  As  in 
the  case  of  shareholders  generally,  for 
the  purpose  of  computing  gain,  amounts 
received  by  qualified  electing  sharehold¬ 
ers  are  treated  as  in  full  payment  in  ex¬ 
change  for  their  stock,  as  provided  in 
section  115  (c) ,  and  gain  from  the  receipt 
of  such  amounts  is  determined  as  pro¬ 
vided  in  section  111.  Gain  or  loss  must 
be  computed  separately  on  each  share  of 


stock  owned  by  a  qualified  electing  share¬ 
holder  at  the  time  of  the  adoption  of  the 
plan  of  liquidation.  The  limited  recog¬ 
nition  and  special  treatment  accorded  by 
section  112  (b)  (7)  applies  only  to  the 
gain  on  such  shares  of  stock  upon  which 
gain  was  realized  and  not  to  net  gain 
computed  by  setting  off  losses  realized  on 
some  shares  against  gain  on  others. 

(b)  Recognition  of  gain.  Pursuant  to 
section  112  (b)  (7)  only  so  much  of  the 
gain  on  each  share  of  stock  owmed  by  a 
qualified  electing  shareholder  at  the  time 
of  the  adoption  of  the  plan  of  liquidation 
is  recognized  as  does  not  exceed  the 
greater  of  the  following: 

(1)  Such  share’s  ratable  share  of  the 
earnings  and  profits  of  the  corporation 
accumulated  after  February  28,  1913, 
computed  as  of  the  last  day  of  the  month 
of  liquidation,  without  diminution  by 
reason  of  distributions  made  during  such 
month,  and  including  in  such  computa¬ 
tion  all  items  of  income  and  expense 
accrued  up  to  the  date  on  which  the 
transfer  of  all  the  property  under  the 
liquidation  is  completed;  or 

(2)  Such  share’s  ratable  share  of  the 
sum  of  the  amount  of  money  received  by 
such  shareholder  on  shares  of  the  same 
class  and  the  fair  market  value  of  all  the 
stock  or  securities  so  received  which  were 
acquired  by  the  liquidating  corporation 
after  August  15,  1950.  The  mere  re- 
placement  after  August  15,  1950,  of  lost 
or  destroyed  certificates  or  instruments 
acquired  on  or  before  August  15,  1950, 
or  the  mere  conversion  of  certificates  or 
instruments  into  certificates  or  instru¬ 
ments  of  larger  or  smaller  denominations 
W'ill  not  constitute  an  acquisition  within 
the  meaning  of  the  phrase  “acquired 
after  August  15, 1950.”  Nor  will  such  an 
acquisition  result  from  the  issuance  after 
August  15,  1950,  of  certificates  of  stock 
in  connection  with  a  subscription  made 
and  accepted  on  or  before  August  15, 
1950, 

(c)  Treatment  of  recognized  gain. 
(1)  In  the  case  of  a  qualified  electing 
shareholder  other  than  a  corporation 
that  part  of  the  recognized  gain  on  a 
share  of  stock  owned  at  the  time  of  the 
adoption  of  the  plan  of  liquidation  which 
is  not  in  excess  of  his  ratable  share  of  the 
earnings  and  profits  of  the  liquidating 
corporation  accumulated  after  February 
28,  1913,  determined  as  provided  in  sec¬ 
tion  112  (b)  (7)  (E)  (!)  is  treated  and 
taxed  to  him  as  a  dividend.  It  retains  its 
character  as  a  dividend  for  all  tax  pur¬ 
poses.  The  remainder  of  the  gain  which 
is  recognized  is  treated  and  taxed  to  him 
as  a  short-term  or  long-term  capital 
gain,  as  the  case  may  be.  In  the  case  of 
a  qualified  electing  shareholder  which  is 
a  corporation,  the  entire  amount  of  the 
gain  which  is  recognized  is  treated  and 
taxed  as  a  short-term  or  long-term  capi¬ 
tal  gain,  as  the  case  may  be. 

(2)  The  application  of  subparagraph 
(1)  of  this  paragraph  may  be  illustrated 
by  the  following  example: 

Example.  The  X  Corporation  has  only 
one  class  of  stock  outstanding, 
equal  amounts  by  three  shareholders.  Tne 
basis  of  the  stock  owned  by  each  share¬ 
holder  is  $50,  each  having  bought  his  st^ 
in  a  single  block  prior  to  the  date  of  tne 
adoption  of  a  plan  of  liquidation  conform- 
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Ing  to  the  requirements  of  section  112  (b) 

(7).  One  of  such  shareholders  Is  an  Indi¬ 
vidual  and  two  are  corporations  and  all  are 
qualified  electing  shareholders.  The  X  Cor¬ 
poration  has  earnings  and  profits  accumu¬ 
lated  after  February  28,  1913  (computed  as 
provided  In  section  112  (b)  (7)),  of  $60, 
Its  assets  consisting  of  property  (other  than 
stock  or  securities  acquired  after  August  15, 
1950.  and  money)  with  a  fair  market  value 
of  $240,  cash  of  $75,  and  stock  and  securi¬ 
ties  acquired  after  August  15,  1950,  with  a 
fair  market  value  of  $90,  all  of  which  as¬ 
sets  are  distributed  In  October,  1952,  to 
the  shareholders  pro  rata  in  complete  liqui¬ 
dation  of  the  corporation,  as  provided  In 
section  112  (b)  (7).  Each  shareholder, 

therefore,  receives.  In  cash  and  property, 
1135  and  his  gain  Is  $85.  In  the  case  of 
each  shareholder  $55  of  this  gain  Is  recog- 
nlM-'d  since  such  amount  represents  the 
sum  of  the  cash  received  by  him  and  the 
fair  market  value  of  the  stock  and  securi¬ 
ties  received  by  him  which  were  acquired  by 
the  X  Corporation  after  August  15,  1950,  and 
Is  greater  than  his  ratable  share  of  the  earn¬ 
ings  and  profits  ($20).  In  the  case  of  the 
corporate  shareholders  this  amount  Is 
treated  as  capital  gain.  In  the  case  of  the 
individual  shareholder,  however,  $20,  being 
the  amount  of  the  shareholder’s  ratable  share 
of  the  earnings  and  profits,  is  taxable  to 
him  as  a  dividend,  and  $^5,  being  the  dif¬ 
ference  between  the  shareholder’s  ratable 
share  of  the  earnings  and  profits  and  the 
sum  of  the  cash  and  stock  and  securities  re¬ 
ceived  by  him.  Is  recognized  and  treated  as 
a  short-term  or  long-term  capital  gain,  as 
the  case  may  be.  ’The  remainder  of  each 
shareholder’s  gain,  $30,  Is  not  recognized. 
If  the  basis  of  each  shareholder’s  stock  had 
been  $100,  Instead  of  $50,  the  corporate 
shareholders  would  be  taxed  on  only  $35 
as  capital  gain  and  the  Individual  share¬ 
holder  on  $20  as  a  dividend  but  only  on  $15 
as  a  capital  gain,  since  the  total  amount 
taxed  Is  limited  by  the  amount  of  gain  re¬ 
alized  by  the  shareholder  upon  the  cancella¬ 
tion  or  redemption  of  his  stock. 

§  39.112  (b)  (7) -5  Records  to  be  kept 
and  information  to  be  filed  with  return. 
(a)  Permanent  records  in  substantial 
form  shall  be  kept  by  every  qualified 
electing  shareholder  receiving  distribu¬ 
tions  in  complete  liquidation  of  a  do¬ 
mestic  corporation.  Such  shareholder 
shall  file  with  his  income  tax  return  for 
his  taxable  year  in  which  the  liquidation 
occurs  a  statement  of  all  facts  pertinent 
to  th?  recognition  and  treatment  of  the 
?ain  realized  by  him  upon  the  shares  of 
stock  owned  by  him  at  the  time  of  the 
adoption  of  the  plan  of  liquidation, 
including : 

(1)  A  statement  of  his  stock  owner¬ 
ship  in  the  liquidating  corporation  as  of 
the  date  of  the  distribution,  showing  the 
number  of  shares  of  each  class  owned 
on  such  date  and  the  cost  or  other  basis 
of  each  such  share; 

(2)  A  list  of  all  the  property  including 
money  received  upon  the  distribution, 
showing  the  fair  market  value  of  each 
item  of  such  property  other  than  money 
on  the  date  distributed  and  stating  what 
items,  if  any,  consist  of  stock  or  securi¬ 
ties  acquired  by  the  liquidating  corpora¬ 
tion  after  August  15,  1950; 

(3)  A  statement  of  his  ratable  share 
of  the  earnings  and  profits  of  the  liqui- 
^ting  corporation  accumulated  after 
^bruary  28,  1913,  computed  without 
^inution  by  reason  of  distributions 
®ade  during  the  month  of  liquidation; 
and 
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(4)  A  copy  of  such  shareholder’s  writ¬ 
ten  election  to  be  governed  by  the  pro¬ 
visions  of  section  112  (b)  (7).  (See 
§  39.112  (b)  (7)-3.) 

(b)  For  information  to  be  filed  by  the 
liquidating  corporation,  see  section 
148  (e). 

§  39.112  (b)  (8)-(9)  Statutory  pro¬ 
visions;  recognition  of  gain  or  loss; 
exchanges  solely  in  kind;  exchanges  and 
distributions  in  obedience  to  orders  of 
Securities  and  Exchange  Commission; 
property  transfers  on  certain  railroad 
reorganizations. 

Sec.  112.  Recognition  of  gain  or  loss.  •  •  • 

(b)  Exchanges  solely  in  kind.  •  •  • 

(8)  Exchanges  and  distributions  in  obedi¬ 
ence  to  orders  of  Securities  and  Exchange 
Commission.  In  the  case  of  any  exchange 
or  distribution  described  In  section  371,  no 
gain  or  loss  shall  be  recognized  to  the  extent 
specified  In  such  section  with  respect  to  such 
exchange  or  distribution. 

(9)  Loss  not  recognized  on  certain  rail¬ 
road  reorganizations.  No  loss  shall  be  rec¬ 
ognized  If  property  of  a  railroad  corporation, 
as  defined  In  section  77m  of  the  National 
Bankruptcy  Act,  as  amended.  Is  transferred, 
after  December  31,  1938,  In  pursuance  of  an 
order  of  the  court  having  Jurisdiction  of  such 
corporation — 

(A)  In  a  receivership  proceeding,  or 

(B)  In  a  proceeding  under  section  77  of 
the  National  Bankruptcy  Act,  as  amended, 

to  a  railroad  corporation,  as  defined  in  sec¬ 
tion  77m  of  the  National  Bankruptcy  Act, 
as  amended,  organized  or  made  use  of  to  ef¬ 
fectuate  a  plan  of  reorganization  approved 
by  the  court  In  such  proceeding.  The  term 
“reorganization”,  as  used  In  this  paragraph, 
shall  not  be  limited  by  the  definition  of  such 
term  In  subsection  (g). 

[Sec.  112  (b)  (9)  as  added  by  sec.  142  (a). 
Rev.  Act  1942;  amended  by  sec.  126  (a).  Rev. 
Act  1943] 

§  39.112  (b)  (9)-l  Nonrecognition  of 
loss  upon  transfer  of  property  of  rail¬ 
road  corporation,  (a)  For  the  purpose 
of  section  112  (b)  (9),  it  is  unnecessary 
that  the  transfer  be  a  direct  transfer  by 
the  corporation  undergoing  reorganiza¬ 
tion  or  that  such  reorganization  consti¬ 
tute  a  reorganization  within  the  mean¬ 
ing  of  section  112  (g).  It  is  sufficient  if 
the  transfer  is  made  in  pursuance  of  an 
order  of  the  court  and  is  an  integral 
step  in  the  consummation  of  a  plan  of 
reorganization  approved  by  the  court 
having  jurisdiction  of  the  proceeding. 
If  these  conditions  are  satisfied,  no  loss 
is  recognized  to  the  transferor  upon  the 
ultimate  transfer  of  the  property,  or  to 
the  transferor  upon  any  intermediate 
transfer. 

(b)  Section  112  (b)  (9)  applies  only  to 
a  transfer  resulting  in  a  loss  and  has  no 
application  if  the  transfer  therein  de¬ 
scribed  results  in  a  gain.  , 

§  39.112  (b)  (10)  Statutory  provi¬ 

sions;  recognition  of  gain  or  loss;  ex¬ 
changes  solely  in  kind;  transfers  of 
property  on  reorganization  of  corpora¬ 
tions  in  certain  receivership  and  bank¬ 
ruptcy  proceedings. 

Sec.  112.  Recognition  of  gain  or  loss. 

•  •  * 

(b)  Exchanges  solely  in  kind.  *  •  • 

(10)  Gain  or  loss  not  recognized  on  re¬ 
organization  of  corporations  in  certain  re¬ 
ceivership  and  bankruptcy  proceedings.  No 


gain  or  loss  shall  be  recognized  If  property 
of  a  corporation  (other  than  a  railroad  cor¬ 
poration,  as  defined  In  section  77m  of  the 
National  Bankruptcy  Act,  as  amended)  Is 
transferred.  In  a  taxable  year  of  such  cor¬ 
poration  beginning  after  December  31,  1933, 
In  pursuance  of  an  order  of  the  court  having 
Jurisdiction  of  such  corporation — 

(A)  In  a  receivership,  foreclosure,  or  simi¬ 
lar  proceeding,  or 

(B)  In  a  proceeding  under  section  77B  or 
Chapter  X  of  the  National  Bankruptcy  Act, 
as  amended, 

to  another  corporation  organized  or  made 
use  of  to  effectuate  a  plan  of  reorganization 
approved  by  the  court  In  such  proceeding. 
In  exchange  solely  for  stock  or  securities  In 
such  other  corporation. 

[Sec.  112  (b)  (10)  as  added  by  sec.  121  (a). 
Rev.  Act  1943] 

§  39.112  (b)  (lO)-l  Transfer  of  prop¬ 
erty  of  visolvent  corporation  in  corporate 
reorganization  or  receivership  proceed¬ 
ing — (a)  Exchange  solely  for  stock  or 
securities.  (1)  Section  112  (b)  (10) 
provides  for  the  nonrecognition  of  gain 
or  loss  upon  certain  exchanges  made  in 
connection  with  the  reorganization  of  an 
insolvent  corporation,  hereinafter  re¬ 
ferred  to  in  this  section  and  §§  39.112 
(b)  (10)-2,  39.112  (c)-l,  and  39.112 

(g)-l  as  a  “section  112  (b)  (10)  reor¬ 
ganization.”  Section  112  (b)  (10)  does 
not  apply' to  a  railroad  corporation  as 
defined  in  section  77  (m)  of  the  Bank¬ 
ruptcy  Act  (11  U.  S.  C.  205  (m)).  In 
order  to  qualify  as  a  section  112  (b)  (10) 
reorganization,  the  transaction  must 
satisfy  the  express  statutory  require¬ 
ments  as  well  as  the  underlying  assump¬ 
tions  and  purposes  for  which  the 
exchange  is  excepted  from  the  general 
rule  requiring  the  recognition  of  gain  or 
loss  upon  the  exchange  of  property. 

(2)  Section  112  (b)  (10)  applies  only 
with  respect  to  a  reorganization  effected 
in  one  of  two  specified  types  of  court 
proceedings:  (i)  Receivership,  foreclo¬ 
sure,  or  similar  proceedings,  or  (ii)  cor¬ 
porate  reorganization  proceedings  under 
section  77B  (48  Stat.  912)  or  Chapter 
X  of  the  Bankruptcy  Act  (11  U.  S.  C. 
c.  10).  The  specific  statutory  require¬ 
ments  are  the  transfer  of  property 
of  a  corporation,  in  pursuance  of  an 
order  of  the  court  having  jurisdiction 
of  the  corporation  in  such  proceeding, 
to  another  corporation  organized  or 
made  use  of  to  effectuate  a  plan  of  re¬ 
organization  approved  by  the  court  in 
such  proceeding,  in  exchange  solely  for 
stock  or  securities  in  such  other  corpora¬ 
tion.  If  the  consideration  for  the  trans¬ 
fer  consists  of  other  property  or  money 
as  well  as  stock  and  securities,  the  gain, 
if  any,  is  recognized  in  an  amount  not 
in  excess  of  such  other  property  and 
money  (see  section  112  (d) ),  but  no  loss 
is  recognized  (see  section  112  (e)).  As 
to  the  assumption  of  liabilities  in  an  ex¬ 
change  described  in  section  112  (b)  (10), 
see  section  112  (k)  and  §  §  39.112  (a) -2 
and  39.112  (k)-l. 

(3)  The  application  of  section  112  (b) 
(10)  is  to  be  strictly  limited  to  a  trans¬ 
action  of  the  character  set  forth  in  such 
section.  Hence,  the  section  is  inapplica¬ 
ble  unless  there  is  a  bona  fide  plan  of 
reorganization  approved  by  the  court 
having  jurisdiction  of  the  proceeding 
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and  the  transfer  of  the  property  of  the 
insolvent  corporation  is  made  pursuant 
to  such  plan.  It  is  unnecessary  that  the 
transfer  be  a  direct  transfer  from  the 
insolvent  corporation;  it  is  sufficient  if 
the  transfer  is  an  integral  step  in  the 
consummation  of  the  reoganization  plan 
approved  by  the  court.  By  its  terms,  the 
section  has  no  application  to  a  reorgan¬ 
ization  consummated  by  adjustment  of 
the  capital  or  debt  structure  of  the  in¬ 
solvent  corporation  without  the  transfer 
of  its  assets  to  another  corporation. 

(4)  As  used  in  section  112  (b)  (10),  the 
term  "reorganization"  is  not  controlled 
by  the  definition  of  "reorganization”  con¬ 
tained  in  section  112  (g) .  However,  cer¬ 
tain  basic  requirements,  implicit  in  the 
statute,  which  are  essential  to  a  reorgan¬ 
ization  under  section  112  (g),  are  like¬ 
wise  essential  to  qualify  a  transaction 
as  a  reorganization  under  section  112  (b) 
(10).  Among  these  requirements  are  a 
continuity  of  the  business  enterprise  un¬ 
der  the  modified  corporate  form  and  a 
continuity  of  interest  therein  on  the  part 
of  those  persons  who  were  the  owners 
of  the  enterprise  prior  to  the  reorganiza¬ 
tion.  Thus,  the  nonrecognition  accorded 
by  section  112  (b)  (10)  applies  only  to  a 
genuine  reorganization  as  distinguished 
from  a  liquidation  and  sale  of  property 
to  either  new  or  old  interests  supplying 
new  capital  and  discharging  the  obliga¬ 
tions  of  the  old  corporation.  For  the 
purpose  of  determining  whether  the 
requisite  continuity  of  interest  exists,  the 
interest  of  creditors  who  have,  by  ap¬ 
propriate  legal  steps,  obtained  effective 
command  of  the  property  of  an  insolvent 
corporation  is  considered  as  the  equiv¬ 
alent  of  a  proprietary  interest .  But  the 
mere  possibility  of  a  proprietary  interest 
is  not  its  equivalent.  The  determinative 
and  controlling  factors  are  the  corpora¬ 
tion’s  insolvency  and  the  effective  com¬ 
mand  by  the  creditors  over  its  property. 
The  term  “insolvent”  as  used  herein  re¬ 
fers  to  insolvency  at  any  time  during  the 
course  of  the  proceeding  referred  to  in 
section  112  (b)  (10),  either  in  the  sense 
of  excess  of  liabilities  over  assets  or  in 
the  sense  of  inability  to  meet  obligations 
as  they  mature. 

(5)  A  short-term  purchase  money 
note  is  not  a  security  within  the  meaning 
of  section  112  (b)  (10),  and  the  transfer 
of  the  properties  of  the  insolvent  corpo¬ 
ration  for  cash  and  deferred  payment 
obligations  of  the  transferee  evidenced 
by  short-term  notes  is  a  sale  and  not  an 
exchange. 

(b)  Exchange  for  stock  or  securities 
and  other  property  or  money.  (1)  If 
an  exchange  would  be  within  the  provi¬ 
sions  of  section  112  (b)  (10)  if  it  were  not 
for  the  fact  that  the  consideration  for 
the  transfer  of  the  property  of  the  insol¬ 
vent  corporation  consists  not  only  of 
stock  or  securities  but  also  of  other  prop¬ 
erty  or  money,  then,  as  provided  in  sec¬ 
tion  112  (d)  (1),  if  the  other  property  or 
money  received  by  the  corporation  is 
distributed  by  it  pursuant  to  the  plan  of 
reorganization,  no  gain  to  the  corpora¬ 
tion  will  be  recognized.  Property  is 
distributed  within  the  meaning  of  this 
section  if  it  is  paid  over  or  distributed  to 
shareholders  or  creditors  who  have  by 


appropriate  legal  steps  obtained  effective 
command  of  the  property  of  the  corpo¬ 
ration.  If  the  other  property  or  money 
received  by  the  corporation  is  not  dis¬ 
tributed  by  it  pursuant  to  the  plan  of 
reorganization,  the  gain,  if  any,  to  the 
corporation  from  the  exchange  will  be 
recognized,  under  the  provisions  of  sec¬ 
tion  112  (d)  (2),  in  an  amount  not  in  ex¬ 
cess  of  the  sum  of  money  and  the 
fair  market  value  of  the  other  property 
so  received  which  is  not  distributed.  In 
either  case  no  loss  from  the  exchange 
will  be  recognized  (see  section  112  (e)). 

(2)  For  the  proper  treatment  of  a 
transaction  involving  an  assumption  of 
liabilities  under  so  much  of  section  112 
(d)  or  (e)  as  relates  to  section  112  (b) 
(10),  see  section  112  (k). 

§  39.112  (b)  (10)-2  Records  to  he  kept 
and  information  to  be  filed,  (a)  Each 
corporation  a  party  to  a  section  112  (b) 
(10)  reorganization  shall  furnish  a  com¬ 
plete  statement  of  all  facts  pertinent  to 
the  nonrecognition  of  gain  or  loss  in 
connection  with  the  exchange,  in¬ 
cluding  : 

(1)  A  certified  copy  of  the  plan  of  re¬ 
organization  approved  by  the  court  in 
the  proceeding,  together  with  a  state¬ 
ment  showing  in  full  the  purposes  there¬ 
of  and  in  detail  all  transactions  incident, 
or  pursuant,  to  the  plan; 

(2)  A  complete  statement  of  the  cost 
or  other  basis  of  all  property,  including 
all  stock  or  securities,  transferred  inci¬ 
dent  to  the  plan; 

(3)  A  statement  of  the  amount  of 
stock  or  securities  and  other  property 
or  money  received  in  the  exchange,  in¬ 
cluding  a  statement  of  all  distributions 
or  other  disposition  made  thereof.  The 
amount  of  each  kind  of  stock  or  securi¬ 
ties  or  other  property  shall  be  stated  on 
the  basis  of  the  fair  market  value  there¬ 
of  at  the  date  of  the  exchange; 

(4)  A  statement  of  the  amount  and 
nature  of  any  liabilities  assumed  upon 
the  exchange. 

The  information  required  by  this  section 
shall  be  filed  as  a  part  of  the  corpora¬ 
tion’s  return  for  its  taxable  year  within 
which  the  reorganization  occurred. 

(b)  Permanent  records  in  substantial 
form  shall  be  kept  by  every  taxpayer  who 
participates  in  a  tax-free  exchange  in 
connection  with  a  corporate  reorganiza¬ 
tion  showing  the  cost  or  other  basis  of 
the  transferred  property  and  the  amount 
of  stock  or  securities  and  other  property 
or  money  received  (including  any  lia¬ 
bilities  assumed  upon  the  exchange),  in 
order  to  facilitate  the  determination  of 
gain  or  loss  from  a  subsequent  disposi¬ 
tion  of  such  stock  or  securities  and  other 
property  received  from  the  exchange. 

§  39.112  (b)  (11)  Statutory  provi¬ 
sions;  recognition  of  gain  or  loss;  ex¬ 
changes  solely  in  kind;  distribution  of 
stock  not  in  liquidation. 

Sec.  112.  R  e  c  o  g  n  i  t  i  o  n  of  gain  or 
loss.  •  •  • 

(b)  Exchanges  solely  in  kind.  •  •  • 

(11)  Distribution  of  stock  not  in  liquida¬ 
tion.  U  there  Is  distributed.  In  pursuance 
of  a  plan  of  reorganization,  to  a  shareholder 
of  a  corporation  which  Is  a  party  to  the  re¬ 
organization,  stock  (other  than  preferred 


stock)  In  another  corporation  which  Is  a  | 
party  to  the  reorganization,  without  the 
surrender  by  such  shareholder  of  stock,  no  I 
gain  to  the  distributee  from  the  receipt  of  • 
such  stock  shall  be  recognized  unless  It  ap- 
pears  that  (A)  any  corporation  which  Is  a 
party  to  such  reorganization  was  not  In¬ 
tended  to  continue  the  active  conduct  of  a 
trade  or  business  after  such  reorganization, 
or  (B)  the  corporation  whose  stock  Is  dis¬ 
tributed  was  used  principally  as  a  device  for 
the  distribution  of  earnings  and  profits  to 
the  shareholders  of  any  corporation  a  party 
to  the  reorganization. 

(Sec.  112  (b)  (11)  as  added  by  sec.  317  (a). 

Rev.  Act  19511 

§  39.112  (b)  (ll)-l  Certain  distribu¬ 
tions  of  stock  on  reorganization,  (a) 

If  there  is  distributed,  in  pursuance  of  a 
plan  of  reorganization,  to  a  shareholder 
of  a  corporation  which  is  a  party  to  the 
reorganization,  stock  (other  than  pre¬ 
ferred  stock)  in  another  corporation 
which  is  a  party  to  the  reorganization, 
without  the  surrender  by  such  sharehold¬ 
er  of  stock,  no  gain  to  such  shareholder 
from  the  receipt  of  such  stock  shall  be 
recognized,  unless  it  appears  that; 

(1)  Any  corporation  which  is  a  party 
to  such  reorganization  was  not  intended 
to  continue  the  active  conduct  of  a  trade 
or  business  after  such  reorganization,  or 

(2)  The  corporation  whose  stock  is  i 
distributed  was  used  principally  as  a 
device  for  the  distribution  of  earnings  ^ 
and  profits  to  the  shareholders  of  any 
corporation  a  party  to  the  reorgani¬ 
zation. 

(b)  For  section  112  (b)  (11)  to  be  ap¬ 
plicable,  there  must  be  a  reorganization 
as  defined  in  section  112  (g)  (1)  and  a 
distribution  to  shareholders  in  pursuance 
of  the  plan  of  reorganization.  Accord¬ 
ingly,  for  the  purpose  of  section  112  (b) 

(11),  there  must  be  compliance  with  the 
rules  prescribed  in  §§  39.112  (a)-l,  39.112 
(g)-l,  and  39.112  (g)-2,  relating  to  re¬ 
organizations  and  to  exchanges  and  dis¬ 
tributions.  The  distributions  under  sec¬ 
tion  112  (b)  (11)  must  be  of  stock  in  a 
corporation  which  is  a  party  to  the 
reorganization,  which  stock  was  received 
in  the  reorganization. 

(c)  Section  112  (b)  (11)  involves  cases 
in  which  one  corporation,  in  a  reorgan¬ 
ization  as  defined  in  section  112  (g)  (D 
(D),  transfers  a  part  of  its  assets  to 
another  corporation  in  exchange  for 
stock,  and,  in  pursuance  of  the  plan  of 
reorganization,  distributes  or  causes  to 
be  distributed  on  its  behalf  to  its  share¬ 
holders,  without  the  surrender  by  them 
of  stock  in  the  transferor  corporation, 
stock  (other  than  preferred  stock)  re¬ 
ceived  in  the  reorganization.  For  limita¬ 
tions  specially  applicable  under  section 
112  (b)  (11),  see  §39.112  (b)  (ll)-2. 

The  distribution  of  preferred  stock  or  i 
other  property  received  in  the  reorgan¬ 
ization,  or  of  other  property  of  the 
transferor  corporation,  is  not  within  the 
provisions  of  section  112(b)(ll). 

§  39.112  (b)  (ll)-2  Limitations  upon 
the  application  of  section  112,  (b) 

(a)  TTie  benefits  of  section  112  (b)  (11) 
are  limited  to  a  reorganization  in  which 
all  of  the  corporations,  parties  to  the  re¬ 
organization,  are  intended  to  continue  . 
the  active  conduct  of  a  trade  or  busine^  ? 
after  the  reorganization,  and  in  which 
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the  corporation  whose  stock  Is  distrib¬ 
uted  is  not  used  principally  as  a  device 
for  the  distribution  .of  earnings  and 
profits  to  shareholders  of  any  corpora¬ 
tion  a  party  to  the  reorganization.  The 
underlying  assumption  of  section  112 

(b)  (11)  and  of  the  rules  applicable  to 
reorganizations  is  that  the  reorganiza¬ 
tion  and  distribution  of  stock  must  re¬ 
sult  in  a  continuation  of  the  old  business 
activities  and  in  a  continuation  of  the 
interests  of  the  shareholders  therein. 

(b)  A  corporation  shall  be  considered 
for  the  purpose  of  section  112  (b)  (11) 
to  be  engaged  in  the  active  conduct  of  a 
trade  or  business  after  the  reorganiza¬ 
tion  only  if  it  directly  conducts  such 
business  or  indirectly  conducts  the  busi¬ 
ness  through  ownership  of  stock  in  an¬ 
other  corporation  actively  conducting 
the  business,  which  other  corporation 
is  a  subsidiary  (w’hether  or  not  majority- 
owned)  of  the  corporation,  a  party  to 
the  reorganization.  For  the  purpose  of 
the  preceding  sentence,  a  corporation  is 
considered  a  subsidiary  of  another  cor¬ 
poration  if  a  majority  of  its  voting  stock 
is  ow’ned  by  the  other  corporation  or  if 
a  part  of  its  stock  (whether  or  not  a 
majority  of  its  voting  stock)  is  owned 
by  the  other  corporation  under  such  cir¬ 
cumstances  that  the  policies  of  the  first 
corporation  are  directed  by  the  second 
corporation.  The  assets,  if  any,  of  a 
corporation  used  directly  in  the  conduct 
of  a  business  and  stock,  if  any,  held  by 
a  corporation  in  a  subsidiary  actively 
conducting  a  basiness  must  constitute  a 
substantial  part  of  all  of  the  assets  of  the 
corporation. 

(c)  Ordinarily,  the  business  reasons 
(as  distinguished  from  any  desire  to 
make  a  distribution  of  earnings  and 
profits  to  the  shareholders)  which  sup¬ 
port  the  reorganization  and  the  distribu¬ 
tion  of  the  stock  will  require  the  distri¬ 
bution  of  all  of  the  stock  received  by  the 
transferor  corporation  in  the  reorgani¬ 
zation. 

(d)  The  application  of  this  section 
may  be  illustrated  by  the  following 
examples: 

Example  1.  Corporation  A  owns  and  op¬ 
erates  several  mines  and  In  addition  owns 
45  percent  of  the  stock  of  Corporation  X,  40 
percent  of  the  stock  of  Corporation  Y,  and 
35  percent  of  the  stock  of  Corporation  Z. 
Corporation  A  is  the  largest  single  share¬ 
holder  in  each  of  these  corporations,  and  di¬ 
rects  their  policies  in  such  manner  that 
these  corporations  are  operated  as  sub¬ 
sidiaries  of  Corporation  A.  Corporations  X, 
Y.  and  Z  are  each  directly  engaged  In  the 
active  conduct  of  a  trade  or  business.  Cor¬ 
poration  A  transfers  all  Its  stock  In  Corpo¬ 
rations  X,  Y,  and  Z  to  newly  organized  Cor¬ 
poration  B  In  exchange  for  all  of  Corpora¬ 
tion  B’s  stock,  which  stock  Is  distributed 
pro  rata  among  the  shareholders  of  Corpora¬ 
tion  A.  Corporation  B  then  directs  the  poli¬ 
cies  of  these  corporations  In  such  manner 
that  they  are  operated  as  subsidiaries  of 
Corporation  B.  There  are  no  other  relevant 
(acts.  The  distribution  of  the  stock  (other 
than  preferred  stock)  In  Corporation  B  to 
the  shareholders  of  Corporation  A  Is  within 
the  terms  of  section  112  (b)  (11). 

Example  2.  Corporation  C  owns  and  op¬ 
erates  a  department  store.  It  decides  to 
provide  parking  facilities  for  the  customers 
of  the  store.  In  order  to  provide  such  fa¬ 
cilities.  Corporation  C  enters  Into  a  contract 


to  purchase  land  adjacent  to  Its  premises. 
The  purchase  price  of  the  land  is  $100,000 
and  it  Is  estimated  that  the  cost  of  develop¬ 
ing  the  parking  lot  will  be  $50,000.  In 
order  to  separate  the  operations  of  the  park¬ 
ing  lot  from  those  of  the  department  store. 
Corporation  C  transfers  to  a  newly  formed 
Corporation  D  $90,000  In  cash  and  $90,000  in 
bonds,  together  with  the  contract  for  the 
purchase  of  the  land,  in  exchange  for  all 
the  stock  of  Corjx)ratlon  D,  which  stock  is 
distributed  pro  rata  among  the  shareholders 
of  Corporation  C.  The  purchase  of  the  land 
is  completed  on  the  date  fixed  In  the  con¬ 
tract,  and  the  parking  facilities  are  developed 
and  operated  by  Corporation  D.  There  are 
no  other  relevant  facts.  The  transfer  of 
the  cash,  bonds,  and  contract  to  Corpora¬ 
tion  D  In  exchange  for  its  stock  Is  a  re¬ 
organization  under  section  112  (g)  (1)  and 
the  distribution  of  stock  (other  than  pre¬ 
ferred  stock)  in  Corporation  D  to  the  share¬ 
holders  of  Corporation  C  is  within  the  terms 
of  section  112  (b)  (11). 

Example  3.  Corporation  E  Is  engaged  In 
a  manufacturing  business.  The  assets  of 
Corp>oratlon  E  include  $300,000  in  cash  and 
$600,000  in  bonds  in  addition  to  $450,000 
in  other  assets  used  in  the  manufacturing 
business.  Corporation  E  forms  a  new  cor¬ 
poration,  P,  to  which  CorpKDration  E  trans¬ 
fers  $200,000  In  cash  and  the  $600,000  in 
bonds  in  exchange  for  all  the  stock  of  Cor¬ 
poration  P,  which  stock  Is  distributed  among 
the  shareholders  of  Corporation  E  pro  rata. 
At  the  time  of  the  transaction,  there  Is  no 
clear  and  definite  plan  for  the  acquisition 
by  Corporation  P  of  specific  business  assets. 
There  are  no  other  relevant  facts.  The 
transfer  of  cash  and  bonds  to  Corporation 
P  is  not  a  reorganization  under  section  112 
(g)  (1)  of  the  Code;  therefore,  the  dis¬ 
tribution  of  the  stock  of  Corporation  P  is 
taxable  as  a  dividend  to  the  extent  provided 
in  section  115  (a). 

§  39.112  (c)  Statutory  provisions:  rec¬ 
ognition  of  gain  or  loss;  gain  from  ex¬ 
changes  not  solely  in  kind. 

Sec.  112.  Recognition  of  gain  or  loss.  •  •  • 

(c)  Gain  from  exchanges  not  solely  in 
kind.  (1)  If  an  exchange  would  be  within 
the  provisions  of  subsection  (b)  (1),(2),(3), 
or  (5),  or  within  the  provisions  of  subsection 
(1),  of  this  section  if  it  were  not  for  the  fact 
that  the  property  received  in  exchange  con¬ 
sists  not  only  of  property  permitted  by  such 
paragraph  or  by  subsection  (1)  to  be  received 
without  the  recognition  of  gain,  but  also  of 
other  property  or  money,  then  the  gain,  if 
any,  to  the  recipient  shall  be  recognized,  but 
in  an  amount  not  in  excess  of  the  sum  of 
such  money  and  the  fair  market  value  of 
such  other  property. 

(2)  If  a  distribution  made  in  pursuance  of 
a  plan  of  reorganization  is  within  the  pro¬ 
visions  of  paragraph  (1)  of  this  subsection 
but  has  the  effect  of  the  distribution  of  a 
taxable  dividend,  then  there  shall  be  taxed 
as  a  dividend  to  each  distributee  such  an 
amount  of  the  gain  recognized  under  para¬ 
graph  (1)  as  is  not  in  excess  of  his  ratable 
share  of  the  undistributed  earnings  and 
profits  of  the  corporation  accumulated  after 
Pebruary  28,  1913,  The  remainder,  if  any,  of 
the  gain  recognized  under  paragraph  (1) 
shall  be  taxed  as  a  gain  from  the  exchange 
of  property. 

(Sec,  112  (c)  as  amended  by  sec.  121  (d)  (1), 
Rev.  Act  1943  J 

§  31.112  (c)-l  Receipt  of  other  prop¬ 
erty  or  money  in  tax-free  exchange  not 
connected  with  corporate  reorganization. 
(a)  If  in  any  transaction  in  which  prop¬ 
erty  held  for  investment  or  productive 
use  in  trade  or  business  is  exchanged 
for  property  of  like  kind  to  be  held 


either  for  productive  use  or  for  Invest¬ 
ment;  or  if  common  stock  is  exchanged 
for  common  stock,  or  preferred  stock 
for  preferred  stock,  in  the  same  corpora¬ 
tion  and  not  in  connection  with  a  cor¬ 
porate  reorganization;  or  if  property  is 
transferred  by  one 'or  more  persons  to  a 
corporation  for  its  stock  or  securities, 
within  the  meaning  of  section  112  (b) 
(5),  there  is  received  by  the  taxpayer 
other  property  (in  addition  to  property 
permitted  to  be  received  without  recog¬ 
nition  of  gain)  or  money,  then 

(1)  The  gain,  if  any,  to  the  taxpayer 
w’ill  be  recognized  in  an  amount  not  in 
excess  of  the  sum  of  the  money  and  the 
fair  market  value  of  the  other  property, 
but 

(2)  The  loss,  if  any,  to  the  taxpayer 
from  such  an  exchange  is  not  to  be 
recognized  to  any  extent  (see  section 
112  (e)). 

(b)  The  application  of  this  .section 
may  be  illustrated  by  the  following 
example: 

Example.  A,  who  is  not  a  dealer  In  real 
estate.  In  1952  exchanges  real  estate,  which 
he  purchased  (for  investment)  in  1940  for 
$5,000,  for  other  real  estate  (to  be  held  for 
productive  use  in  trade  or  business)  which 
has  a  fair  market  value  of  $6,000,  and  he 
receives  in  addition  $2,000  in  cash.  The 
gain  from  the  transaction  is  $3,000,  but  is 
recognized  only  to  the  extent  of  the  cash 
received  of  $2,000. 

(c)  Consideration  received  in  the  form 
of  an  assumption  of  liabilities  is  to  be 
treated  as  “other  property  or  money” 
for  the  purposes  of  so  much  of  section 
112  (c)  as  relates  to  section  112  (b)  (1) 
and  (2).  As  to  the  proper  treatment  of 
such  consideration  for  the  purposes  of 
so  much  of  section  112  (c)  as  relates  to 
section  112  (b)  (3).  see  §39.112  (g)-4, 
and  so  much  of  section  112  (c)  as  relates 
to  section  112  (b)  (5),  see  section  112 
(k). 

(d)  See  section  113  (a)  (6)  for  the 
basis  for  determining  the  gain  or  loss 
from  the  subsequent  sale  of  the  property 
received  in  exchanges  such  as  described 
in  this  section. 

(e)  As  to  the  receipt  of  other  property 
or  money  on  an  exchange  of  stock  or 
securities  in  connection  with  a  section 
112  (g)  reorganization,  see  §  39.112  (g)- 
4;  or  in  connection  with  a  section  112  (b) 
(10)  reorganization,  see  §  39.112  (1)-1. 
As  to  distributions  in  pursuance  of  a  plan 
of  reorganization  which  have  the  effect 
of  a  taxable  dividend,  see  §  39.112  (g)-4, 
in  the  case  of  a  section  112  (g)  reorgani¬ 
zation,  or  §  39.112  (1)-1,  in  the  case  of  a 
section  112  (b)  (10)  reorganizatian. 

§  39.112  (d)-(e)  Statutory  provi¬ 

sions:  recognition  of  gain  or  loss:  gain 
of  corporation  from  exchanges  not  solely 
in  kind:  loss  from  exchanges  not  solely 
in  kind. 

Sec.  112.  Recognition  of  gain  or  loss.  •  •  • 

(d)  Same — gain  of  corporation.  If  an  ex¬ 
change  would  be  within  the  provisions  of 
subsection  (b)  (4)  or  (10)  of  this  section  if 
It  were  not  for  the  fact  that  the  projjerty 
received  In  exchange  consists  not  only  of 
stock  or  securities  permitted  by  such  para¬ 
graph  to  be  received  without  the  recognition 
of  gain,  but  also  of  other  property  or  money, 
then— 
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( 1 )  If  the  corporation  receiving  such  other 
property  or  money  distributes  it  in  pursu¬ 
ance  of  the  plan  of  reorganization,  no  gain 
to  the  corporation  shall  be  recognized  from 
the  exchange,  but 

( 2 )  If  the  corporation  receiving  such  other 
property  or  money  does  not  distribute  It  In 
pursuance  of  the  plan  of  reorganization,  the 
gain.  If  any,  to  the  corporation  shall  be  rec¬ 
ognized,  but  In  an  amount  not  In  excess  of 
the  sum  of  such  money  and  the  fair  market 
value  of  such  other  property  so  received, 
which  Is  not  so  distributed. 

(Sec.  112  (d)  as  amended  by  sec.  121  (d)  (2), 
Rev.  Act  19431 

(e)  Loss  from  exchanges  not  solely  in  kind. 
If  an  exchange  would  be  within  the  pro¬ 
visions  of  subsection  (b)  (1)  to  (5),  In¬ 
clusive,  or  (10),  or  within  the  provisions  of 
subsection  (1),  of  this  section  If  It  were  not 
for  the  fact  that  the  property  received  In 
exchange  consists  not  only  of  property  per¬ 
mitted  by  such  paragraph  to  be  received 
without  the  recognition  of  gain  or  loss,  but 
also  of  other  property  or  money,  then  no  loss 
from  the  exchange  shall  be  recognized. 

[Sec.  112  (e)  as  amended  by  sec.  121  (d)  (3), 
Rev.  Act  1943] 

§  39.112  (e)-l  Nonrecognition  of  loss. 

(a)  Section  112  (e)  provides  that  in  no 
event  shall  a  loss  be  recognized  from  a 
tax-free  exchange  of  property  under 
section  112  (b)  (1)  to  (5),  inclusive,  or 
section  112  (b)  (10),  notwithstanding 
the  fact  that  there  is  received  in  the 
exchange  other  property  or  money  in 
addition  to  property  permitted  to  be  re¬ 
ceived  without  recognition  of  gain  or 
loss. 

(b)  As  to  the  nonrecognition  of  loss 
upon  an  exchange  described  in  so  much 
of  section  112  (e)  as  refers  to  section  112 
(1),  see  §39.112  (1)-1.  As  to  the  basis 
of  the  property  received  in  such  an  ex¬ 
change  for  the  purpose  of  determining 
gain  or  loss  from  the  subsequent  sale 
thereof,  see  section  113  (a)  (6).  As  to 
the  nonrecognition  of  loss  upon  the  re¬ 
ceipt  of  property  by  one  corporation  in 
complete  liquidation  of  another  cor¬ 
poration  under  certain  specifically  de¬ 
scribed  circumstances,  see  section  112 

(b)  (6). 

§  39.112  (f)  Statutory  provisions; 

recognition  of  gain  or  loss;  involuntary 
conversion  of  property. 

Sec.  112.  Recognition  of  gain  or  loss.  •  *  • 

(f)  Involuntary  conversion.  If  property 
(as  a  result  of  its  destruction  in  whole  or  in 
part,  theft,  seizure,  or  requisition  or  con¬ 
demnation  or  threat  or  imminence  thereof) 
is  compulsorily  or  Involuntarily  converted — 

( 1 )  Conversion  into  similar  property.  Into 
property  similar  or  related  in  service  or  use 
to  the  property  so  converted,  no  gain  shall 
be  recognized. 

(2)  Conversion  into  money  where  disposi¬ 
tion  occurred  prior  to  1951.  •  •  •  For  the 
purposes  of  this  paragraph  and  paragraph 

(3),  the  term  “disposition  of  the  converted 
property”  means  the  destruction,  theft, 
seizure,  requisition,  or  condemnation  of  the 
converted  property,  or  the  sale  or  exchange 
of  such  property  under  threat  or  imminence 
of  requisition  or  condemnation. 

(3)  Conversion  into  money  where  disposi¬ 
tion  occurred  after  1950.  Into  money  or  Into 
property  not  similar  or  related  in  service  or 
use  to  the  converted  property,  and  the  dis¬ 
position  of  the  converted  property  (as  de¬ 
fined  in  paragraph  (2))  occurred  after  De¬ 
cember  31,  1950,  the  gain  (if  any)  shall  be 

§  39.112  (e)-l 


recognized  except  to  the  extent  hereinafter 
provided  in  this  paragraph: 

(A)  Nonrecognition  of  gain.  If  the  tax¬ 
payer  during  the  period  si>eclfied  in  sub- 
paragraph  (B),  for  the  purpose  of  replac¬ 
ing  the  property  so  converted,  purchases 
other  property  similar  or  related  in  service 
or  use  to  the  property  so  converted,  or  pur¬ 
chases  stock  in  the  acquisition  of  control  of 
a  corporation  owning  such  other  property,  at 
the  election  of  the  taxpayer  the  gain  shall 
be  recognized  only  to  the  extent  that  the 
amount  realized  upon  such  conversion  (re¬ 
gardless  of  whether  such  amount  is  received 
in  one  or  more  taxable  years)  exceeds  the 
cost  of  such  other  property  or  such  stock. 
Such  election  shall  be  made  at  such  time 
and  in  such  manner  as  the  Secretary  may  by 
regulations  prescribe.  For  the  purposes  of 
this  paragraph — 

(i)  No  property  or  stock  acquired  before 
the  disposition  of  the  converted  property 
shall  be  considered  to  have  been  acquired  for 
the  purpose  of  replacing  such  converted 
property  unless  held  by  the  taxpayer  on  the 
date  of  such  dlsp>osition;  and 

(11)  The  taxpayer  shall  be  considered  to 
have  purchased  property  or  stock  only  if, 
but  for  the  provisions  of  section  113  (a)  (9), 
the  unadjusted  basis  of  such  property  or 
stock  would  be  its  cost  within  the  meaning 
of  section  113  (a) . 

(B)  Period  within  which  property  must  be 
replaced.  The  p>eriod  referred  to  in  sub- 
paragraph  (A)  shall  be  the  period  beginning 
with  the  date  of  the  dlsp)ositlon  of  the  con¬ 
verted  property,  or  the  earliest  date  of  the 
threat  or  imminence  of  requisition  or  con¬ 
demnation  of  the  converted  property,  which¬ 
ever  is  the  earlier,  and  ending — 

(i)  One  year  after  the  close  of  the  first 
taxable  year  in  which  any  part  of  the  gain 
upon  the  conversion  is  realized,  or 

(il)  Subject  to  such  terms  and  conditions 
as  may  be  specified  by  the  Secretary,  at  the 
close  of  such  later  date  as  the  Secretary  may 
designate  upon  application  by  the  taxpayer. 
Such  application  shall  be  made  at  such  time 
and  in  such  manner  as  the  Secretary  may 
by  regulations  prescribe. 

(C)  Time  for  assessment  of  deficiency  at¬ 
tributable  to  gain  upon  conversion.  If  a  tax¬ 
payer  has  made  the  election  provided  in  sub- 
paragraph  (A),  then  (i)  the  statutory  period 
for  the  assessment  of  any  deficiency,  for  any 
taxable  year  in  which  any  part  of  the  gain 
upon  such  conversion  is  realized,  attributable 
to  such  gain  shall  not  expire  prior  to  the 
expiration  of  three  years  from  the  date  the 
Secretary  is  notified  by  the  taxpayer  (in  such 
manner  as  the  Secretary  may  by  regulations 
prescribe)  of  the  replacement  of  the  con¬ 
verted  property  or  of  an  intention  not  to  re¬ 
place,  and  (il)  such  deficiency  may  be 
assessed  prior  to  the  expiration  of  such 
three-year  period  notwithstanding  the  provi¬ 
sions  of  section  272  (f)  or  the  provisions  of 
any  other  law  or  rule  of  law  which  would 
otherwise  prevent  such  assessment. 

(D)  Time  for  assessment  of  other  defi¬ 
ciencies  attributable  to  election.  If  the  elec¬ 
tion  provided  in  subparagraph  (A)  is  made 
by  the  taxpayer  and  such  other  property  or 
such  stock  was  purchased  prior  to  the  begin¬ 
ning  of  the  last  taxable  year  in  which  any 
part  of  the  gain  upon  such  conversion  is 
realized,  any  deficiency,  to  the  extent  result¬ 
ing  from  such  election,  for  any  taxable  year 
ending  before  such  last  taxable  year  may  be 
assessed  (notwithstanding  the  provisions  of 
section  272  (f )  or  275  or  the  provisions  of  any 
other  law  or  rule  of  law  which  would  other¬ 
wise  prevent  such  assessment)  at  any  time 
before  the  expiration  of  the  period  within 
which  a  deficiency  for  such  last  taxable  year 
may  be  assessed. 

This  subsection  shall  not  apply,  in  the  case 
of  property  used  by  the  taxpayer  as  his 
principal  residence,  if  the  destruction,  theft, 


seizure,  requisition,  or  condemnation  of  the 
residence,  or  the  sale  or  exchange  of  such 
residence  under  threat  or  Imminence  thereof, 
occurred  after  December  31,  1950. 

[Sec.  112  (f)  as  amended  by  sec.  151  (d),  (e), 
Rev.  Act  1942:  sec.  318  (b)  (1),  Rev.  Act  1951; 
sec.  1,  Pub.  Law  251  (82d  Cong.)  J 

§  39.112  (f)-l  Involuntary  conver¬ 
sion  where  disposition  of  the  converted 
property  occurred  after  December  31, 
1950 — (a)  In  general.  This  section  ap¬ 
plies  only  with  respect  to  involuntary 
conversions  where  the  disposition  of  the 
converted  property  occurred  after  De¬ 
cember  31,  1950.  See  §§29.112  (f)-l 
and  29.112  (f  )-2  of  Regulations  111  (Part 
29  of  this  chapter)  for  the  rules  applica¬ 
ble  where  the  disposition  of  the  converted 
property  occurred  before  January  1, 1951. 
The  term  “disposition  of  the  converted 
property”  means  the  destruction,  theft, 
seizure,  requisition,  or  condemnation  of 
the  converted  property,  or  the  sale  or 
exchange  of  such  property  under 
threat  or  imminence  of  requisition  or 
condemnation.  This  section  applies 
only  with  respect  to  gains;  losses  from 
involuntary  conversions  are  recognized 
or  not  recognized  without  regard  to  this 
section.  This  section  shall  not  apply  in 
the  case  of  an  involuntary  conversion  of 
property  used  by  the  taxpayer  as  his 
principal  residence;  see  §  39.112  (n)-l. 
In  the  case  of  property  used  by  the  tax¬ 
payer  partially  as  a  principal  residence 
and  partially  for  other  purposes,  proper 
allocation  shall  be  made  and  this  section 
shall  apply  only  with  respect  to  the  in¬ 
voluntary  conversion  of  the  portion  used 
for  such  other  purposes. 

(b)  Conversion  into  similar  property. 
If  property  (as  a  result  of  its  destruction 
in  whole  or  in  part,  theft,  seizure,  or 
requisition  or  condemnation  or  threat  or 
imminence  thereof)  is  compulsorily  or 
involuntarily  converted  only  into  prop¬ 
erty  similar  or  related  in  service  or  use 
to  the  property  so  converted,  no  gain 
shall  be  recognized.  Such  nonrecogni¬ 
tion  of  gain  is  mandatory.  If  the  con¬ 
version  is,  in  whole  or  in  part,  into  money 
or  property  not  similar  or  related  in 
service  or  use  to  the  property  so  con¬ 
verted,  see  paragraph  (c)  of  this  section. 

(c)  Conversion  into  money  or  into  dis¬ 
similar  property.  (1)  If  property  (as  a 
result  of  its  destruction  in  whole  or  in 
part,  theft,  seizure,  or  requisition  or  con¬ 
demnation  or  threat  or  imminence  there¬ 
of)  is  compulsorily  or  involuntarily  con¬ 
verted  into  money  or  into  property  not 
similar  or  related  in  s-*rvice  or  use  to 
the  converted  property,  the  gain,  if  any, 
shall  be  recognized,  at  the  election  of  the 
taxpayer,  only  to  the  extent  that  the 
amount  realized  upon  such  conversion 
exceeds  the  cost  of  other  property  pur¬ 
chased  by  the  taxpayer  which  is  similar 
or  related  in  service  or  use  to  the  prop¬ 
erty  so  converted,  or  the  cost  of  stock  of 
a  corporation  owning  such  other  prop¬ 
erty  which  is  purchased  by  the  taxpayer 
in  the  acquisition  of  control  of  such  cor¬ 
poration,  if  the  taxpayer  purchased  such 
other  property,  or  such  stock,  for  the 
purpose  of  replacing  the  property  so 
converted  and  during  the  period  speci¬ 
fied  in  subparagraph  (3)  of  this  para¬ 
graph. 
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f2)  All  of  the  details  in  connection 
with  an  involuntary  conversion  of  prop¬ 
erty  at  a  gain  (including  those  relating 
to  the  replacement  of  the  converted 
property,  or  a  decision  not  to  replace, 
or  the  expiration  of  the  period  for  re¬ 
placement)  shall  be  reported  in  the  re¬ 
turn  for  the  taxable  year  or  years  in 
which  any  of  such  gain  is  realized.  An 
election  to  have  such  gain  recognized 
only  to  the  extent  provided  in  subpara¬ 
graph  (1)  of  this  paragraph  shall  be 
made  by  including  such  gain  in  gross 
income  for  such  year  or  years  only  to 
such  extent.  If.  at  the  time  of  filing 
such  a  return,  the  period  within  which 
the  converted  property  must  be  replaced 
has  expired,  or  if  such  an  election  is  not 
desired,  the  gain  should  be  included  in 
gross  income  for  such  year  or  years  in 
the  regular  manner.  A  failure  to  so  in¬ 
clude  such  gain  in  gross  income  in  the 
regular  manner  shall  be  deemed  to  be 
an  election  by  the  taxpayer  to  have  such 
gain  recognized  only  to  the  extent  pro¬ 
vided  in  subparagraph  (1)  of  this  para¬ 
graph  even  though  the  details  in  con¬ 
nection  with  the  conversion  are  not  re¬ 
ported  in  such  return.  If,  after  having 
made  an  election  under  section  112  (f) 

(3),  the  converted  property  is  not  re¬ 
placed  within  the  required  period  of  time, 
or  replacement  is  made  at  a  cost  lower 
than  was  anticipated  at  the  time  of  the 
election,  or  a  decision  is  made  not  to  re¬ 
place,  the  tax  liability  for  the  year  or 
years  for  which  the  election  was  made 
shall  be  recomputed.  Such  recomputa¬ 
tion  should  be  in  the  form  of  an 
"amended  return”.  If  a  decision  is  made 
to  make  an  election  under  section  112 
(f)  (3)  after  the  filing  of  the  return 
and  the  payment  of  the  tax  for  the  year 
or  years  in  which  any  of  the  gain  on  an 
Involuntary  conversion  is  realized  and 
before  the  expiration  of  the  period  with¬ 
in  which  the  converted  property  must 
be  replaced,  a  claim  for  credit  or  refund 
for  such  year  or  years  should  be  filed. 
If  the  replacement  of  the  converted 
property  occurs  in  a  year  or  years  in 
which  none  of  the  gain  on  the  conversion 
Is  realized,  all  of  the  details  in  connec¬ 
tion  with  such  replacement  shall  be  re¬ 
ported  in  the  return  for  such  year  or 
years. 

(3)  The  period  referred  to  in  subpara¬ 
graph  ( 1 )  of  this  paragraph  is  the  period 
of  time  commencing  with  the  date  of 
the  disposition  of  the  converted  property, 
or  the  date  of  the  beginning  of  the 
threat  or  imminence  of  requisition  or 
condemnation  of  the  converted  property, 
whichever  is  earlier,  and  ending  one 
year  after  the  close  of  the  first  taxable 
year  in  which  any  part  of  the  gain  upon 
the  conversion  is  realized,  or  at  the  close 
of  such  later  date  as  may  be  designated 
pursuant  to  an  application  of  the  tax- 
-Oayer.  Such  application  shall  be  made 
prior  to  the  expiration  of  the  one  year 
after  the  close  of  the  first  taxable  year  In 
which  any  part  of  the  gain  upon  the  con¬ 
version  is  realized.  Such  application 
shall  be  made  to  the  Commissioner,  or  to 
such  person  as  he  may  designate,  and 
shall  contain  all  of  the  details  in  connec¬ 
tion  with  the  involuntary  conversion. 
No  extension  of  time  shall  be  granted 


pursuant  to  such  an  application  unless 
the  taxpayer  executes  a  bond,  with  such 
surety  as  the  Commissioner  may  require, 
in  an  amount  not  in  excess  of  twice  the 
estimated  additional  income  taxes  (in¬ 
cluding  interest,  penalties,  and  additions 
to  the  tax)  which  would  be  payable  if  an 
election  were  not  made  under  this  sec¬ 
tion,  and  conditioned  upKjn  the  replacje- 
ment  of  the  converted  property  within 
the  extended  period  of  time  (including 
any  subsequent  extensions  granted  by 
the  Commissioner  or  such  person  as  he 
may  designate) ,  or  the  payment  of  the 
additional  tax  attributable  to  the  gain  on 
the  conversion  (including  interest,  penal¬ 
ties,  and  additions  to  the  tax).  Only 
surety  companies  holding  certificates  of 
authority  from  the  Secretary  of  the 
Treasury  as  acceptable  sureties  on  Fed¬ 
eral  bonds  will  be  approved  as  sureties. 
See  6  U.  S.  C.  15  with  respect  to  the  de¬ 
positing  of  bonds  or  notes  of  the  United 
States  in  lieu  of  sureties. 

(4)  Property  or  stock  purchased  before 
the  disposition  of  the  converted  property 
shall  be  considered  to  have  been  pur¬ 
chased  for  the  purpose  of  replacing  the 
converted  property  only  if  such  property 
or  stock  is  held  by  the  taxpayer  on  the 
date  of  the  disposition  of  the  converted 
property.  Property  or  stock  shall  be 
considered  to  have  been  purchased  only 
if,  but  for  the  provisions  of  section  113 
(a)  (9),  the  unadjusted  basis  of  such 
property  or  stock  would  be  its  cost  to  the 
taxpayer  within  the  meaning  of  section 
113  (a).  If  the  taxpayer’s  unadjusted 
basis  of  the  replacement  property  would 
be  determined,  in  the  absence  of  section 
113  (a)  (9),  under  any  of  the  other 
numbered  paragraphs  of  section  113  (a), 
the  unadjusted  basis  of  the  property 
would  not  be  its  cost  within  the  meaning 
of  section  113  (a).  For  example,  if 
property  similar  or  related  in  service  or 
use  to  the  converted  property  is  acquired 
by  gift  and  its  basis  is  determined  under 
section  113  (a)  (2),  such  property  will 
not  qualify  as  a  replacement  for  the 
converted  property. 

(5)  If  a  taxpayer  makes  an  election 
under  section  112  (f)  (3),  any  deficiency, 
for  any  taxable  year  in  which  any  part 
of  the  gain  upon  the  conversion  is  real¬ 
ized,  which  is  attributable  to  such  gain 
may  be  assessed  at  any  time  before  the 
expiration  of  three  years  from  the  date 
the  district  director  of  internal  revenue 
with  whom  the  return  for  such  year  has 
been  filed  is  notified  by  the  taxpayer  of 
the  replacement  of  the  converted  prop¬ 
erty  or  of  an  intention  not  to  replace,  or 
of  a  failure  to  replace,  within  the  re¬ 
quired  period,  notwithstanding  the  provi¬ 
sions  of  section  272  (f)  or  the  provisions 
of  any  other  law  or  rule  of  law  which 
would  otherwise  prevent  such  assess¬ 
ment.  If  replacement  has  been  made, 
such  notification  shall  contain  all  of  the 
details  in  connection  with  such  replace¬ 
ment.  Such  notification  should  be  made 
in  the  return  for  the  taxable  year  or 
years  in  which  the  replacement  occurs, 
or  the  intention  not  to  replace  Is  formed, 
or  the  period  for  replacement  expires, 
if  this  return  is  filed  with  such  district 
director  of  internal  revenue.  If  this 
return  is  not  filed  with  such  district 


director,  then  such  notification  shall  be 
made  to  such  district  director  at  the  time 
of  filing  this  return.  If  the  taxpayer  so 
desires,  he  may,  in  either  event,  also 
notify  such  district  director  before  the 
filing  of  such  return. 

(6)  If  a  taxpayer  makes  an  election 
under  section  112  (f)  (3)  and  the  re¬ 
placement  property  or  .stock  was  pur¬ 
chased  before  the  beginning  of  the  last 
taxable  year  in  which  any  part  of  the 
gain  upon  the  conversion  is  realized,  any 
deficiency,  for  any  taxable  year  ending 
before  such  last  taxable  year,  which  is 
attributable  to  such  election  may  be  as¬ 
sessed  at  any  time  before  the  expiration 
of  the  period  within  which  a  deficiency 
for  such  last  taxable  year  may  be  as¬ 
sessed,  notwithstanding  the  provisions 
of  section  272  (f )  or  275  or  the  provisions 
of  any  law  or  rule  of  law  which  would 
otherwise  prevent  such  assessment. 

(7)  If  the  taxpayer  makes  an  election 
under  section  112  (f)  (3),  the  gain  upon 
the  conversion  shall  be  recognized  to  the 
extent  that  the  amount  realized  upon 
such  conversion  exceeds  the  cost  of  the 
replacement  property  or  stoc* .  regard¬ 
less  of  whether  such  amount  is  realized 
in  one  or  more  taxable  years. 

(8)  The  proceeds  of  a  use  and  occu¬ 
pancy  insurance  contract,  which  by  its 
terms  insured  against  actual  loss  sus¬ 
tained  of  net  profits  in  the  business,  are 
not  proceeds  of  an  involuntary  conver¬ 
sion  but  are  income  in  the  same  manner 
that  the  profits  for  which  they  are  sub¬ 
stituted  would  have  been. 

(9)  There  is  no  investment  in  prop¬ 
erty  similar  in  character  and  devoted  to 
a  similar  use  if : 

(i)  The  proceeds  of  unimproved  real 
estate,  taken  upon  condemnation  pro¬ 
ceedings,  are  invested  in  improved  real 
estate. 

(ii)  The  proceeds  of  conversion  of  real 
property  are  applied  in  reduction  of  in¬ 
debtedness  previously  incurred  in  the 
purchase  of  a  leasehold. 

(iii)  The  owner  of  a  requisitioned  tug 
uses  the  proceeds  to  buy  barges. 

(10)  If,  in  a  condemnation  proceeding 
the  Gtovernment  retains  out  of  the  award 
sufficient  funds  to  satisfy  special  assess¬ 
ments  levied  against  the  remaining  por¬ 
tion  of  the  plot  or  parcel  of  real  estate 
affected  for  benefits  accruing  in  connec¬ 
tion  with  the  condemnation,  the  amount 
so  retained  .'^hall  be  deducted  from  the 
gross  award  in  determining  the  amount 
of  the  net  award. 

§39.112  (g)  Statutory  provisions: 

recognition  of  gain  or  loss;  definition  of 
reorganization. 

Sec.  112.  Recognition  of  gain  or  loss.  *  •  * 

(g)  Definition  of  reorganization.  As  used 
In  this  section  (other  than  subsection  (b) 
(10)  and  subsection  (1)  and  In  section  113 
(other  than  subsection  (a)  (22) )  — 

(1)  The  term  “reorganization”  means 

(A)  a  statutory  merger  or  consolidation,  or 

(B)  the  acquisition  by  one  corporation,  in 
exchange  solely  for  all  or  a  part  of  Its  voting 
stock,  of  at  least  80  per  centum  of  the  voting 
stock  and  at  least  80  per  centum  of  the  total 
number  of  shares  of  all  other  classes  of  stock 
of  another  corporation,  or  (C)  the  acquisi¬ 
tion  by  one  corporation.  In  exchange  solely 
for  all  or  a  part  of  Its  voting  stock,  of  sub¬ 
stantially  all  the  properties  of  another  cor- 
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poratlon,  but  In  determining  whether  the 
exchange  is  solely  for  voting  stock  the  as¬ 
sumption  by  the  acquiring  corporation  of  a 
liability  of  the  other,  or  the  fact  that  prop¬ 
erty  acquired  is  subject  to  a  liability,  shall 
be  disregarded,  or  (D)  a  transfer  by  a  corpo¬ 
ration  of  all  or  a  part  of  its  assets  to  another 
corporation  if  immediately  after  the  transfer 
the  transferor  or  its  shareholders  or  both  are 
in  control  of  the  corporation  to  which  the 
assets  are  transferred,  or  (E)  a  recapitaliza¬ 
tion.  or  (P)  a  mere  change  in  Identity,  form, 
or  place  of  organization,  however  effected. 

(2)  The  term  "a  party  to  a  reorganization** 
Includes  a  corporation  resulting  from  a  reor¬ 
ganization  and  Includes  both  corporations 
in  the  case  of  a  reorganization  resulting 
from  the  acquisition  by  one  corporation  of 
stock  or  properties  of  another. 

I  Sec.  112  (g)  as  amended  by  sec.  213  (b). 
Rev.  Act  1939;  sec.  121  (d)  (4),  Rev.  Act 
1943] 

§  39.112  (g)-l  Purpose  and  scope  of 
exception  of  reorganization  exchanges — 

(a)  Reorganizations.  As  used  in  the 
regulations  under  section  112  (g),  the 
terms  “reorganization”  and  “party  to  a 
reorganization”  mean  only  a  reorganiza¬ 
tion  or  a  party  to  a  reorganization  as 
defined  in  such  section.  With  respect 
to  section  112  (b)  (10)  reorganizations, 
see  §  39.112  (b)  (lO)-l. 

(b)  Purpose.  Under  the  general  rule, 
upon  the  exchange  of  property,  gain  or 
loss  must  be  accounted  *or  if  the  new 
property  differs  in  a  material  particular, 
either  in  kind  or  in  extent,  from  the  old 
property.  The  purpose  of  the  reorgan¬ 
ization  provisions  of  the  Internal  Reve¬ 
nue  Code  is  to  except  from  the  general 
rule  certain  specifically  described  ex¬ 
changes  incident  to  such  readjustments 
of  corporate  structures,  made  in  one  of 
the  particular  ways  specified  in  the  Code, 
as  are  required  by  business  exigencies, 
and  which  effect  only  a  readjustment  of 
continuing  interests  in  property  under 
modified  corporate  forms.  Requisite  to 
a  reorganization  under  the  Code  are  a 
continuity  of  the  business  enterprise  un¬ 
der  the  modified  corporate  form,  and  a 
continuity  of  interest  therein  on  the  part 
of  those  persons  who  were  the  owners  of 
the  enterprise  prior  to  the  reorganiza¬ 
tion.  The  Code  recognizes  as  a  reorgan¬ 
ization  the  change  (made  in  a  specified 
way)  from  a  business  enterprise  con¬ 
ducted  by  a  single  corporation  to  the 
same  business  enterprise  conducted  by 
a  parent  and  a  subsidiary  corporation, 
but  not  the  creation  of  a  temporary  sub¬ 
sidiary  as  a  device  for  the  making  of  an 
ordinary  dividend.  The  Code  recognizes 
/  as  a  reorganization  the  amalgamation 
(occurring  in  a  specified  way)  of  two 
corporate  enterprises  under  a  single  cor¬ 
porate  structure  if  there  exists  among 
the  holders  of  the  stock  and  securities 
of  either  of  the  old  corporations  the 
requisite  continuity  of  interest  in  the 
new  corporation,  but  there  is  not  a  reor¬ 
ganization  if  the  holders  of  the  stock  and 
securities  of  the  old  corporation  are 
merely  the  holders  of  short-term  notes 
in  the  new  corporation.  In  order  to  ex¬ 
clude  transactions  not  intended  to  be 
included,  the  specifications  of  the  reor¬ 
ganization  provisions  of  the  law  are  pre¬ 
cise.  Both  the  terms  of  the  specifica¬ 
tions  and  their  underlying  assumptions 
and  purposes  must  be  satisfied  in  order 
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to  entitle  the  taxpayer  to  the  benefit  of 
the  exception  from  the  general  rule.  Ac¬ 
cordingly,  under  the  Code,  a  short-term 
purchase  money  note  is  not  a  security  of 
a  party  to  a  reorganization,  an  ordinary 
dividend  is  to  be  treated  as  an  ordinary 
dividend,  and  a  sale  is  nevertheless  to  be 
treated  as  a  sale,  even  though  the  me¬ 
chanics  of  a  reorganization  have  been 
set  up. 

(c)  Scope.  The  nonrecognition  of 
gain  or  loss  is  prescribed  for  two  sp>ecifi- 
cally  described  types  of  exchanges,  viz: 
Tlie  exchange  that  is  provided  for  in  sec¬ 
tion  112  (b)  (3)  in  which  stock  or  secu¬ 
rities  in  a  corpxjration  a  party  to  the  re¬ 
organization  are,  in  pursuance  of  a  plan 
of  reorganization,  exchanged  for  the 
stock  or  securities  in  a  corporation  a 
party  to  the  same  reorganization;  and 
the  exchange  that  is  provided  for  in  sec¬ 
tion  112  (b)  (4)  in  which  a  corporation 
a  party  to  the  reorganization  exchanges 
property,  in  pursuance  of  a  plan  of  reor¬ 
ganization,  for  stock  or  securities  in  an¬ 
other  corporation  a  party  to  the  same 
reorganization.  Section  J12  (g)  limits 
the  definition  of  the  term  “reorganiza¬ 
tion”  to  six  kinds  of  transactions  and 
excludes  all  others.  Prom  its  context, 
the  term  “a  party  to  a  reorganization” 
can  only  mean  a  party  to  a  transaction 
specifically  defined  as  a  reorganization 
by  section  112  (g).  Certain  rules  re¬ 
specting  boot  received  in  either  of  the 
two  types  of  exchanges  provided  for  in 
section  112  (b)  (3)  and  (4)  are  pre-. 
scribed  in  sections  112  (c)  and  112'  (d). 
Under  section  112  (i)  a  limitation  is 
placed  on  all  these  provisions  by  provid¬ 
ing  that  except  under  specified  condi¬ 
tions  foreign  corporations  shall  not  be 
deemed  within  their  scope.  The  provi¬ 
sions  of  the  Internal  Revenue  Code  re¬ 
ferred  to  in  this  paragraph  are  inappli¬ 
cable  unless  there  is  a  plan  of  reorgani¬ 
zation.  A  plan  of  reorganization  must 
contemplate  the  bona  fide  execution  of 
one  of  the  transactions  specifically  de¬ 
scribed  as  a  reorganization  in  section 
112  (g)  and  for  the  bona  fide  consum¬ 
mation  of  each  of  the  requisite  acts  un¬ 
der  which  nonrecognition  of  gain  is 
claimed.  Such  transaction  and  such  acts 
must  be  an  ordinary  and  necessary  inci¬ 
dent  of  the  conduct  of  the  enterprise  and 
must  provide  for  a  continuation  of  the 
enterprise.  The  nonrecognition  of  gain 
or  loss  is  also  prescribed  with  respect  to 
the  distribution  in  pursuance  of  a  plan 
of  reorganization,  to  a  shareholder  of  a 
corporation  which  is  a  party  to  the  re¬ 
organization,  of  stock  (other  than  pre¬ 
ferred  stock)  in  another  corporation 
which  is  a  party  to  the  reorganization, 
where  such  shareholder  does  not  sur¬ 
render  any  stock.  See  section  112  (b) 
(11)  and  the  regulations  thereunder.  A 
scheme  which  involves  an  abrupt  de¬ 
parture  from  normal  reorganization  pro¬ 
cedure,  devised  and  adopted  with  refer¬ 
ence  to  a  transaction  on  which  the  im¬ 
position  of  the  tax  is  imminent,  is  not  a 
plan  of  reorganization. 

§  39.112  (g)— 2  Definition  of  terms. 

(a)  The  application  of  the  term  “reor¬ 
ganization”  is  to  be  strictly  limited  to  the 
specific  transaction  set  forth  in  section 
112(g)(1).  The  term  does  not  embrace 


the  mere  purchase  by  one  corporation  of 
the  properties  of  another  corporation, 
for  it  imports  a  continuity  of  interest  on 
the  part  of  the  transferor  or  its  stock¬ 
holders  in  the  properties  transferred. 

If  the  properties  are  transferred  for  cash 
and  deferred  payment  obligations  of  the 
transferee  evidenced  by  short-term  notes, 
the  transaction  is  a  sale  and  not  an  ex¬ 
change. 

(b)  The  words  “statutory  merger  or 
consolidation”  refer  to  a  merger  or  a 
consolidation  effected  in  pursuance  of 
the  corporation  laws  of  the  United  States 
or  a  State  or  Territory  or  the  District  of 
Columbia. 

(c)  In  order  to  qualify  as  a  “reorgani¬ 
zation”  under  section  112  (g)  (1)  (B), 
the  acquisition  by  the  acquiring  corpora¬ 
tion  of  the  required  amount  of  the  stock 
of  the  other  corporation  must  be  in  ex¬ 
change  solely  for  all  or  a  part  of  the  vot¬ 
ing  stock  of  the  acquiring  corporation. 

If,  for  example.  Corporation  X  ex¬ 
changes  nonvoting  preferred  stock  or 
bonds  in  addition  to  all  or  a  part  of  its 
voting  stock  in  the  acquisition  of  the  re¬ 
quired  amount  of  stock  of  Corporation 
Y,  the  transaction  is  not  a  “reorganiza¬ 
tion”  under  section  112  (g)  (1)  (B). 

(d)  The  same  requirements  obtain  in 
the  case  of  section  112  (g)  (1)  (C),  rela¬ 
tive  to  the  acquisition  by  one  corpora¬ 
tion  of  substantially  all  the  properties  of 
another  corporation,  except  that  for  the 
purpose  of  determining  whether  the  ex¬ 
change  is  solely  for  voting  stock  of  the 
acquiring  corporation  any  assumption 
by  the  acquiring  corporation  of  liabili¬ 
ties  of  the  other  shall  be  disregarded. 
Though  such  an  assumption  does  not 
prevent  an  exchange  from  being  solely 
for  voting  stock  for  the  purposes  of  the 
definition  of  a  reorganization  contained 
in  section  112  (g)  (1)  (C),  it  may  in 
some  cases,  however,  so  alter  the  char¬ 
acter  of  the  transaction  as  to  place  the 
transaction  outside  the  purposes  and  as¬ 
sumptions  of  the  reorganization  provi¬ 
sions.  Section  112  (g)  (1)  (C)  does  not 
prevent  consideration  of  the  effect  of  an 
assumption  of  liabilities  on  the  general 
character  of  the  transaction  but  merely 
provides  that  the  requirement  that  the 
exchange  be  solely^  for  voting  stock  is 
satisfied  if  the  only  additional  considera-  | 
tion  is  an  assumption  of  liabilities. 

(e)  A  “recapitalization,”  and  there¬ 
fore  a  reorganization,  takes  place  if,  for 
example : 

(1)  A  corporation  with  $200,000  par 
value  of  bonds  outstanding,  instead  of 
paying  them  off  in  cash,  discharges  them 
by  issuing  preferred  shares  to  the  bond¬ 
holders; 

(2)  There  is  surrendered  to  a  corpora¬ 
tion  for  cancellation  25  percent  of  its 
preferred  stock  in  exchange  for  no  par 
value  common  stock; 

(3)  A  corporation  issues  preferred  ! 
stock,  previously  authorized  but  unis¬ 
sued,  for  outstanding  common  stock;  or 

(4)  An  exchange  is  made  of  a  corpora¬ 
tion’s  outstanding  preferred  stock,  hav-  . 
ing  certain  priorities  with  reference  to  | 
the  amount  and  time  of  payment  of  divl-  | 
dends  and  the  distribution  of  the  cor¬ 
porate  assets  upon  liquidation,  for  a  new 
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issue  of  such  corporation’s  common  stock 
having  no  such  rights. 

(f)  The  term  “a  party  to  a  reorganiza¬ 

tion”  includes,  in  addition  to  a  corpora¬ 
tion  which  performs  the  specific  act 
constituting  the  reorganization  as  de¬ 
scribed  and  defined  in  section  112  (g) 
(1).  only  a  coipo ration  specified  in 
section  112  (g)  (2).  Both  corpora¬ 

tions  are  parties  to  the  reorganiza¬ 
tion  if  under  statutory  authority  Cor¬ 
poration  A  is  merged  into  Corporation  B; 
and  all  three  of  the  corporations  are 
parties  to  the  reorganization  if,  pursuant 
to  statutory  authority.  Corporations  C 
and  D  are  consolidated  into  Corporation 
E.  Both  corporations  are  parties  to  the 
reorganization  if  it  consists  of  the  trans¬ 
fer  by  Corporations  F  and  G  of  part  of 
the  assets  of  Corporation  F  in  exchange 
for  all  of  the  capital  stock  of  Corporation 
G.  Only  Corporations  H  and  J  are  par¬ 
ties  to  the  reorganization  if  it  consists 
of  the  acquisition  by  Corporation  H  in 
exchange  solely  for  all  or  a  part  of  its 
voting  stock  of  at  least  80  percent  of  the 
voting  stock  and  at  least  80  percent  of 
the  total  number  of  shares  of  all  other 
classses  of  stock  of  Corporation  J,  even 
though  such  acquisition  by  Corporation 
H  is  from  Corporation  K. 

(g)  The  term  “plan  of  reorganiza¬ 
tion”  has  reference  to  a  consummated 
transaction  specifically  defined  as  a  re¬ 
organization  under  section  112  (g)  (1). 
The  term  is  not  to  be  construed  as  broad¬ 
ening  the  definition  of  "reorganization” 
as  set  forth  in  section  112  (g)  (1),  but  is 
to  be  taken  as  limiting  the  nonrecogni¬ 
tion  of  gain  or  loss  to  such  exchanges  or 
distributions  as  are  directly  a  part  of  the 
transaction  specifically  described  as  a 
reorganization  in  section  112  (g)  (1). 
Moreover,  the  transaction,  or  series  of 
transactions,  embraced  in  a  plan  of  re¬ 
organization  must  not  only  come  within 
the  specific  language  of  section  112  (g) 
(1),  but  the  readjustments  involved  in 
the  exchanges  or  distributions  effected 
In  the  consummation  thereof  must  be 
undertaken  for  reasons  germane  to  the 
continuance  of  the  business  of  a  corpora¬ 
tion  a  party  to  the  reorganization.  Sec¬ 
tion  112  (g)  (1)  contemplates  genuine 
corporate  reorganizations  which  are  de¬ 
signed  to  effect  a  readjustment  of  con¬ 
tinuing  interests  under  modified  corpor¬ 
ate  forms. 

(h)  As  used  in  section  112,  as  well  as 
In  other  provisions  of  the  Internal  Rev¬ 
enue  Code,  if  the  context  so  requires,  the 
conjunction  "or”  denotes  both  the  con¬ 
junctive  and  the  disjunctive,  and  the 
singular  includes  the  plural.  For  exam¬ 
ple,  the  provisions  of  the  statute  are  com¬ 
plied  with  if  “stock  and  securities”  are 
received  in  exchange  as  w’ell  as  if  “stock 
or  securities”  are  received. 

§39.112  (g)-3  Exchanges  solely  of 
stock  or  securities,  or  property,  solely  for 
stock  or  securities,  in  pursuance  of  plan 
0/  reorganization.  No  taxable  income 
is  received,  nor  is  a  deductible  loss  sus¬ 
tained,  if  the  shareholders  in  a  corpora¬ 
tion  a  party  to  the  following  reorgani¬ 
zation  transactions  exchange  stock  or 
securities  solely  for  stock  or  securities  of 
the  same  corporation,  or  of  another  cor- 
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poration  mentioned,  or  if  one  of  such 
corporations  transfers  property  to  an¬ 
other  of  the  corporations  solely  for  stock 
or  securities  of  such  other  corporation, 
in  pursuance  of  the  plan  of  reorganiza¬ 
tion: 

(a)  The  merger  of  Corporation  A,  in 
accordance  with  statutory  authority, 
into  Corporation  B; 

(b)  The  consolidation,  pursuant  to 
statutory  authority,  of  Corporations  C 
and  D  into  Corporation  E,  a  new  cor¬ 
poration; 

(c)  The  acquisition  by  Corporation  F, 
in  exchange  solely  for  all  or  a  part  of  its 
voting  stock,  of  at  least  80  percent  of 
the  voting  stock  and  at  least  80  percent 
of  the  total  number  of  shares  of  all  other 
classes  of  the  stock  of  Corporation  G ; 

(d)  The  acquisition  by  Corporation  H, 
in  exchange  solely  for  all  or  a  part  of  its 
voting  stock  (disregarding  any  assump¬ 
tion  of  liabilities,  as  prescribed  in  §  39.112 
(g)-2),  of  substantially  all  the  proper¬ 
ties  of  Corporation  I; 

(e)  The  transfer  by  Corporation  J  of 
all  or  a  part  of  its  assets  to  Corporation 
K,  if  immediately  after  the  transfer 
Corporation  J  or  its  stockholders,  or  both, 
are  in  control  of  Corporation  K  (“con¬ 
trol”  for  the  purpose  of  this  transac¬ 
tion  being  defined  in  section  112  (h)  as 
the  ownership  by  Corporation  J  or  its 
stockholders,  or  both,  of  the  stock  of 
Corporation  K  to  the  extent  of  at  least 
80  percent  of  the  total  combined  voting 
power  of  all  classes  of  stock  entitled  to 
vote  and  at  least  80  percent  of  the  total 
number  of  shares  of  all  other  classes 
thereof) ;  or 

(f)  The  exchange  of  stock  or  securi¬ 
ties  solely  for  stock  or  securities  of  the 
same  corporation  in  the  case  of  (1)  a 
recapitalization  of  a  corporation,  or 
(2)  a  mere  change  in  the  identity,  form, 
or  place  of  organization  of  a  corporation, 
however  effected. 

§  39.112  (g)-4  Exchanges  in  reorgan¬ 
ization  for  stock  or  securities  and  other 
property  or  money,  (a)  If  in  an  ex¬ 
change  of  stock  or  securities  in  a  cor¬ 
poration  a  party  to  a  reorganization,  in 
pursuance  of  the  plan  of  reorganization, 
for  stock  or  securities  in  the  same  cor¬ 
poration  or  in  another  corporation  a 
party  to  the  reorganization,  there  is  re¬ 
ceived  by  the  taxpayer  other  property 
(not  permitted  to  be  received  without  the 
recognition  of  gain)  or  money,  then 

(1)  As  provided  in  section  112  (c)  (1), 
the  gain,  if  any,  to  the  taxpayer  will  be 
recognized  in  an  amount  not  in  excess 
of  the  sum  of  money  and  the  fair  market 
value  of  the  other  property,  but 

(2)  The  loss,  if  any,  to  the  taxpayer 
from  such  an  exchange  is  not  to  be  rec¬ 
ognized  to  any  extent  (see  section 
112  (e)). 

(b)  The  application  of  paragraph  (a) 
of  this  section  may  be  illustrated  by  the 
following  example: 

Example.  A,  In  connection  with  a  reor¬ 
ganization,  in  1952,  exchanges  a  share  of 
stock  in  the  X  Corporation  purchased  in  1929 
at  a  cost  of  $100  for  a  share  of  stock  of  the 
Y  CcH-poration  (a  party  to  the  reorganiza¬ 
tion).  which  has  a  fair  market  value  of  $90, 
plus  $20  in  cash.  The  gain  from  the  transac¬ 
tion  is  $10  and  is  recognised  and  taxed  as  a 
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gain  from  the  exchange  of  property.  But  see 
section  117.  However,  if  the  share  of  stock 
received  had  a  fair  market  value  of  $70,  the 
loss  from  the  transaction  of  $10  would  not  be 
recognized. 

(c)  If  the  distribution  of  such  other 
property  or  money  by  or  on  behalf  of  a 
corporation  in  the  course  of  a  reorganiza¬ 
tion  has  the  effect  of  the  distribution  of 
a  taxable  dividend,  then,  as  provided  in 
section  112  (c)  (2),  there  shall  be  taxed 
to  each  distributee  (1)  as  a  dividend, 
such  an  amount  of  the  gain  recognized  on 
the  exchange  as  is  not  in  excess  of  the 
distributee's  ratable  share  of  the  undis¬ 
tributed  earnings  and  profits  of  the  cor¬ 
poration  accumulated  after  February  23, 
1913,  and  (2)  as  a  gain  from  the  ex¬ 
change  of  property,  the  remainder  of  the 
gain  so  recognized. 

(d)  The  application  of  paragraph  (c) 
of  thLs  section  may  be  illustrated  by  the 
following  example: 

Example.  The  X  Corporation  has  a  capi¬ 
tal  of  $100,000  and  earnings  and  profits  of 
$50,000  accumulated  since  February  28,  1913. 
The  X  Corporation  In  1952  transfers  all  of 
its  assets  to  the  Y  Corporation  In  exchange 
for  the  issuance  of  all  of  the  stock  of  the 

Y  Corporation  and  the  payment  of  $50,000 
In  cash  to  the  stockholders  of  the  X  Cor¬ 
poration.  A,  who  owns  one  share  of  stock 
in  the  X  Corporation,  fot  which  he  In  1940 
paid  $100,  receives  a  share  of  stock  In  the 

Y  Corporation  worth  $100  and  the  sum  of 
$50  In  cash  In  addition.  A  gain  of  $50  Is 
recognized  to  A. 

(e)  If.  in  pursuance  of  a  plan  of  re¬ 
organization,  property  is  exchanged  by 
a  corporation  a  party  to  the  reorganiza¬ 
tion  for  stock  or  securities  in  another 
corporation  a  party  to  the  reorganiza¬ 
tion  and  other  property  or  money,  then, 
as  provided  in  section  112  (d)  (1),  if  the 
other  property  or  money  received  by  the 
corporation  is  distributed  by  it  pursuant 
to  the  plan  of  reorganization,  no  gain 
to  the  corporation  will  be  recognized. 
If  the  other  property  or  money  received 
by  the  corporation  is  not  distributed  by 
it  pursuant  to  the  plan  of  reorganization, 
the  gain,  if  any,  to  the  corporation  from 
the  exchange  will  be  recognized,  under 
the  provisions  of  section  112  (d)  (2),  in 
an  amount  not  in  excess  of  the  sum  of 
money  and  the  fair  market  value  of  the 
other  property  so  received  which  is  not 
distributed.  In  either  case  no  loss  from 
the  exchange  will  be  recognized  (see  sec¬ 
tion  112  (e) ). 

(f)  Consideration  received  in  the  form 
of  an  assumption  of  liabilities  is  to  be 
treated  as  “other  property  or  money” 
for  the  purposes  of  so  much  of  section 
112  (c)  as  relates  to  section  112  (b)  (3). 
For  the  proper  treatment  of  an  assump¬ 
tion  of  liabilities  under  section  112  (d) 
and  so  much  of  section  112  (e)  as  relates 
to  section  112  (b)  (4) ,  see  section  112  (k) . 

§  39.112  (g)-5  Receipt  of  stock  or  se¬ 
curities  in  reorganization  without  sur¬ 
render  of  stock  by  shareholder.  Any 
distribution,  though  in  pursuance  of  a 
plan  of  reorganization,  to  its  sharehold¬ 
ers  without  the  surrender  of  their  stock, 
by  or  on  behalf  of  a  corporation  a  party 
to  a  reorganization,  of  its  stock  or  securi¬ 
ties  (other  than  its  own  stock,  which  is 
not  taxable  as  a  dividend  under  section 
115  (f) )  or  of  stock  or  securities  of  an- 
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other  corporation  a  party  to  the  reor¬ 
ganization.  shall  be  taxed  to  such  share¬ 
holders  as  a  dividend,  within  the  mean¬ 
ing  of  section  115,  to  the  extent  that  the 
fair  market  value  of  such  stock  or  se¬ 
curities  at  the  date  of  the  distribution 
is  not  in  excess  of  (a)  the  earnings  or 
profits  of  the  corporation  of  Lhe  taxable 
year  computed  without  regard  to  prior 
years  and  (b)  the  earnings  or  profits 
of  the  corporation  accumulated  after 
February  28.  1913,  and  prior  to  the  tax¬ 
able  year.  Any  remainder  of  such  fair 
market  value  of  the  stock  or  securities 
distributed  over  the  amount  of  such 
earnings  or  profits  shall  be  applied 
against  and  used  to  reduce  the  basis  pro¬ 
vided  in  section  113  of  the  stock  in  re¬ 
spect  of  which  the  distribution  was 
made;  and  if  in  excess  of  such  basis,  such 
excess  shall  be  taxable  in  the  same 
manner  as  a  gain  from  the  sale  or  ex¬ 
change  of  property.  See  §  39.111-1.  See 
S  39.112  (b)  (ll)-l  with  respect  to  the 
distribution  to  a  shareholder,  in  pursu¬ 
ance  of  a  plan  of  reorganization  of  stock 
(other  than  preferred  stock)  in  another 
corporation  which  is  a  party  to  the  reor¬ 
ganization.  without  the  surrender  by 
such  shareholder  of  stock. 

§  39.112  (g)-6  Records  to  be  kept  and 
information  to  be  filed  with  returns,  (a) 
The  plan  of  reorganization  must  be 
adopted  by  each  of  the  corporations 
parties  thereto;  and  the  adoption  must 
be  shown  by  the  acts  of  its  duly  con¬ 
stituted  responsible  officers,  and  appear 
upon  the  official  records  of  the  corpora¬ 
tion.  Each  corporation  a  party  to  a 
reorganization  shall  file  as  a  part  of  its 
return  for  its  taxable  year  within  which 
the  reorganization  occurred  a  complete 
statement  of  all  facts  pertinent  to  the 
nonrecognition  of  gain  or  loss  in  con¬ 
nection  with  the  reorganization,  includ¬ 
ing: 

(1)  A  certified  copy  of  the  plan  of 
reorganization,  together  with  a  state¬ 
ment  under  oath  showing  in  full  the 
purposes  thereof  and  in  detail  all  trans¬ 
actions  incident  to,  or  pursuant  to,  the 
plan. 

(2)  A  complete* statement  of  the  cost 
or  other  basis  of  all  property,  including 
all  stock  or  secui'ities,  transferred  inci¬ 
dent  to  the  plan. 

(3)  A  statement  of  the  amount  of 
stock  or  securities  and  other  property  or 
money  received  from  the  exchange,  in¬ 
cluding  a  statement  of  all  distributions 
or  other  disposition  made  thereof.  The 
amount  of  each  kind  of  stock  or  securities 
and  other  property  received  shall  be 
stated  on  the  basis  of  the  fair  market 
value  thereof  at  the  date  of  the  exchange. 

<4)  A  statement  of  the  amount  and 
nature  of  any  liabilities  assumed  upon 
the  exchange. 

(b)  Every  taxpayer,  other  than  a  cor¬ 
poration  a  party  to  the  reorganization, 
who  receives  stock  or  securities  and  other 
property  or  money  upon  a  tax-free  ex¬ 
change  in  connection  with  a  corporate 
reorganization  shall  incorporate  in  his 
income  tax  return  for  the  taxable  year 
in  which  the  exchange  takes  place  a 
complete  statement  of  all  facts  p)ertinent 
to  the  nonrecognition  of  gain  or  loss 
upon  such  exchange,  including: 


(1)  A  statement  of  the  cost  or  other 
basis  of  the  stock  or  securities  trans¬ 
ferred  in  the  exchange,  and 

(2)  A  statement  in  full  of  the  amount 
of  stock  or  securities  and  other  property 
or  money  received  from  the  exchange, 
including  any  liabilities  assumed  upon 
the  exchange.  The  amount  of  each  kind 
of  stock  or  securities  and  other  property 
(other  than  liabilities  assumed  upon  the 
exchange)  received  shall  be  set  forth 
upon  the  basis  of  the  fair  market  value 
thereof  at  the  date  of  the  exchange. 

(c)  Permanent  records  in  substantial 
form  shall  be  kept  by  every  taxpayer  who 
participates  in  a  tax-free  exchange  in 
connection  with  a ‘corporate  reorganiza¬ 
tion  showing  the  cost  or  other  basis  of 
the  transferred  property  and  the  amount 
of  stock  or  securities  and  other  property 
or  money  received  (including  any  lia¬ 
bilities  assumed  upon  the  exchange),  in 
order  to  facilitate  the  determination  of 
gain  or  loss  from  a  subsequent  disposi¬ 
tion  of  such  stock  or  securities  and  other 
property  received  from  the  exchange. 

§  39.112  (h)  Statutory  provisions: 

recognition  of  gain  or  loss;  definition  of 
control. 

Sec.  112.  Recognition  of  gain  or 
loss.  •  •  • 

(h)  Definition  of  Control.  As  used  in 
this  section  the  term  “control”  means  the 
ownership  of  stock  possessing  at  least  80 
per  centum  of  the  total  combined  voting 
power  of  all  classes  of  stock  entitled  to 
vote  and  at  least  80  per  centum  of  the  total 
number  of  shares  of  all  other  classes  of 
stock  of  the  corporation. 

§  39.112  (h)-l  Control  of  corporation. 
Section  112  <h)  defines  the  term  “con¬ 
trol”  in  reference  to  the  phrase  “control 
of  the  corporation,”  as  used  in  section 
112  (b)  (5)  and  section  112  (g)  (1).  It 
is  provided  specifically  that  this  defini¬ 
tion  is  limited  to  the  meaning  of  the 
term  “control”  as  that  term  is  used  in 
section  112. 

§  39.112  (i)  Statutory  provisions: 
recognition  of  gain  or  loss;  exchanges  in¬ 
volving  foreign  corporations. 

Sec.  112.  Recognition  of  gain  or  loss.  •  •  • 

(i)  Foreign  corporations.  In  determining 
the  extent  to  which  gain  shall  be  recognized 
in  the  case  of  any  of  the  exchanges  de¬ 
scribed  in  subsection  (b)  (3),  (4),  (5).  or 
(6).  or  described  in  so  much  of  subsection 
(c)  as  refers  to  subsection  (b)  (3)  or  (5),  or 
described  in  subsection  (d),  a  foreign  corpo¬ 
ration  shall  not  be  considered  as  a  corpora¬ 
tion  unless,  prior  to  such  exchange,  it  has 
been  established  to  the  satisfaction  of  the 
Commissioner  that  such  exchange  is  not  in 
pursuance  of  a  plan  having  as  one  of  its 
principal  purposes  the  avoidance  of  Federal 
income  taxes. 

§  39.112  (i)-l  Reorganization  with,  or 
transfer  of  property  to  or  from,  a  for¬ 
eign  corporation,  (a)  A  foreign  cor¬ 
poration  will  not  be  considered  a  corpo¬ 
ration  to  or  from  w'hich  a  tax-free 
transfer  of  property  for  stock,  or  secu¬ 
rities  may  be  made,  or  a  corporation  a 
party  to  a  reorganization  with  which  a 
tax-free  reorganization  exchange  may 
be  made,  or  a  corporation  a  party  to  or 
from  which  a  tax-free  liquidation  dis¬ 
tribution  may  be  made,  unless,  prior  to 
the  transfer,  exchange,  or  liquidation,  it 
has  been  established  to  the  satisfaction 


of  the  Commissioner  that  such  transfer, 
exchange,  or  liquidation  is  not  in  pur¬ 
suance  of  a  plan  having  as  one  of  its 
principal  purposes  the  avoidance  of  Fed¬ 
eral  income  taxes,  including  the  excess- 
profits  tax  imposed  by  subchapter  D  of 
chapter  1  of  the  Code. 

(b)  Whether  any  of  the  exchanges  or 
distributions  referred  to  in  section  112 
(i),  involving  a  foreign  corporation,  is 
in  pursuance  of  a  plan  having  as  one  of 
its  principal  purposes  the  avoidance  of 
Federal  income  or  excess-profits  taxes, 
is  a  question  to  be  determined  from  the 
facts  and  circumstances  of  each  particu¬ 
lar  case.  In  any  such  case  if  a  taxpayer 
desires  to  establish  that  the  exchange 
or  distribution  is  not  in  pursuance  of 
such  a  plan,  a  statement  under  oath  of 
the  facts  relating  to  the  plan  under 
w'hich  the  exchange  or  distribution  is 
to  be  made,  together  with  a  copy  of  the 
plan,  shall  be  forwarded  to  the  Com¬ 
missioner  of  Internal  Revenue,  Washing¬ 
ton  25,  D.  C.,  for  a  ruling.  A  letter  set¬ 
ting  forth  the  Commissioner’s  determi¬ 
nation  will  be  mailed  to  the  taxpayer. 
If  the  Commissioner  determines  that  the 
exchange  or  distribution  is  not  in  pur¬ 
suance  of  a  plan  having  as  one  of  its 
principal  purposes  the  avoidance  of  Fed¬ 
eral  income  or  excess- profits  taxes,  the 
taxpayer  should  retain  a  copy  of  the 
Commissioner’s  letter  as  authority  for 
treating  the  foreign  corporation  as  a 
corporation  in  determining  the  extent  to 
which  gain  is  recognized  from  the  ex¬ 
change  or  distribution.  If  the  reorgani¬ 
zation  or  the  transfer  is  not  carried  out 
in  accordance  with  the  plan  submitted, 
the  Commissioner’s  approval  will  not 
render  the  transaction  tax  free. 

§  39.112  (p-(k)  Statutory  provi¬ 

sions;  recognition  of  gain  or  loss;  cross 
reference:  assumption  of  liability. 

Sec.  112.  Recognition  of  gain  or  loss.  *  •  * 

(J)  Installment  obligations.  For  nonrec¬ 
ognition  of  gain  or  loss  in  the  case  of  in¬ 
stallment  obligations,  see  section  44  (d). 

(k)  Assumption  of  liability  not  recognized. 
Where  upon  an  exchange  the  taxpayer  re¬ 
ceives  as  part  of  the  consideration  property 
which  would  be  permitted  by  subsection  (b) 
(4),  (5),  or  (10)  of  this  section  to  be  re¬ 
ceived  without  the  recognition  of  gain  if  it 
were  the  sole  consideration,  and  as  part  of 
the  consideration  another  party  to  the  ex¬ 
change  assumes  a  liability  of  the  taxpayer  or 
acquires  from  the  taxpayer  property  subject 
to  a  liability,  such  assumption  or  acquisition 
shall  not  be  considered  as  “other  property 
or  money”  received  by  the  taxpayer  within 
the  meaning  of  subsection  (c),  (d),  or  (e)  of 
this  section  and  shall  not  prevent  the  ex¬ 
change  from  being  within  the  provisions  of 
subsection  (b)  (4),  (5),  or  (10);  except  that 
if,  taking  into  consideration  the  nature  of 
the  liability  and  the  circumstances  in  the 
light  of  which  the  arrangement  for  the  as¬ 
sumption  or  acquisition  was  made,  it  appears 
that  the  principal  purpose  of  the  taxpayer 
with  respect  to  the  assumption  or  acquisition 
was  a  purpose  to  avoid  Federal  income  tax 
on  the  exchange,  or,  if  not  such  purpose, 
was  not  a  bona  fide  business  purpose,  such 
assumption  or  acquisition  (in  the  amount 
of  the  liability)  shall,  for  the  purposes  of 
this  section,  be  considered  as  money  re¬ 
ceived  by  the  taxpayer  upon  the  exchang®- 
In  any  suit  or  proceeding  where  the  burden 
Is  on  the  taxpayer  to  prove  that  such  assump¬ 
tion  or  acquisition  Is  not  to  be  considered  as 
money  received  by  the  taxpayer,  such  bur- 
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den  shall  not  be  considered  as  sustained  un¬ 
less  the  taxpayer  sustains  such  burden  by 
the  clear  preponderance  of  the  evidence. 

|Sec.  112  (k)  as  added  by  sec.  213  (a).  Rev. 
Act  1939;  amended  by  sec.  121  (d)  (6),  Rev. 
Act  1943] 

§39.112  (k)-l  Assumption  of  liabili~ 
ties  not  to  be  taken  into  account  for  pur¬ 
pose  of  recognizing  gain  or  loss — (a) 
General  rule.  Section  112  (k)  does  not 
affect  the  rule  that  liabilities  assumed 
are  to  be  taken  into  account  for  the 
purpose  of  computing  the  amount  of  gain 
or  loss  realized  under  section  111  upon  an 
exchange.  Section  112  (k)  provides, 

subject  to  the  exceptions  and  limitations 
specified  in  paragraph  (c)  of  this  section, 
that— 

(1)  Liabilities  assumed  are  not  to  be 
treated  as  “other  property  or  money” 
under  section  112  (e)  or  for  the  purpose 
of  determining  the  amount  of  the  real¬ 
ized  gain  which  is  to  be  recognized  under 
section  112  (c)  or  (d),  if  the  transactions 
would,  but  for  the  receipt  of  “other 
property  or  money,”  have  been  ex¬ 
changes  of  the  type  described  in  section 
112  (b)  (4),  (5),  or  (10) ;  and 

(2)  If  the  only  type  of  consideration 
received  by  the  transferor  in  addition  to 
that  permitted  to  be  received  by  section 
112  (b)  (4),  (5),  or  (10)  consists  of  an 
assumption  of  liabilities,  the  transaction, 
if  otherwise  qualified,  shall  be  deemed  to 
be  within  the  provisions  of  section  112 
(b)  (4),  (5).  or  (10). 

(b)  Application  of  general  rule.  The 
application  of  paragraph  (a)  of  this  sec¬ 
tion  may  be  illustrated  by  the  following 
example : 

Example.  A,  an  individual,  transfers  to 
a  controlled  corporation  property  with  an 
adjusted  basis  of  $10,000  in  exchange  for 
stock  of  the  corporation  with  a  fair  market 
value  of  $8,000,  cash  in  the  amount  of  $3,000, 
and  the  assumption  by  the  corporation  of 
indebtedness  of  A  amounting  to  $4,000.  A’s 
gain  is  $3,000,  computed  as  follows: 

Stock  received _ $8,  000 

Cash  received _  3,  000 

Liabilities  assumed  by  transferee _  4,000 

Total  consideration  received _ 15,  000 

Less;  Adjusted  basis  of  property 
transferred _ 10,  000 

Gain  realized _  5,  000 

Assuming  that  the  transaction  falls  within 
section  112  (c)  as  a  transaction  which  would 
Lave  been  within  section  112  (b)  (5)  but 
(or  the  receipt  of  "other  property  or  money,” 
only  so  much  of  such  $5,000  gain  will  be 
recognized  as  does  not  exceed  the  “other 
property  or  money"  received.  Since  section 
h2  (k)  provides  that  an  assumption  of  lia¬ 
bilities  shall  not  constitute  "other  property 
or  money"  for  this  purpose,  the  only  “other 
property  or  money”  received  is  the  $3,000 
cash,  and  the  $5,000  realized  gain  will  be 
recognized  only  to  the  extent  of  $3,000. 

(c)  Exceptions  and  limitations.  The 
benefits  of  section  112  (k)  do  not  extend 
to  any  exchange  involving  an  assumption 
of  liabilities  where  it  appears  that  the 
Principal  purpose  of  the  taxpayer  with 
fospect  to  such  assumption  was  a  pur¬ 
pose  to  avoid  Federal  income  tax  on  the 
exchange,  or,  if  not  such  purpose,  was 
Pot  a  bona  fide  business  purpose.  In 
spch  cases,  the  amount  of  the  liabilities 
burned  shall,  for  the  purpose  of  deter- 
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mining  the  amount  of  gain  to  be  recog¬ 
nized  upon  the  exchange  in  which  the 
liabilities  are  assumed,  be  treated  as 
money  received  by  the  taxpayer  upon  the 
exchange.  In  any  suit  or  proceeding 
where  the  burden  is  on  the  taxpayer  to 
prove  that  an  assumption  of  liabilities  is 
not  to  be  treated  as  “other  property  or 
money”  under  section  112  (k),  which  is 
the  case  if  the  Commissioner  determines 
that  the  taxpayer’s  purpose  with  respect 
thereto  was  a  purpose  to  avoid  Federal 
income  tax  on  the  exchange  or  was  not 
a  bona  fide  business  purpose  and  the  tax¬ 
payer  contests  such  determination  by 
litigation,  the  taxpayer  must  sustain 
such  burden  by  the  clear  preponderance 
of  the  evidence.  Thus,  the  taxpayer 
must  prove  his  case  by  such  a  clear  pre¬ 
ponderance  of  all  the  evidence  that  the 
absence  of  a  purpose  to  avoid  Federal  in¬ 
come  tax  on  the  exchange,  or  the  pres¬ 
ence  of  a  bona  fide  business  purpose,  is 
unmistakable. 

§  39.112  (1)  Statutory  provisions: 
recognition  of  gam  or  loss;  exchanges  by 
security  holders  in  connection  with  cer¬ 
tain  corporate  reorganizations. 

Sec.  112.  Recognition  of  gain  or  loss.  •  •  • 
(I)  Exchanges  by  security  holders  in  con¬ 
nection  with  certain  corporate  reorgani¬ 
zations — (1)  General  rule.  No  gain  or  loss 
shall  be  recognized  upon  an  exchange  con¬ 
sisting  of  the  relinquishment  or  extinguish¬ 
ment  of  stock  or  securities  in  a  corporation 
the  plan  of  reorganization  of  which  is  ap¬ 
proved  by  the  court  in  a  proceeding  de¬ 
scribed  in  subsection  (b)  (10),  in  considera¬ 
tion  of  the  acquisition  solely  of  stock  or  se¬ 
curities  in  a  corporation  organized  or  made 
use  of  to  effectuate  such  plan  of  reorganiza¬ 
tion. 

(2)  Exchange  occurring  in  taxable  years 
beginning  prior  to  January  1,  1943.  •  •  • 

[Sec.  112  (1)  as  added  by  sec.  121  (b),  Rev. 
Act  1943] 

§  39.112  (1)-1  Exchange  in  connec¬ 
tion  with  reorganization  of  insolvent 
corporation — (a)  In  general.  (1)  Sec¬ 
tion  112  (1)  and  so  much  of  section 
112  (c)  and  (e)  as  relates  to  section 
112  (1)  prescribe  the  rules  relative  to  the 
recognition  of  gain  or  loss  upon  certain 
exchanges  made  by  the  holders  of  stock 
or  securities  of  an  insolvent  (corporation 
in  connection  with  a  reorganization  de¬ 
scribed  in  section  112  (b)  (10)  or  so 
much  of  section  112  (d)  or  (e)  as  relates 
to  section  112  (b)  (10).  Under  section 

112  (1),  no  gain  or  loss  shall  be  recog¬ 
nized  if,  pursuant  to  the  plan  of  reor¬ 
ganization,  stock  or  securities  in  the  in¬ 
solvent  corporation  are  exchanged  solely 
for  stock  or  securities  in  the  corporation 
organized  or  made  use  of  to  effectuate 
such  plan.  If,  in  addition  to  such  stock 
or  securities,  other  property  or  money  is 
received  upon  such  exchange,  gain  is 
recognized  to  the  extent  of  such  other 
property  or  money  (section  112  (c) ) ,  but 
no  loss  is  recognized  (section  112  (e)). 
As  to  the  basis  of  the  stock  or  securities 
or  other  property  acquired  upon  an  ex¬ 
change  under  section  112  (1),  see  section 

113  (a)  (6). 

(2)  By  thus  characterizing  as  an  ex¬ 
change,  and  regarding  as  a  single  tax¬ 
able  event,  the  event  or  series  of  events 
resulting  in  the  relinquishment  or  ex¬ 
tinguishment  of  the  stock  or  securities 


in  the  old  corporation  and  the  acquisi¬ 
tion  in  consideration  thereof,  in  whole 
or  in  part,  of  stock  or  securities  in  the 
new  corporation,  the  Internal  Revenue 
Code  secures  uniformity  of  treatment 
for  the  participating  security  holders, 
regardless  of  the  particular  steps  or  the 
procedural  devices  by  which  such  ex¬ 
change  is  effected.  Thus,  the  trans¬ 
action  which  qualifies  as  a  reorganiza¬ 
tion  under  section  112  (b)  (10)  may 
take  one  of  several  forms.  In  a  typical 
creditors’  reorganization  there  may  be 
a  transfer  of  the  property  of  the  old 
corporation  to  its  bondholders,  or  the 
bondholders’  committee,  upon  sur¬ 
render  of  the  bonds,  followed  by  the 
transfer  of  such  property  to  the  new 
corporation  in  consideration  of  stock  in 
the  latter;  or  there  may  be  a  transfer  of 
the  bonds  to  the  new  corporation  in  ex¬ 
change  for  its  stock  or  securities,  fol¬ 
lowed  by  the  transfer  of  the  property  of 
the  old  corporation  in  consideration  of 
the  surrender  of  its  bonds.  In  either 
event,  section  112  (1)  treats  the  result 
to  the  participating  security  holders  as 
an  exchange  of  the  securities  of  the  old 
corporation  for  securities  cf  the  new 
corporation.  In  order,  however,  to 
qualify  as  an  exchange  under  section 
112  (1)  or  so  much  of  section  112  (c) 
or  (e)  as  relates  to  section  112  (1)  the 
various  events  resulting  in  the  relin¬ 
quishment  or  extinguishment  of  the  old 
securities  and  the  acquisition  of  the 
new  securities  must  be  embraced  within 
the  plan  of  reorganization  and  must 
be  undertaken  for  reasons  germane  to 
the  plan.  If  the  event,  or  series  of 
events,  qualifies  as  an  exchange  under 
section  112  (1)  or  so  much  of  section 
112  (c)  or  (e)  as  relates  to  section  112 
(1),  no  antecedent  event  necessarily  a 
component  of  the  relinquishment  or  ex¬ 
tinguishment  of  the  securities  of  the  old 
corporation  in  consideration  of  the  ac¬ 
quisition  of  the  securities  of  the  new 
corporation  shall  be  considered  a  trans¬ 
action  or  event  having  consequences  for 
income  or  excess  profits  tax  purposes. 

(b)  Exchange  solely  for  stock  or  se¬ 
curities.  Section  112  (1)  provides  that  no 
gain  or  loss  shall  be  recognized  upon  an 
exchange  consisting  of  the  relinquish¬ 
ment  or  extinguishment  of  stock  or  se¬ 
curities  in  an  insolvent  corporation  de¬ 
scribed  in  section  112  (b)  (10),  or  so 
much  of  section  112  (d)  or  (e)  as  relates 
to  section  112  (b)  (10),  in  consideration 
of  the  acquisition  solely  of  stock  or  se¬ 
curities  in  a  corporation  organized  or 
made  use  of  to  effectuate  the  plan  of 
reorganization.  As  used  in  section  112 
(1)  and  this  section  the  term  security 
does  not  include  a  short-term  note. 

(c)  Exchanges  for  stock  or  securities 
and  other  property  or  money.  (1)  If  an 
exchange  would  be  within  section  112  (1) 
if  it  w'ere  not  for  the  fact  that  the  prop¬ 
erty  received  in  the  exchange  consists 
not  only  of  stock  or  securities  in  the  cor¬ 
poration  organized  or  made  use  of  to 
effectuate  the  plan  of  reorganization,  but 
also  of  other  property  or  money,  then 

(i)  As  provided  in  section  112  (c)  (1), 
the  gain,  if  any,  to  the  taxpayer  will  be 
recognized  in  an  amount  not  in  excess 
of  the  sum  of  money  and  the  fair  market 
value  of  the  other  property  but 
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(11/  The  loss.  If  any,  to  the  taxpayer 
from  such  an  exchange  Is  not  to  be  recog¬ 
nized  to  any  extent  (see  section  112  (e) ). 

(2)  If  the  distribution  of  such  other 
property  or  money  by  or  on  behalf  of  a 
corporation  in  the  course  of  a  reorgani¬ 
zation  described  in  section  112  (b)  (10) 
has  the  effect  of  the  distribution  of  a 
taxable  dividend,  then,  as  provided  in 
section  112  (c)  (2),  there  shall  be  taxed 
to  each  distributee  (i)  as  a  dividend, 
such  amount  of  the  gain  recognized  on 
the  exchange  as  is  not  in  excess  of  the 
distributee’s  ratable  share  of  the  undis¬ 
tributed  earnings  and  profits  of  the  cor¬ 
poration  accumulated  after  February  28, 
1913,  and  (ii)  as  a  gain  from  the  ex¬ 
change  of  property,  the  remainder  of  the 
gain  so  recognized. 

( 3  >  Consideration  received  in  the  form 
of  an  assumption  of  liabilities  is  to  be 
treated  as  “other  property  or  money” 
for  the  purposes  of  so  much  of  section 
112  (c)  as  relates  to  section  112  (1). 

§  39.112  (l)-2  Records  to  be  kept  and 
information  to  be  filed,  (a)  Every  tax¬ 
payer  who  receives  stock  or  securities 
and  other  property  or  money  upon  an 
exchange  de.scribed  in  section  112  (1),  or 
so  much  of  section  112  (c)  or  (e)  as  re¬ 
lates  thereto,  in  connection  with  a  cor¬ 
porate  reorganization,  shall  furnish  a 
complete  statement  of  all  facts  pertinent 
to  the  recognition  or  nonrecognition  of 
gain  or  loss  upon  such  exchange,  includ¬ 
ing — 

(1)  A  statement  of  the  cost  or  other 
basis  of  the  stock  or  securities  trans¬ 
ferred  in  the  exchange,  and 

(2)  A  statement  in  full  of  the  amount 
of  stock  or  securities  and  other  property 
or  money  received  from  the  exchange, 
including  any  liability  assumed  upon  the 
exchange.  The  amount  of  each  kind  of 
stock  or  securities  and  other  property 
(other  than  liabilities  assumed  upon  the 
exchange)  received  shall  be  set  forth 
upon  the  basis  of  the  fair  market  value 
thereof  at  the  date  of  the  exchange. 

The  statement  shall  be  incorporated  in 
the  taxpayer’s  income  tax  return  for  the 
taxable  year  in  which  the  exchange  oc¬ 
curs. 

(b)  Permanent  records  in  substantial 
form  shall  be  kept  by  every  taxpayer 
who  participates  in  an  exchange  de¬ 
scribed  in  section  112  (1),  or  so  much 
of  section  112  (c)  or  (e)  as  relates  there¬ 
to,  showing  the  cost  or  other  basis  of 
the  transferred  property  and  the  amount 
of  stock  or  securities  and  other  property 
or  money  received  (including  any  liabili¬ 
ties  assumed  upon  the  exchange),  in  or¬ 
der  to  facilitate  the  determination  of 
gain  or  loss  from  a  subsequent  disposi¬ 
tion  of  such  stock  or  securities  and  other 
property  received  from  the  exchange. 

§  39.112  (m)  Statutory  provisiojis; 

recognition  of  gain  or  loss;  gain  from 
sale  or  exchange  to  effectuate  policies  of 
Federal  Communications  Commission. 

Sec.  112.  Recognition  of  gain  or  loss.  •  •  • 

(m)  Gain  from  sale  or  exchange  to  effec¬ 
tuate  policies  of  Federal  Communications 
Commission.  If  the  sale  or  exchange  of 
property  (Including  stock  in  a  corporation) 
Is  certifled  by  the  Federal  Communications 
Commission  to  be  necessary  or  appropriate 
to  effectuate  the  policies  of  the  Commission 


with  respect  to  the  ownership  and  control 
of  radio  broadcasting  stations,  such  sale  or 
exchange  shall,  If  the  taxpayer  so  elects,  be 
treated  as  an  Involuntary  conversion  of  such 
property  within  the  meaning  of  subsection 
(f )  of  this  section.  For  the  purposes  of  sub¬ 
section  (f)  of  this  section  as  made  applicable 
by  the  provisions  of  this  subsection,  stock 
of  a  corporation  operating  a  radio  broad¬ 
casting  station,  whether  or  not  representing 
control  of  such  corporation,  shall  be  treated 
as  property  similar  or  related  in  service  or 
use  to  the  property  so  converted.  The  part 
of  the  gain.  If  any,  upon  such  sale  or  ex¬ 
change  to  which  subsection  (f)  of  this  sec¬ 
tion  is  not  applied  shall  nevertheless  not  be 
recognized,  if  the  taxpayer  so  elects,  to  the 
extent  that  It  is  applied  to  reduce  the  basis 
for  determining  gain  or  loss  upon  sale  or 
exchange  of  property,  of  a  Character  sub¬ 
ject  to  the  allowance  for  depreciation  under 
section  23  (1),  remaining  in  the  hands  of 
the  taxpayer  immediately  after  the  sale  or 
exchange,  or  acquired  in  the  same  taxable 
year.  The  manner  and  amount  of  such  re¬ 
duction  shall  be  determined  under  regula¬ 
tions  prescribed  by  the  Commissioner  with 
the  approval  of  the  Secretary.  Any  election 
made  by  the  taxpayer  under  this  subsection 
shall  be  made  by  a  statement  to  that  effect 
in  his  return  for  the  taxable  year  in  which 
the  sale  or  exchange  takes  place  (or,  w’ith 
respect  to  taxable  years  beginning  before 
January  1,  1944  *  •  •)  and  such  election 
shall  be  binding  for  the  taxable  year  and 
all  subsequent  taxable  years. 

(Sec.  112  (m)  as  added  by  sec.  123,  Rev,  Act 
1943] 

§  39.112  (m)-l  Gain  from  sale  or  ex¬ 
change  to  effectuate  policies  of  Federal 
Communications  Commission,  (a)  At 
the  election  of  the  taxpayer,  section  112 
(m)  in  effect,  postpones  the  recognition 
of  gain  upon  the  sale  or  exchange  of 
property,  if  the  Federal  Communications 
Commission  certifies  such  sale  or  ex¬ 
change  to  be  necessary  or  appropriate  to 
effectuate  the  policies  of  the  Commission 
with  respect  to  the  ownership  or  control 
of  radio  broadcasting  stations.  Any  tax¬ 
payer  desiring  to  obtain  the  benefits  of 
section  112  (m)  shall  file  w'ith  the  Com¬ 
missioner  of  Internal  Revenue,  or  the 
district  director  of  internal  revenue,  a 
certificate  from  the  Federal  Communi¬ 
cations  Commission  clearly  identifying 
the  property  and  showing  that  the  sale 
or  exchange  of  such  property  is  necessary 
or  appropriate  to  effectuate  the  policies 
of  the  Commission  with  respect  to  the 
ownership  and  control  of  radio  broad¬ 
casting  stations.  Such  certificate  shall 
be  accompanied  by  a  detailed  statement 
showing :  The  kind  of  property ,' the  date 
of  acquisition,  the  cost  or  other  basis  of 
the  property,  the  date  of  sale  or  ex¬ 
change,  the  name  and  address  of  the 
transferee,  and  the  amount  of  money  and 
the  fair  market  value  of  the  property 
Other  than  money  received  upon  such 
sale  or  exchange. 

(b)  Section  112  (m)  applies  only  in 
the  case  of  a  sale  or  exchange  made 
necessary  by  reason  of  the  Federal  Com¬ 
munications  Commission’s  policies  as  to 
ownership  or  control  of  radio  facilities. 
Section  112  (m)  does  not  apply  in  the 
case  of  a  sale  or  exchange  made  neces¬ 
sary  as  a  result  of  other  matters,  such  as 
the  operation  of  a  broadcasting  station 
in  a  manner  determined  by  the  Commis¬ 
sion  to  be  not  in  the  public  interest  or  in 
violation  of  Federal  or  State  law. 


(c)  An  election  to  have  the  benefits 
of  section  112  (m)  shall  be  made  in  the 
manner  prescribed  in  §  39.112  (m)-4. 

§  39.112  (m)-2  Nature  and  effect  of 
election — (a)  Alternative  elections,  (i) 
A  taxpayer  entitled  to  the  benefits  of 
section  112  (m)  in  respect  of  a ’sale  or 
exchange  of  property  may  elect — 

(1)  To  treat  such  sale  or  exchange  as 
an  involuntary  conversion  under  the  pro¬ 
visions  of  section  112  (f ) ;  or 

(ii)  To  treat  such  sale  or  exchange  as 
an  involuntary  conversion  under  the  pro¬ 
visions  of  section  112  (f),  and  in  addi¬ 
tion  elect  to  reduce  the  basis  of  property, 
in  accordance  with  the  regulations 
prescribed  in  §  39.112  (m)-3,  by  all  or 
part  of  the  gain  that  would  otherwise  be 
recognized  under  section  112  (f);  or 

(iii)  To  reduce  the  basis  of  property, 
in  accordance  with  the  regulations  pre¬ 
scribed  in  §  39.112  (m)-3,  by  all  or  part 
of  the  gain  realized  upon  the  sale  or  ex¬ 
change. 

(2)  The  effect  of  the  provisions  of  sub- 
paragraph  (1)  of  this  paragraph  is,  in 
general,  to  grant  the  taxpayer  an  elec¬ 
tion  to  treat  the  proceeds  of  the  sale  or 
exchange  as  the  proceeds  of  an  involun¬ 
tary  conversion  subject  to  the  provisions 
of  section  112  (f),  and  a  further  election 
to  reduce  the  basis  of  certain  property 
owned  by  the  taxpayer  by  the  amount  of 
the  gain  realized  upon  the  sale  or  ex¬ 
change  to  the  extent  of  that  portion  of 
the  proceeds  which  is  not  treated  as  the 
proceeds  of  an  involuntary  conversion. 

(3)  An  election  under  section  112  (m) 
for  any  taxable  year  shall  be  irrevocable 
and  shall  be  binding  for  such  taxable  year 
and  all  subsequent  taxable  years. 

(b)  Application  of  sectiotis  212  if)  and 
113  (a)  (9).  (1)  If  the  taxpayer  elects, 
either  under  paragraph  (a)  (1)  (i)  or 
(ii)  of  this  section,  to  treat  the  sale  or 
exchange  as  an  involuntary  conversion, 
the  provisions  of  sections  112  (f)  and 
113  (a)  (9),  as  modified  by  section  112 
(m),  together  with  the  regulations  pre¬ 
scribed  under  such  sections,  shall  be  ap¬ 
plicable  to  determine  the  amount  of  rec- 
'ognized  gain  and  the  basis  of  property 
acquired  as  a  result  of  such  sale  or  ex¬ 
change.  For  the  purposes  of  section  112 
(m)  and  the  regulations  thereunder, 
stock  of  a  corporation  operating  a  radio 
broadcasting  station  shall  be  treated  as 
property  similar  or  related  in  service  or 
use  to  the  property  sold  or  exchanged. 
Securities  of  such  a  corporation  other 
than  stock,  or  securities  of  a  corporation 
not  operating  a  radio  broadcasting  sta¬ 
tion  do  not  constitute  property  similar 
or  related  in  service  or  use  to  the  prop¬ 
erty  sold  or  exchanged.  If  the  taxpayer 
exercises  the  election  referred  to  in  par¬ 
agraph  (a)  (1)  (i)  of  this  section,  the 
gain  realized  upon  such  sale  or  exchange 
shall  be  I'ecognized  to  the  extent  of  that 
part  of  the  money  received  upon  the 
sale  or  exchange  which  is  not  expended 
in  the  manner  prescribed  in  section  112 
(f)  and  the  regulations  thereunder.  If. 
however,  the  taxpayer  exercises  the  elec¬ 
tions  referred  to  in  paragraph  <a)  (1^ 
(ii)  of  this  section,  the  amount  of  the 
gain  which  would  be  recognized,  deter¬ 
mined  in  the  same  manner  as  in  the  case 
of  an  election  under  paragraph  (a)  (1> 
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I  (i)  of  this  section,  shall  not  be  recog¬ 
nized  but  shall  be  applied  to  reduce  the 
basis  of  property,  remaining  in  the  hands 
of  the  taxpayer  after  such  sale  or  ex¬ 
change  or  acquired  by  him  during  the 
same  taxable  year,  which  is  of  a  char¬ 
acter  subject  to  the  allowance  for  de¬ 
preciation  under  section  23  (1).  Such 
reduction  of  basis  shall  be  made  in  ac¬ 
cordance  with  and  under  the  conditions 
prescribed  by  §  39.112  (m)-3. 

I  (2)  In  the  application  of  sections  112 
(f)  and  113  (a)  (9)  to  determine  the 
recognized  gain  and  the  basis  of  prop¬ 
erty  acquired  as  a  result  of  a  sale  or 
|.  exchange  pursuant  to  an  election  under 
i  paragraph  (a)  (1)  (i)  or  (ii)  of  this  sec - 
j  tion,  the  entire  amount  of  the  proceeds 
>  of  such  sale  or  exchange  shall  be  taken 
(  into  account. 

I  (c)  The  application  of  the  provisions 
!  of  this  section  may  be  illustrated  by  the 
following  example: 

Example.  A,  who  makes  his  return  on  the 
'  calendar  year  basis,  sold  in  1952,  for  $100,000 
cash,  stock  of  X  Corporation,  which  operates 
a  radio  broadcasting  station.  The  stock  had 
1  a  basis  in  A’s  hands  of  $75,000.  Forthwith, 
A  used  $50,000  of  the  proceeds  of  the  sale 
to  purchase  stock  in  Y  Corporation,  which 
V  also  operates  a  radio  broadcasting  sta¬ 
tion.  The  sale  was  certified  by  the  Federal 
Communications  Commission  as  provided  in 
i  section  112  (m)  and  A  elected  in  his  return 
,  for  the  taxable  year  in  which  the  sale  oc¬ 
curred  to  treat  such  sale  and  purchase  as 
an  Involuntary  conversion  subject  to  the 
provisions  of  section  112  (f).  He  also  elected 
I  at  the  same  time  to  reduce  the  basis  of  de- 
j  preclable  property,  in  accordance  with  the 
j  provisions  of  §  39.112  (m)-3,  by  the  amount 
'  of  gain  that  would  otherwise  be  recognized 
under  the  provisions  of  section  112  (f),  as 
made  applicable  by  section  112  (m).  The 
determination  of  the  amount  to  be  applied 
in  reduction  of  basis  under  5  39.112  (m)-3 
and  of  the  basis  under  section  113  (a)  (9) 
of  the  stock  of  Y  Corporation  purchased  by 
A  is  as  follows: 

Application  of  sections  112  (f)  and 
(m) : 

Sale  price  of  X  Corporation  stock  $100,000 


Basis  for  gain  or  loss _  75,000 


Gain  realized _ _ _ _ _ _ _ —  25,  000 


1  Proceeds  of  sale _  100,  000 

j  Amount  expended  to  replace 

property  sold _  60,000 


Amount  not  exp)ended  in  manner 
I  prescribed  in  section  112  (f)— -  60,000 

■  Realized  gain  recognized  under 
section  112  (f)  (not  to  exceed 
unexpjended  portion  of  proceeds 

)  of  sale) _  26,000 

Amount  applied  in  reduction  of 
i  basis _ _ _  25,  000 


Gain  recognized  for  tax  purposes-  None 


Application  of  section  113  (a)  (9) : 

Bads  of  property  sold  (con¬ 
verted) _  75,000 

Decreased  in  amount  of  proceeds 
not  expended  under  section 
112  (f) .  60,000 


Balance _  25,  000 

Increased  in  amount  of  gain  rec¬ 
ognized  under  section  112  (f ) 25,  000 


Basis  of  Y  Corporation  stock  in 
A’s  hands _ _ _  50,  000 
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§  39.112  (m)-3  Reduction  of  basis  of 
property  pursuant  to  election  under  sec¬ 
tion  112  (m) — (a)  General  rule.  (1)  In 
addition  to  the  adjustments  provided  in 
section  113  (b),  and  the  sections  of  the 
regulations  relating  thereto,  which  are 
required  to  be  made  with  respect  to  the 
cost  or  other  basis  of  property,  a  further 
adjustment  shall  be  made  in  the  amount 
of  the  unrecognized  gain  under  section 
112  (m) ,  if  the  taxpayer  so  elects.  Such 
further  adjustment  shall  be  made  only 
with  respect  to  the  cost  or  other  basis 
of  property  which  is  of  a  character  sub¬ 
ject  to  the  allowance  for  depreciation 
under  section  23  (1) ,  and  which  remains 
in  the  hands  of  the  taxpayer  immediate¬ 
ly  after  the  sale  or  exchange  in  respect 
of  which  the  election  is  made,  or  which 
is  acquired  by  the  taxpayer  in  the  same 
taxable  year  in  which  such  sale  or  ex¬ 
change  occurs.  If  the  property  is  in  the 
hands  of  the  taxpayer  immediately  after 
the  sale  or  exchange,  the  time  of  reduc¬ 
tion  of  the  basis  is  the  date  of  the  sale 
or  exchange;  in  all  other  cases  the  time 
of  reduction  of  the  basis  is  the  date  of 
acquisition. 

(2)  The  reduction  of  basis  under  sec¬ 
tion  112  (m)  in  the  amount  of  the  un¬ 
recognized  gain  shall  be  made  in  respect 
of  the  cost  or  other  basis,  as  of  the  time 
prescribed,  of  all  units  of  property  of  the 
specified  character.  The  cost  or  other 
basis  of  each  unit  shall  be  decreased  in 
an  amount  equal  to  such  proportion  of 
the  unrecognized  gain  as  the  adjusted 
basis  (for  determining  gain,  determined 
without  regard  to  this  section)  of  such 
unit  bears  to  the  aggregate  of  such  ad¬ 
justed  bases  of  all  units  of  such  property, 
but  the  amount  of  the  decrease  shall  not 
be  more  than  the  amount  of  such  ad¬ 
justed  basis.  If  in  the  application  of 
such  rule  the  adjusted  basis  of  any  unit 
is  reduced  to  zero,  the  process  shall  be 
repeated  to  reduce  the  adjusted  basis 
of  the  remaining  units  of  property  by  the 
portion  of  the  unrecognized  gain  which 
is  not  absorbed  in  the  first  application  of 
the  rule.  For  such  pui-pose  the  “ad¬ 
justed  basis”  of  the  remaining  units  shall 
be  the  adjusted  basis  for  determining 
gain  reduced  by  the  amount  of  the  ad¬ 
justment  previously  made  under  this  sec¬ 
tion.  The  process  shall  be  repeated  un¬ 
til  the  entire  amount  of  the  unrecog¬ 
nized  gain  has  been  absorbed. 

(b)  Special  cases.  With  the  consent 
of  the  Commissioner,  the  taxpayer  may, 
how’ever,  have  the  basis  of  the  various 
units  of  property  of  the  class  specified 
in  section  112  (m)  and  this  section  ad¬ 
justed  in  a  manner  different  from  the 
general  rule  set  forth  in  paragraph  (a) 
of  this  section.  Variations  from  such 
general  rule  may,  for  example,  involve 
adjusting  the  basis  of  only  certain  units 
of  such  property.  The  request  for  varia¬ 
tions  from  such  general  rule  should  be 
filed  by  the  taxpayer  with  his  return 
for  the  taxable  year  in  which  he  elects 
to  have  the  basis  of  property  reduced 
under  section  112  (m).  Agreement  be¬ 
tween  the  taxpayer  and  the  Commis¬ 
sioner  as  to  any  variations  from  such 
general  rule  shall  be  effective  only  if 
incorporated  in  a  closing  agreement  en- 
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tered  into  under  the  provisions  of  sec¬ 
tion  3760. 

§  39.112  (m)-4  Manner  of  election. 
(a)  An  election  under  the  provisions  of 
section  112  (m)  shall  be  in  the  form  of 
a  written  statement  and  shall  be  exe¬ 
cuted  and  filed  in  duplicate.  Such  state¬ 
ment  shall  be  signed  by  the  taxpayer  or 
his  authorized  representative.  In  the 
case  of  a  corporation  the  statement  shall 
be  signed  with  the  corporate  name,  fol¬ 
lowed  by  the  signature  and  title  of  at 
least  two  officers  of  the  corporation  em¬ 
powered  to  sign  for  the  corporation,  and 
the  corporate  seal  must  be  affixed.  An 
election  under  section  112  (m)  to  reduce 
the  basis  of  property  and  an  election  un¬ 
der  such  section  to  treat  the  sale  or  ex¬ 
change  as  an  involuntary  conversion 
under  section  112  (f)  may  be  exercised 
independently  of  each  other.  An  elec¬ 
tion  under  section  112  (m)  must  be  filed 
w’ith  the  return  for  the  taxable  year  in 
which  the  sale  or  exchange  occurs. 
Where  practicable,  the  certificate  of  the 
Federal  Communications  Commission 
required  by  §  39.112  (m)-l  should  be 
filed  with  the  election. 

(b)  If,  in  pursuance  of  an  election  to 
have  the  basis  of  its  property  adjusted 
under  section  112  (m),  the  taxpayer  de¬ 
sires  to  have  such  basis  adjusted  in  any 
manner  different  from  the  general  rule 
set  forth  in  §  39.112  (m)-3  (a),  the  pre¬ 
cise  method  (including  allocation  of 
amounts)  should  be  set  forth  in  detail 
on  separate  sheets  accompanying  the 
election.  Consent  by  the  Commissioner 
to  any  departure  from  such  general  rule 
shall  be  effected  only  by  a  closing  agree¬ 
ment  entered  into  under  the  provisions 
of  section  3760. 

§  39.112  (n)  Statutory  provisions; 
recognition  of  gain  or  loss;  gam  from 
sale  or  exchange  of  residence. 

Sec.  112.  Recognition  of  gain  or  loss.  •  •  • 

(n)  Gain  from  sale  or  exchange  of  resi¬ 
dence — (1)  Nonrecognition  of  gain.  If  prop¬ 
erty  (hereinafter  In  this  subsection  called 
"old  residence”)  used  by  the  taxpayer  as 
his  principal  residence  Is  sold  by  him  and, 
within  a  period  beginning  one  year  prior  to 
the  date  of  such  sale  and  ending  one  year 
after  such  date,  property  (hereinafter  In 
this  subsection  called  "new  residence”)  Is 
purchased  and  used  by  the  taxpayer  as  his 
principal  residence,  gain  (If  any)  from  such 
sale  shall  be  recognized  only  to  the  extent 
that  the  taxpayer’s  selling  price  of  the  old 
residence  exceeds  the  taxpayer’s  cost  of  pur¬ 
chasing  the  new  residence. 

(2)  Rules  for  application  of  subsection. 
For  the  purposes  of  this  subsection: 

(A)  An  exchange  by  the  taxpayer  of  his 
residence  for  other  property  shall  be  consid¬ 
ered  as  a  sale  of  such  residence,  and  the 
acquisition  of  a  residence  upon  the  exchange 
of  property  shall  be  considered  as  a  purchase 
of  such  residence. 

(B)  If  the  taxpayer's  residence  (as  a  result 
of  Its  destruction  In  whole  or  In  part,  theft, 
or  seizure)  Is  compulsorily  or  Involuntarily 
converted  Into  property  or  Into  money,  such 
destruction,  theft,  or  seizure  shall  be  con¬ 
sidered  as  a  sale  of  the  residence:  and  If  the 
residence  is  so  converted  Into  property  which 
Is  used  by  the  taxpayer  as  his  residence,  such 
conversion  shall  be  considered  as  a  purchase 
of  such  property  by  the  taxpayer. 

(C)  In  the  case  of  an  exchange  or  con¬ 
version  described  In  subparagraph  (A)  or 
(B),  In  determining  the  extent  to  which  the 
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selling  price  of  the  old  residence  exceeds  the 
taxpayer’s  cost  of  purchasing  the  new  resi¬ 
dence,  the  amount  realized  by  the  taxpayer 
upon  such  exchange  or  conversion  shall  be 
considered  the  selling  price  of  the  old  resi¬ 
dence. 

(D)  A  residence  any  part  of  which  was 
constructed  or  reconstructed  by  the  taxpayer 
shall  be  considered  as  purchased  by  the  tax¬ 
payer.  In  determining  the  taxpayer’s  cost 
of  piirchasing  a  residence,  there  shall  be  in¬ 
cluded  only  so  much  of  his  cost  as  is  at¬ 
tributable  to  the  acquisition,  construction, 
reconstruction,  and  Improvements  made 
which  are  properly  chargeable  to  capital  ac¬ 
count,  during  the  period  specified  in  para¬ 
graph  (1). 

(E)  If  a  residence  is  purchased  by  the  tax¬ 
payer  prior  to  the  date  of  his  sale  of  the  old 
residence,  the  purchased  residence  shall  not 
be  treated  as  his  new  residence  if  sold  or 
otherwise  disposed  of  by  him  prior  to  the 
date  of  the  sale  of  the  old  residence. 

(F)  If  the  taxpayer,  during  the  period  de¬ 
scribed  in  paragraph  (1),  purchases  more 
than  one  residence  which  is  used  by  him  as 
his  principal  residence  at  some  time  within 
one  year  after  the  date  of  the  sale  of  the  old 
residence,  only  the  last  of  such  residences  so 
used  by  him  after  the  date  of  such  sale  shall 
constitute  the  new  residence.  If  within  the 
one  year  referred  to  in  the  preceding  sen¬ 
tence  property  used  by  the  taxpayer  as  his 
principal  residence  is  destroyed,  stolen, 
seized,  requisitioned,  or  condemned,  or  is 
sold  or  exchanged  under  threat  or  immi¬ 
nence  thereof,  then  for  the  purposes  of  the 
preceding  sentence  such  one  year  shall  be 
considered  as  ending  with  the  date  of  such 
destruction,  theft,  seizure,  requisition,  con¬ 
demnation,  sale,  or  exchange. 

(G)  In  the  case  of  a  new  residence  the 
construction  of  which  was  commenced  by 
the  taxpayer  prior  to  the  expiration  of  one 
year  after  the  date  of  the  sale  of  the  old  resi¬ 
dence.  the  period  specified  in  paragraph  (1), 
and  the  one  year  referred  to  in  subparagraph 
(P)  of  this  paragraph,  shall  be  considered  as 
including  a  period  of  18  months  beginning 
with  the  date  of  the  sale  of  the  old  residence. 

(3)  Limitation.  The  provisions  of  para¬ 
graph  (1)  shall  not  be  applicable  with  re¬ 
spect  to  the  sale  of  the  taxpayer’s  residence 
if  within  one  year  prior  to  the  date  of  such 
sale  the  taxpayer  sold  at  a  gain  other  prop¬ 
erty  used  by  him  as  his  principal  residence, 
and  any  part  of  such  gain  was  not  recognized 
by  reason  of  the  provisions  of  paragraph  ( 1 ) . 
For  the  purposes  of  this  paragraph,  the  de¬ 
struction,  theft,  seizure,  requisition,  or  con¬ 
demnation  of  property  or  the  sale  or  ex¬ 
change  of  property  under  threat  or  im¬ 
minence  thereof,  shall  not  be  considered  as 
a  sale  of  such  property. 

(4)  Basis  of  new  residence.  Where  the 
purchase  of  a  new  residence  results,  under 
paragraph  ( 1 ) ,  in  the  nonrecognition  of  gain 
upon  the  sale  of  an  old  residence,  in  deter¬ 
mining  the  adjusted  basis  of  the  new  resi¬ 
dence  as  of  any  time  following  the  sale  of  the 
old  residence,  the  adjustments  to  basis  shall 
include  a  reduction  by  an  amount  equal  to 
the  amount  of  the  gain  not  so  recognized 
upon  the  sale  of  the  old  residence.  For  this 
purpose,  the  amount  of  the  gain  not  so  rec¬ 
ognized  upon  the  sale  of  the  old  residence 
includes  only  so  much  of  such  gain  as  is  not 
recognized  by  reason  of  the  cost,  up  to  such 
time,  of  purchasing  the  new  residence. 

(5)  Tenant-stockholder  in  a  cooperative 
apartment  corporation.  For  the  purposes  of 
this  subsection,  section  113  (b)  (1)  (K),  and 
section  117  (h)  (7),  references  to  property 
used  by  the  taxpayer  as  his  principal  resi¬ 
dence.  and  references  to  the  residence  of  a 
taxpayer,  shall  include  stock  held  by  a  ten¬ 
ant-stockholder  (as  defined  in  section  23  (z) 
(2))  in  a  cooperative  apartment  (as  defined 
In  such  section)  if— 
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(A)  In  the  case  of  stock  sold,  the  apart¬ 
ment  which  the  taxpayer  was  entitled  to 
occupy  as  such  stockholder  was  used  by  him 
as  his  principal  residence,  and 

(B)  In  the  case  of  stock  purchased,  the 
taxpayer  used  as  his  principal  residence  the 
apartment  which  he  was  entitled  to  occupy 
as  such  stockholder. 

(6)  Husband  and  wife.  If  the  taxpayer 
and  his  spouse,  in  accordance  with  regula¬ 
tions  which  shall  be  prescribed  by  the  Secre¬ 
tary  pursuant  to  this  paragraph,  consent  to 
the  application  of  subparagraph  (B)  of  this 
paragraph,  then — 

(A)  For  the  purposes  of  this  subsection, 
the  words  “taxpayer’s  selling  price  of  the  old 
residence’’  shall  mean  the  selling  price  (of 
the  taxpayer,  or  of  the  taxpayer  and  his 
spouse)  of  the  old  residence,  and  the  words 
“taxpayer’s  cost  of  purchasing  the  new  resi¬ 
dence”  shall  mean  the  cost  (to  the  taxpayer, 
his  spouse,  or  both)  of  purchasing  the  new 
residence  (whether  held  by  the  taxpayer,  his 
spouse,  or  the  taxpayer  and  his  spouse ) ;  and 

(B)  So  much  of  the  gain  upon  the  sale  of 
the  old  residence  as  is  not  recognized  solely 
by  reason  of  this  paragraph,  and  so  much  of 
the  adjustment  under  paragraph  (4)  to  the 
basis  of  the  new  residence  as  results  solely 
from  this  paragraph,  shall  be  allocated  be¬ 
tween  the  taxpayer  and  his  spouse  as  pro¬ 
vided  in  such  regulations. 

This  paragraph  shall  apply  only  if  the  old 
residence  and  the  new  residence  are  each 
used  by  the  taxpayer  and  his  spouse  as  their 
principal  residence.  In  case  the  taxpayer 
and  his  spouse  do  not  consent  to  the  appli¬ 
cation  of  subparagraph  (B)  of  this  para¬ 
graph,  then  the  recognition  of  gain  upon 
the  sale  of  the  old  residence  shall  be  deter¬ 
mined  under  this  subsection  without  regard 
to  the  rules  provided  in  this  paragraph. 

(7)  Statute  of  limitations.  If  the  tax¬ 
payer  during  a  taxable  year  sells  at  a  gain 
property  used  by  him  as  his  principal  resi¬ 
dence,  then — 

(A)  The  statutory  period  for  the  assess¬ 
ment  of  any  deficiency  attributable  to  any 
part  of  such  gain  shall  not  expire  prior  to  the 
expiration  of  three  years  from  the  date  the 
Secretary  is  notified  by  the  taxpayer  (in  such 
manner  as  the  Secretary  may  by  regulations 
prescribe )  of — 

(1)  The  taxpayer’s  cost  of  purchasing  the 
new  residence  which  the  taxpayer  claims  re¬ 
sults  in  nonrecognition  of  any  part  of  such 
gain, 

(ii)  The  taxpayer’s  intention  not  to  pur¬ 
chase  a  new  residence  within  the  period  spec¬ 
ified  in  paragraph  (1),  or 

(iii)  A  failure  to  make  such  purchase 
within  such  period;  and 

(B)  Such  deficiency  may  be  assessed  prior 
to  the  expiration  of  such  three-year  period 
notwithstanding  the  provisions  of  any  other 
law  or  rule  of  law  which  would  otherwise 
prevent  such  assessment. 

(8)  Members  of  Armed  Forces.  The  run¬ 
ning  of  any  period  of  time  specified  in  para¬ 
graph  (1)  or  (2)  (other  than  the  one  year 
referred  to  in  paragraph  (2)  (F) )  of  this 
subsection  shall  be  susp>ended  during  any 
time  that  the  taxpayer  (or  his  spouse  if  the 
old  residence  and  the  new  residence  are 
each  used  by  the  taxpayer  and  his  spouse 
as  their  principal  residence)  serves  on  ex¬ 
tended  active  duty  with  the  Armed  Forces 
of  the  United  States  after  the  date  of  the 
sale  of  the  old  residence  and  before  Jan¬ 
uary  1,  1954,  except  that  any  such  period 
as  so  suspended  shall  not  extend  beyond  the 
date  four  years  after  the  date  of  the  sale  of 
the  old  residence.  For  the  purpose  of  this 
paragraph,  the  term  “extended  active  duty” 
means  any  period  of  active  duty  pursuant 
to  a  call  or  order  to  such  duty  for  a  period 
in  excess  of  ninety  days  or  for  an  indefinite 
period. 


fSec.  112  (n)  as  added  by  sec.  S18  (a).  Rev. 
Act  1951;  amended  by  sec.  1  Pub.  Law  567 
(82d  Cong.)  ] 

§  39.112  (n)-l  Gain  from  sale  or  ex¬ 
change  of  residence — (a)  In  general. 
Gain  from  a  sale  of  property  used  by  the 
taxpayer  as  his  principal  residence  (re¬ 
ferred  to  in  this  section  as  the  “old  resi¬ 
dence”)  will  not  be  recognized  if  the 
taxpayer  within  a  period  beginning  one 
year  before  the  date  of  such  sale  and 
ending  one  year  after  such  date  pur¬ 
chases  property  and  uses  it  as  his  prin¬ 
cipal  residence  (referred  to  in  this  section 
as  the  “new  residence”)  except  to  the 
extent  that  the  taxpayer’s  selling  price 
of  the  old  residence  exceeds  the  tax¬ 
payer’s  cost  of  purchasing  the  new  resi¬ 
dence.  In  the  case  of  a  new  residence 
the  construction  of  which  was  com¬ 
menced  by  the  taxpayer  at  any  time 
before  the  expiration  of  one  year  after 
the  date  of  the  sale  of  the  old  residence, 
the  one  year  after  the  sale  of  the  old 
residence  referred  to  in  the  preceding 
sentence  shall  be  considered  as  includ¬ 
ing  a  period  of  18  months  beginning  with 
the  date  of  the  sale  of  the  old  residence. 
Such  nonrecognition  of  gain  is  manda¬ 
tory.  This  section  applies  only  with  re¬ 
spect  to  gains;  losses  from  sales  of  prop¬ 
erty  used  by  the  taxpayer  as  his  prin¬ 
cipal  residence  are  recognized  or  not  rec¬ 
ognized  without  regard  to  this  section. 

(b)  Rules  for  application  of  section— 
(1)  Property  used  by  the  taxpayer  as 
his  principal  residence,  (i)  Whether 
or  not  property  is  used  by  the  taxpayer 
as  his  residence,  and  whether  or  not 
property  is  used  by  the  taxpayer  as  his 
principal  residence  (in  the  case  of  a 
taxpayer  using  more  than  one  property 
as  a  residence),  depends  upon  all  of  the 
facts  and  circumstances  in  each  indi¬ 
vidual  case,  including  the  bona  fides  of 
the  taxpayer,  "rhe  mere  fact  that  prop¬ 
erty  is,  or  has  been,  rented  is  not  deter¬ 
minative  that  such  property  is  not  used 
by  the  taxpayer  as  his  principal  resi¬ 
dence.  For  example,  if  the  taxpayer 
purchases  his  new  residence  before  he 
sells  his  old  residence,  the  fact  that  he 
temporarily  rents  out  the  new  residence 
during  the  period  before  he  vacates  the 
old  residence  may  not,  in  the  light  of 
all  the  facts  and  circumstances  in  the 
case,  prevent  the  new  residence  from 
being  considered  as  property  used  by 
the  taxpayer  as  his  principal  residence. 
Property  used  by  the  taxpayer  as  his 
principal  residence  may  include  a 
houseboat,  a  house  trailer,  or  stock  held 
by  a  tenant-stockholder  in  a  coopera¬ 
tive  apartment  corporation  (as  those 
terms  are  defined  in  section  23  (z)  (2)), 
if  the  apartment  which  the  taxpayer 
is  entitled  to  occupy  as  such  stockholder 
is  used  by  him  as  his  principal  residence. 
Property  used  by  the  taxpayer  as  his 
principal  residence  does  not  include 
personal  property  such  as  a  piece  of 
furniture,  a  radio,  etc.,  which,  in  ac¬ 
cordance  with  the  applicable  local  law 
is  not  a  fixture. 

(ii)  Where  part  of  a  property  is  used 
by  the  taxpayer  as  his  principal  resi¬ 
dence  and  part  is  used  for  other  pur¬ 
poses,  an  allocation  must  be  made  to 
determine  the  application  of  this  sec- 
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tion.  If  the  old  residence  is  used  only 
partially  for  residential  purposes,  only 
that  part  of  the  gain  allocable  to  the 
residential  portion  may  be  not  recog¬ 
nized  under  this  section  and  only  an 
amount  allocable  to  the  selling  price  of 
such  portion  need  be  reinvested  in  the 
new  residence  in  order  to  have  the  gain 
allocable  to  such  portion  not  recognized 
under  this  section.  If  the  new  resi¬ 
dence  is  used  only  partially  for  resi¬ 
dential  purposes,  only  so  much  of  its 
cost  as  is  allocable  to  the  residential 
portion  may  be  counted  as  the  cost  of 
purchasing  the  new  residence. 

(2)  Sale  of  residence.  For  the  pur¬ 
pose  of  this  section,  an  exchange  by  the 
taxpayer  of  his  residence  for  other  prop¬ 
erty  shall  be  considered  as  a  sale  of  such 
residence.  Also,  if  the  taxpayer’s  resi¬ 
dence  (as  a  result  of  its  destruction  in 
whole  ar  in  part,  theft,  seizure,  requisi¬ 
tion  or  condemnation)  is  compulsorily 
or  involuntarily  converted  into  money  or 
property,  the  destruction,  theft,  seizure, 
requisition  or  condemnation  shall  be  con¬ 
sidered  as  a  sale  of  such  residence. 

(3)  Purchase  of  residence.  For  the 
purpose  of  this  section,  the  acquisition 
of  a  residence  upon  the  exchange  of  prop¬ 
erty  shall  be  considered  as  a  purchase 
of  such  residence.  Also,  the  acquisition 
of  a  residence  upon  the  compulsory  or  in¬ 
voluntary  conversion  of  the  taxpayer’s 
residence  as  the  result  of  its  destruction 
in  whole  or  in  paj  t,  theft,  seizure,  requisi¬ 
tion  or  condemnation  shall  be  considered 
to  be  a  purchase  of  the  residence,  A 
residence  any  part  of  which  was  con¬ 
structed  or  reconstructed  by  the  taxpayer 
shall  be  considered  as  purchased  by  the 
taxpayer,  but  the  mere  improvement  of 
a  residence,  not  amounting  to  reconstruc¬ 
tion,  doe"  not  constitute  a  purchase  of 
a  residence, 

(4)  Selling  price  of  old  residence.  The 
taxpayer’s  selling  price  of  the  old  resi¬ 
dence  includes  the  amount  of  any  mort¬ 
gage,  trust  deed,  or  other  indebtedness 
to  which  such  property  is  subject  in  the 
hands  of  the  purchaser  whether  or  not 
the  purchaser  assumed  such  indebted¬ 
ness.  Such  selling  price  also  includes  the 
face  amount  of  any  liabilities  of  the 
purchaser  which  are  part  of  the  con¬ 
sideration  for  the  sale.  Commissions  and 
other  selling  expenses  paid  or  incurred 
by  the  taxpayer  on  the  sale  of  the  old 
residence  are  not  to  be  deducted  or  taken 
into  account  in  determining  such  sell¬ 
ing  price.  In  the  case  of  an  exchange 
or  conversion  which  is  considered  as  a 
sale  under  this  section,  the  amount  real¬ 
ized  by  the  taxpayer  upon  such  exchange 
or  conversion  shall  be  considered  to  be 
the  taxpayer’s  selling  price  of  the  old 
residence.  As  to  what  constitutes  the 
amount  realized,  see  §  39.111-1. 

(5)  Cost  of  purchasing  new  residence. 
The  taxpayer’s  cost  of  purchasing  the 
new  residence  also  includes  such  indebt¬ 
edness  to  which  the  property  purchased 
is  subject  at  the  time  of  purchase 
whether  or  not  assumed  by  the  taxpayer 
•including  purchase-money  mortgages, 
eU;.)  and  the  face  amount  of  any  liabili¬ 
ties  of  the  taxpayer  which  are  part  of  the 
consideration  for  the  purchase.  Com¬ 
missions  and  other  purchasing  expenses 


paid  or  Incurred  by  the  taxpayer  on  the 
purchase  of  the  new  residence  are  to  be 
included  in  determining  such  cost.  In 
the  case  of  an  acquisition  of  a  residence 
upon  an  exchange  or  conversion  which 
is  considered  as  a  purchase  under  this 
section,  the  fair  market  value  of  the 
new  residence  shall  be  considered  as  the 
taxpayer’s  cost  of  purchasing  the  new 
residence.  The  taxpayer’s  cost  of  pur¬ 
chasing  the  new  residence  includes  only 
so  much  of  such  cost  as  is  attributable 
to  acquisition,  construction,  reconstruc¬ 
tion,  or  improvements  made  within  the 
two-year  or  39  months  period  of  time,  as 
the  case  may  be,  in  which  the  purchase 
and  use  of  the  new  residence  must  be 
made  in  order  to  have  gain  on  the  sale 
of  the  old  residence  not  recognized  un¬ 
der  this  section.  Such  cost  also  includes 
only  such  amounts  as  are  properly 
chargeable  to  capital  account  rather 
than  to  current  expense.  As  to  what 
constitutes  capital  expenditures,  see 
§  39.24  (a) -2.  Where  any  part  of  the 
new  residence  is  acquired  by  the  tax¬ 
payer  other  than  by  purchase,  the  value 
of  such  part  is  not  to  be  included  in 
determining  the  taxpayer’s  cost  of  the 
new  residence.  For  example,  if  the  tax¬ 
payer  acquires  a  residence  by  gift  or 
inheritance,  and  .spends  $20,000  in  recon¬ 
structing  such  residence,  only  such 
$20,000  may  be  treated  as  his  cost  of 
purchasing  the  new  residence. 

(6)  Selling  price  and  cost  of  residence 
in  the  case  of  husband  and  wife,  (i)  If 
the  taxpayer  and  his  .spouse  file  the  con¬ 
sent  referred  to  in  this  subdivision,  then 
the  "taxpayer’s  selling  price  of  the  old 
residence"  shall  mean  the  taxpayer’s 
or  the  taxpayer  and  his  spouse’s  selling 
price  of  the  old  residence,  and  the  "tax¬ 
payer’s  cost  of  purchasing  the  new  resi¬ 
dence’’  shall  mean  the  cost  to  the  tax¬ 
payer,  or  to  his  spouse,  or  to  both  of 
them,  of  purchasing  the  new  residence, 
whether  such  new  residence  is  held  by 
the  taxpayer,  or  his  spouse,  or  both. 
Such  consent  may  be  filed  only  if  the  old 
residence  and  the  new  residence  are  each 
used  by  the  taxpayer  and  his  same  spouse 
as  their  principal  residence.  If  the  tax¬ 
payer  and  his  spouse  do  not  file  such  a 
consent,  the  recognition  of  gain  upon 
sale  of  the  old  residence  shall  be  deter¬ 
mined  under  this  section  without  regard 
to  the  foregoing. 

(ii)  The  consent  referred  to  In  sub¬ 
division  (i)  of  this  subparagraph  Is  a  con¬ 
sent  by  the  taxpayer  and  his  spouse  to 
have  the  basis  of  the  interest  of  either 
of  them  in  the  new  residence  reduced 
from  what  it  would  have  been  but  for 
the  filing  of  such  consent  by  an  amount 
by  which  the  gain  of  either  of  them  on 
the  sale  of  his  interest  in  the  old  resi¬ 
dence  is  not  recognized  solely  by  reason 
of  the  filing  of  such  consent.  Such  re¬ 
duction  in  basis  is  applicable  to  the  basis 
of  the  new  residence,  whether  such  basis 
is  that  of  the  husband,  of  the  wife,  or  di¬ 
vided  between  them.  If  the  basis  is  di¬ 
vided  between  the  husband  and  wife,  the 
reduction  in  basis  shall  be  divided  be¬ 
tween  them  in  the  same  proportion  as 
the  basis  (determined  without  regard  to 
such  reduction)  is  divided  between  them. 
Such  consent  shall  be  filed  with  the 


district  director  of  internal  revenue  with 
whom  the  return  for  the  taxable  year  or 
years  in  which  the  gain  from  the  sale  of 
the  old  residence  is  realized  has  been 
filed. 

(iii)  The  following  examples  will  il¬ 
lustrate  the  application  of  this  rule: 

Example  (1).  A  taxpayer,  In  1952,  sells  for 
$10,000  the  principal  residence  of  himself 
and  his  wife,  which  he  owns  individually 
and  which  has  an  adjusted  basis  to  him  of 
$5,000.  Within  a  year  after  such  sale  he  and 
his  wife  contribute  $5,000  each  from  their 
separate  funds  for  the  purchase  of  their  new 
principal  residence  which  they  hold  as  ten¬ 
ants  in  common,  each  owning  an  undivided 
one-half  Interest  therein.  If  the  taxpayer 
and  his  wife  file  the  required  consent,  the 
gain  of  $5,000  upon  the  sale  of  the  old  resi¬ 
dence  will  not  be  recognized  to  the  taxpayer, 
and  the  adjusted  basis  of  the  taxpayer’s  in¬ 
terest  in  the  new  residence  will  be  $2,500  and 
the  adjusted  basis  of  his  wife’s  Interest  in 
such  property  will  be  $2,500. 

Example  (2).  A  taxpayer  and  his  wife,  in 
1952,  sell  for  $10,000  their  principal  resi¬ 
dence,  which  they  own  as  Joint  tenants  and 
which  has  an  adjusted  basis  of  $2,500  to 
each  of  them  ($5,000  together).  Within  a 
year  after  such  sale,  the  wife  spends  $10,000 
of  her  own  funds  in  the  purchase  of  a  prin¬ 
cipal  residence  for  herself  and  the  taxpayer 
and  takes  title  in  her  name  only.  If  the 
taxpayer  and  his  wife  file  the  required  con¬ 
sent,  the"  adjusted  basis  to  the  wife  of  the 
new  residence  shall  be  $5,000,  and  the  gain 
of  the  taxpayer  of  $2,500  upon  the  sale  of 
the  old  residence  will  not  be  recognized.  The 
wife,  as  a  taxpayer  herself,  will  have  her  gain 
of  $2,500  on  the  sale  of  the  old  residence  not 
recognized  under  the  general  rule. 

(c)  Basis  of  new  residence.  (1)  Where 
the  purchase  of  a  new  residence  results, 
under  this  section,  in  the  nonrecognition 
of  any  part  of  the  gain  realized  upon 
the  sale  of  an  old  residence,  then,  in  de¬ 
termining  the  adjusted  basis  of  the  new 
residence  as  of  any  time  following  the 
sale  of  the  old  residence,  the  adjust¬ 
ments  to  basis  shall  include  a  reduction 
by  an  amount  equal  to  the  amount  of 
the  gain  which  was  not  recognized  upon 
the  sale  of  the  old  residence.  Such  a 
reduction  is  not  to  be  made  for  the  pur¬ 
pose  of  determining  the  adjusted  basis 
of  the  new  residence  as  of  any  time  pre¬ 
ceding  the  sale  of  the  old  residence.  For 
the  purpose  of  this  determination,  the 
amount  of  the  gain  not  recognized  under 
this  section  upon  the  sale  of  the  old  resi¬ 
dence  includes  only  so  much  of  the  gain 
as  is  not  recognized  because  of  the  tax¬ 
payer’s  cost,  up  to  the  date  of  the  deter¬ 
mination  of  the  adjusted  basis,  of  pur¬ 
chasing  the  new  residence. 

(2)  The  following  example  will  illus¬ 
trate  the  rule  of  subparagraph  ( 1 ) : 

Example.  On  January  1,  1952,  the  tax¬ 
payer  buys  a  new  residence  for  $10,000.  On 
March  1.  1952,  he  sells  for  $15,000  his  old 
residence  which  has  an  adjusted  basis  to 
him  of  $5,000.  During  April  a  wing  is  con¬ 
structed  on  the  new  house  at  a  cost  of  $5,000 
and  in  May  he  builds  a  garage  at  a  cost  of 
$2,000.  The  adjusted  basis  of  the  new  resi¬ 
dence  is  $10,000  during  January  and  Febru¬ 
ary,  $5,000  during  March  and  April,  and  $7,000 
following  the  completion  of  the  construction 
In  May. 

(d)  Limitations  on  application  of  sec¬ 
tion.  (1)  If  a  residence  is  purchased  by 
the  taxpayer  prior  to  the  date  of  the  sale 
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of  the  old  residence,  the  purchased  resi¬ 
dence  shall,  in  no  event,  be  treated  as  a 
new  residence  if  such  purchased  resi¬ 
dence  is  sold  or  otherwise  disposed  of  by 
him  prior  to  the  date  of  the  sale  of  the 
old  residence.  And,  if  the  taxpayer,  dur¬ 
ing  the  period  within  which  the  pur- 
cha'-e  and  use  of  the  new  residence  must 
be  made  in  order  to  have  any  gain  on 
the  sale  of  the  old  residence  not  recog¬ 
nized  under  this  section,  purchases  more 
than  one  property  which  is  used  by  him 
as  his  principal  residence  during  the 
one  year  (or  18  months  in  the  case  of 
the  construction  of  the  new  residence) 
succeeding  the  date  of  the  sale  of  the 
old  residence,  only  the  last  of  such  prop¬ 
erties  shall  be  considered  a  new  resi¬ 
dence.  However,  if  the  taxpayer’s  new 
residence  is  destroyed,  stolen,  seized, 
requisitioned,  condemned,  or  sold  or 
exchanged  under  the  threat  or  immi¬ 
nence  of  requisition  or  condemna¬ 
tion  within  such  year  (or  18  months) 
succeeding  the  sale  of  the  old  residence, 
then,  for  the  purpose  of  the  preceding 
sentence,  such  year  (or  18  months)  is 
deemed  to  end  on  the  date  of  the  destruc¬ 
tion,  theft,  seizure,  requisition,  condem¬ 
nation,  sale,  or  exchange.  If  within  one 
year  before  the  date  of  the  sale  of  the 
old  residence,  the  taxpayer  .sold  other 
property  used  by  him  as  his  principal 
residence  at  a  gain,  and  any  part  of  such 
gain  was  not  recognized  under  this  sec¬ 
tion,  this  section  shall  not  apply  with 
respect  to  the  sale  of  the  old  residence. 
For  the  purpose  of  the  preceding  sen¬ 
tence,  however,  the  destruction,  theft, 
seizure,  requisition,  condemnation,  or 
sale  or  exchange  under  threat  or  immi¬ 
nence  of  requisition  or  condemnation 
shall  not  be  considered  as  a  sale. 

(2)  The  following  example  will  illus¬ 
trate  the  rules  of  subparagraph  (1) : 

Example.  A  taxpayer  sells  his  old  resi¬ 
dence  on  January  15,  1952,  and  purchases  a 
new  residence  on  February  15,  1952.  On 
M.arch  15.  1952,  he  sells  the  new  residence 
and  purchases  a  second  new  residence  on 
April  15,  1952.  Tlie  gain  on  the  sale  of  the 
old  residence  on  January  15,  1952,  will  not 
be  recognized  except  to  the  extent  to  which 
the  taxpayer’s  selling  price  of  the  old  resi¬ 
dence  exceeds  the  cost  of  purchasing  the 
second  new  residence  purchased  on  April  15, 
1952.  Gain  on  the  sale  of  the  first  new  resi¬ 
dence  on  March  15,  1952,  will  be  recognized. 
If.  instead  of  selling  the  first  new  residence 
on  March  15,  1952,  such  residence  had  been 
destroyed  by  fire  on  that  date  and  insurance 
proceeds  in  cash  had  been  received  as  a  result 
thereof,  the  gain  on  the  sale  of  the  old  resi¬ 
dence  on  January  15,  1952,  will  not  be  recog¬ 
nized  except  to  the  extent  to  which  the 
taxpayer’s  selling  price  of  the  old  residence 
exceeds  his  cost  of  purchasing  the  new  resi¬ 
dence  purchased  on  February  15,  1952.  And, 
the  gain  on  the  involuntary  conversion  by 
fire  of  the  first  new  residence  on  March  15, 
1952,  will  not  be  recognized  except  to  the 
extent  to  which  the  amount  realized  from 
such  conversion  exceeds  the  taxpayer’s  cost 
of  purchasing  the  second  new  residence  pur¬ 
chased  on  April  15,  1952. 

<e)  Statute  of  limitations.  (1)  When¬ 
ever  a  taxpayer  sells  property  used  as  his 
principal  residence  at  a  gain,  the  stat¬ 
utory  period  prescribed  in  section  275 
for  the  assessment  of  any  deficiency  at¬ 
tributable  to  any  part  of  such  gain  will 
not  expire  prior  to  the  expiration  of 
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three  years  from  the  date  the  district 
director  of  internal  revenue,  with  whom 
the  return  for  the  taxable  year  or  years 
in  which  the  gain  from  the  sale  of  the  old 
residence  is  realized  has  been  filed,  is 
notified  by  the  taxpayer  (i)  of  the  cost 
of  purchasing  the  new  residence  which 
the  taxpayer  claims  results  in  the  non¬ 
recognition  of  any  part  of  such  gain,  or 
(ii)  of  the  taxpayer’s  intention  not  to, 
or  failure  to,  purchase  a  new  residence 
within  the  period  when  such  a  purchase 
will  result  in  the  nonrecognition  of  any 
part  of  such  gain.  Such  a  deficiency 
may  be  assessed  before  the  expiration  of 
such  three-year  period  notwithstanding 
the  provisions  of  any  other  law  or  rule 
of  law  which  might  otherwise  bar  such 
assessment. 

(2)  If  the  return  for  the  taxable  year 
or  years  in  which  the  purchase  of  the 
new  residence  occurs,  or  the  intention 
not  to  make  such  a  purchase  is  formed, 
or  the  period  for  the  replacement  expires, 
is  filed  with  the  district  director  of  in¬ 
ternal  revenue  with  whom  the  taxpayer 
filed  his  return  for  the  taxable  year  or 
years  in  which  the  gain  from  the  sale  of 
the  old  residence  was  realized,  the  tax¬ 
payer  shall  give  to  such  district  director 
the  notification  described  in  subpara¬ 
graph  (1)  of  this  paragraph  in  his  re¬ 
turn  for  the  taxable  year  or  years  in 
which  such  purchase  occurs,  or  such  in¬ 
tention  is  formed,  or  such  period  expires. 
However,  if  the  return  for  the  taxable 
year  or  years  in  which  such  purchase 
occurs,  or  such  intention  is  formed,  or 
such  period  expires,  is  filed  with  a  dif¬ 
ferent  district  director  of  internal  reve¬ 
nue,  the  taxpayer,  at  the  time  of  filing 
such  return,  shall  give  such  notification 
to  the  district  director  of  internal  reve¬ 
nue  with  whom  the  taxpayer  filed  his 
return  for  the  taxable  year  or  years  in 
which  the  gain  from  the  sale  of  the  old 
residence  was  realized.  In  addition  to 
giving  such  notification  at  the  time  he 
files  his  return  for  the  taxable  year  or 
years  in  which  such  purchase  occurs,  or 
such  intention  is  formed,  or  such  period 
expires,  the  taxpayer  may,  if  he  so  de¬ 
sires,  in  either  event,  also  notify  such 
district  director  before  the  filing  of  such 
return.  Such  notification  .shall  contain 
all  of  the  details  in  connection  with  the 
.sale  of  the  residence  and,  if  applicable, 
the  purchase  of  the  new  residence.  If 
an  intention  not  to  replace  is  formed,  or 
if  the  period  for  replacement  expires,  or 
if  the  cost  of  purcha.sing  the  new  re.si- 
dence  is  less  than  the  selling  price  of  the 
old  residence,  the  recognizable  gain  shall 
be  included  in  the  gross  income  for  the 
taxable  year  or  years  in  which  such  gain 
was  realized:  a  recomputation  in  the 
form  of  an  “amended  return’’  should 
be  made  for  this  purpose  if  necessary. 

(f )  Members  of  Armed  Forces.  (1)  The 
running  of  the  one-year  (or  18  months 
in  the  case  of  the  construction  of  the 
new’  residence)  period,  specified  in  para¬ 
graph  (a)  of  this  section,  after  the  sale 
of  the  old  residence  within  which  the 
purchase  and  use  of  a  new  residence  may 
result  in  the  nonrecognition  of  gain  on 
such  sale  shall  be  suspended  during  any 
time  that  the  taxpayer  serves  on  extend¬ 
ed  active  duty  in  the  Armed  Forces  of 


the  United  States  after  the  date  of  the 
sale  of  the  old  residence  and  before  Jan¬ 
uary  1.  1954.  Any>such  period  as  so 
suspended,  however,  shall  not  extend 
beyond  the  date  four  years  after  the  date 
of  the  sale  of  the  old  residence.  For 
example,  if  the  taxpayer  is  on  extended 
active  duty  with  the  army  from  Jan¬ 
uary  1,  1951,  to  December  31,  1953,  and 
if  he  sold  his  old  residence  on  January 
1,  1951,  the  latest  date  on  w'hich  the 
taxpayer  may  use  a  new  residence  con¬ 
structed  by  him  and  have  any  part  of 
the  gain  on  the  sale  of  the  old  residence 
not  recognized  under  this  section  is  Jan- 
uary  1,  1955,  the  date  four  years  after 
the  date  of  sale  of  the  old  residence. 

(2)  This  suspension  covers  not  only 
the  Armed  Forces  service  of  the  taxpay¬ 
er  but  if  the  taxpayer  and  his  same 
spouse  used  both  the  old  and  the  new 
residences  as  their  principal  residence, 
then  the  extension  applies  in  like  man¬ 
ner  to  the  time  the  taxpayer’s  spouse  is  I 
on  extended  active  duty  with  the  Armed 
Forces  of  the  United  States.  ’ 

(3)  The  time  during  which  the  run-  i 
ning  of  the  period  is  suspended  is  part 

of  such  period.  Thus,  construction 
costs  during  such  time  are  includible  in  , 
the  cost  of  purchasing  the  new  residence 
under  paragraph  (b)  (5)  of  this  section. 

(4)  The  running  of  the  one-year  (or 
18  month)  periods  referred  to  in  para¬ 
graph  (d)  of  this  section  is  not  sus¬ 
pended,  nor  is  the  running  of  the  one- 
year  period  prior  to  the  date  of  the  sale 
of  the  old  residence  within  which  the 
new  residence  may  be  purchased  in  order 
to  have  gain  on  the  sale  of  the  old  resi¬ 
dence  not  recognized  under  this  section. 

(5)  The  term  “extended  active  duty” 
means  any  period  of  active  duty  which 

is  served  pursuant  to  a  call  or  order  to  | 
such  duty  for  a  period  in  excess  of  90 
days  or  for  an  indefinite  period.  If  the 
call  or  order  is  for  a  period  of  more  than 
90  days,  it  is  immaterial  that  the  time 
served  pursuant  to  such  call  or  order  is 
less  than  90  days,  if  the  rea.son  for  such 
shorter  period  of  service  occurs  after 
the  beginning  of  .such  duty.  As  to  what 
constitutes  active  service  as  a  member 
of  the  Armed  Forces  of  the  United  States,  , 
see  §  39.22  (b)  (13)-1.  As  to  who  are 
members  of  the  Armed  Forces  of  the 
United  States,  see  §  39.3797-11. 

§  39.113  (a)  Statutory  provisions:  i 

adjusted  basis  for  determining  gain  or  j 
loss:  basis  {unadjusted)  of  property; 
general  rule. 

Sec.  113.  Adjusted  basis  for  determining 
gain  or  lo.ss — (a)  Basis  (unadjusted)  of 
property.  The  basis  of  property  shall  be  the 
cost  of  such  property:  except  that — *  *  * 

§  39.113  (a)-l  Scope  of  basis  for  de¬ 
termining  gain  or  loss.  The  basis  of 
property  for  the  purpose  of  determining 
gain  or  loss  from  the  sale  or  other  dis¬ 
position  thereof  is  the  unadjusted  basis 
prescribed  in  section  113  (a),  adjusted 
for  the  various  applicable  items  specified 
in  section  113  (b).  Unless  otherwise 
indicated,  the  word  “basis,”  as  used  in 
this  section  and  §§  39.113  (a)-2  to  39.113 
(a)  (22)-l,  inclusive,  has  reference  to 
the  unadjusted  basis.  For  special  rules  ‘ 
for  determining  the  basis  for  gain  or  loss  = 
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in  the  case  of  vessels  acquired  through 
the  Maritime  Commission  (or  its  succes¬ 
sor),  see  sections  510  and  511  of  the 
Merchant  Marine  Act  of  1936  (46  U.  S.  C. 
1160,  1161).  For  special  rules  for  deter¬ 
mining  the  unadjusted  basis  of  property 
recovered  Ln  respect  of  war  losses,  see 
section  127  (d).  For  special  rules  for 
determining  the  basis  for  gain  or  loss  in 
the  case  of  the  disposition  of  a  share  of 
stock  acquired  pursuant  to  the  timely  ex¬ 
ercise  of  a  restricted  stock  option  where 
the  option  price  was  between  85  percent 
and  95  percent  of  the  fair  market  value 
of  the  stock  at  the  time  the  option  was 
granted,  see  section  130A  (b).  For  spe¬ 
cial  rules  for  determining  the  basis,  both 
unadjusted  and  adjusted,  of  property  ac¬ 
quired  or  improved  with  the  proceeds  of 
a  grant  or  loan  made  to  a  taxpayer  by 
the  United  States  for  the  encouragement 
of  exploration  for.  or  development  or 
mining  of,  critical  and  strategic  minerals 
or  metals,  see  section  22  (b)  (15). 


§39.113  (a)-2  General  rule.  In  gen¬ 
eral,  the  basis  of  property  is  the  cost 
thereof.  This  rule  is  subject,  however, 
to  the  exceptions  stated  in  sections  113 

(a)  (1)  to  113  (a)  (23),  inclusive. 


§39.113  (a)  (1)  Statutory '.provisions: 
adjusted  basis  for  determining  gain  or 
loss;  basis  (unadjusted)  of  property;  in¬ 
ventory  items 


Sec.  113.  Adjusted  basis  for  determining 
gain  or  loss — (a)  Basis  {unadjusted)  of  prop¬ 
erty.  The  basis  of  property  shall  be  the  cost 
of  such  property;  except  that — 

(1)  Inventory  value.  If  the  property 
should  have  been  Included  In  the  last  in- 
rentory,  the  basis  shall  be  the  last  Inventory 
Tslue  thereof. 


§39.113  (a)  (1)-1  Property  included 
in  inventory.  The  last  inventory  value 
of  property  which  should  be  included 
in  inventory  is  the  basis  of  such  property. 
The  requirements  with  respect  to  the 
valuation  of  an  inventory  are  stated  in 
5§  39.22  (c)-l  to  39.22  (d)-7,  inclusive. 


§39  113  (a)  (2)  Statutory  provisions; 
adjusted  basis  for  determining  gain  or 
loss;  basis  (unadjusted)  of  property; 
gifts  after  December  31.  1920. 


able  to  obtain,  such  property  was  stcqulred 
by  such  donor  or  last  preceding  owner. 


[Sec.  113  (a)  (2)  as  amended  by  sec.  143  (a). 
Rev.  Act  1942] 


Sec.  113.  Adjusted  basis  for  determining 
gain  or  loss — (a)  Basis  (unadjusted)  of 
property.  The  basis  of  property  shall  be  the 
cost  of  such  property:  except  that — •  •  • 

(2)  Gifts  after  December  31,  1920.  If  the 
property  was  acquired  by  gift  after  December 
31,  1920,  the  basis  shall  be  the  same  as  It 
would  be  In  the  hands  of  the  donor  or  the 
last  preceding  owner  by  whom  It  was  not 
acquired  by  gift,  except  that  If  such  basis 
(adjusted  for  the  period  prior  to  the  date  of 
the  gift  as  provided  In  subsection  (b))  Is 
greater  than  the  fair  market  value  of  the 
property  at  the  time  of  the  gift,  then  for 
the  purpose  of  determining  loss  the  basis 
shall  be  such  fair  market  value.  If  the  facts 
necessary  to  determine  the  basis  In  the  hands 
of  the  donor  or  the  last  preceding  owner  are 
unknown  to  the  donee,  the  Ctommlssloner 
ahall.  If  possible,  obtain  such  facts  from  such 
donor  or  last  preceding  owner,  or  any  other 
person  cognizant  thereof.  If  the  Commis¬ 
sioner  finds  It  ImfKJSsible  to  obtain  such 
(acts,  the  basis  In  the  hands  of  such  donor 
or  last  preceding  owner  shall  be  the  fair 
market  value  of  such  property  as  found 
hy  the  Commissioner  as  of  the  date  or  ap¬ 
proximate  date  at  which,  according  to  the 
best  information  that  the  Commissioner  is 


§  39.113  (a)  (2)-l  Property  trans¬ 
mitted  by  gift  after  December  31, 
1920 — (a)  Property  included.  (1)  Sec¬ 
tion  113  (a)  (2)  applies  to  all  property 
acquired  after  December  31,  1920,  by 
gift.  It  does  not  apply 

(1)  To  property  acquired  by  devise  or 
bequest  (see  section  113  (a)  (5));  or 

(ii)  To  property  acquired  by  an  in¬ 
strument  which,  under  section  113  (a) 
(5),  is  to  be  treated  as  though  it  were 
a  will. 

(2)  Section  113  (a)  (2)  applies  to  all 
gifts  of  whatever  description,  whenever 
and  however  made,  perfected,  or  taking 
effect;  whether  in  contemplation  of  or 
intended  to  take  effect  in  possession  or 
enjoyment  at  or  after  the  donor’s 
death;  or  whether  made  by  means  of 
the  exercise  (other  than  by  will)  of  a 
power  of  appointment  or  revocation,  or 
any  other  power.  Section  113.  (a)  (2) 
applies  whether  the  gift  was  made  by 
a  transfer  in  trust  or  otherwise. 

(b)  Basis.  (1)  For  the  purpose  of 
determining  gain,  the  basis  is  the  same 
as  it  would  be  in  the  hands  of  the  donor, 
or  the  last  preceding  owner  by  whom  it 
was  not  acquired  by  gift.  For  the  pur¬ 
pose  of  determining  loss,  the  basis  is  as 
so  determined,  except  that  in  any  case 
in  which  such  basis,  adjusted  for  the 
period  prior  to  the  date  of  the  gift  as 
provided  in  section  113  (b),  is  greater 
than  the  fair  market  value  of  the  prop¬ 
erty  at  the  time  of  the  gift,  the  basis 
is  such  fair  market  value. 

(2)  All  titles  to  property  acquired  by 
gift  relate  back  to  the  time  of  the  gift, 
even  though  the  interest  of  him  who 
takes  the  title  was,  at  the  time  of  the 
gift,  legal,  equitable,  vested,  contingent, 
conditional,  or  otherwise.  Accordingly, 
all  property  acquired  by  gift  is  acquired 
at  the  time  of  the  gift.  In  the  hands 
of  every  person  acquiring  property  by 
gift,  the  basis  is  always  the  same, 
whether  such  person  receives  the  prop¬ 
erty  immediately  upon  the  transfer  by 
the  donor,  or  as  remainderman  under 
the  instrument  of  gift,  or  whether  such 
person  is  any  other  person  to  whom 
such  uniform  basis  is  applicable.  Such 
uniform  basis  applies  to  the  property 
in  the  hands  of  the  trustee  or  the  bene¬ 
ficiary  under  a  gift  instrument,  both 
during  the  term  of  the  trust  and  after 
the  distribution  of  the  trust  corpus. 
Adjustments  to  basis,  as  required  by 
section  113  (b),  are  to  be  made  as  re¬ 
spects  the  period  prior  to  the  gift,  and 
the  period  after  the  gift.  With  respect 
to  the  latter  period,  the  adjustments  to 
the  uniform  basis  are  to  be  made  in 
accordance  with  paragraph  (e)  of 
§39.113  (a)  (5)-l. 

(3)  The  time  of  the  gift  is  the  time 
when  the  gift  is  consummated.  Deliv¬ 
ery,  actual  or  constructive,  is  requisite 
to  a  gift.  In  determining  the  time  of 
the  gift,  the  passing  of  title  by  the  donor 
is  not  decisive;  the  time  when  the  donor 
relinquishes  substantial  dominion  over 
the  property  is  decisive. 


(c)  Fair  market  value.  For  the  pur¬ 
poses  of  this  section,  the  value  of  prop¬ 
erty  as  appraised  for  the  purpose  of  the 
Federal  gift  tax,  or  if  the  gift  is  not 
subject  to  such  tax,  its  value  as  ap¬ 
praised  for  the  purpose  of  a  State  gift 
tax,  shall  be  deemed  to  be  the  fair  mar¬ 
ket  value  of  the  property  at  the  time  of 
the  gift. 

(d)  Reinvestments  by  fiduciary.  If 
the  property  is  an  investment  by  the  fi¬ 
duciary  under  the  terms  of  the  gift  (as. 
for  example,  in  the  case  of  a  sale  by  the 
fiduciary  of  property  transferred  under 
the  terms  of  the  gift,  and  the  reinvest¬ 
ment  of  the  proceeds),  the  cost  or  other 
basis  to  the  fiduciary  is  taken  in  lieu  of 
the  basis  specified  in  paragraph  (b)  of 
this  section. 

(e)  Records.  To  insure  a  fair  and 
adequate  determination  of  the  proper 
basis  under  section  113  (a)  (2),  per¬ 
sons  making  or  receiving  gifts  of  prop¬ 
erty  should  preserve  and  keep  accessible 
a  record  of  the  facts  necessary  to  deter¬ 
mine  the  cost  of  the  property  and,  if 
pertinent,  its  fair  market  value  as  of 
March  1,  1913. 


§39.113  (a)  (3)  Statutory  provisions : 
adjusted  basis  for  determining  gain  or 
loss;  basis  (unadjusted)  of  property; 
transfers  in  trust  after  December  31, 
1920. 


Sec.  113.  Adjusted  basis  for  determining 
gain  or  loss — (a)  Basis  (unadjusted)  of 
property.  The  basis  of  property  shall  be  the 
cost  of  such  property;  except  that — •  •  • 

(3)  Transfer  in  trust  after  December  31. 
1920.  If  the  property  was  acquired  after 
December  31,  1920,  by  a  transfer  In  trust 
(other  than  by  a  transfer  In  trust  by  a  gift, 
bequest,  or  devise)  the  basis  shall  be  the 
same  as  it  would  be  in  the  hands  of  the 
grantor.  Increased  In  the  amount  of  gain  or 
decreased  In  the  amount  of  loss  recognized 
to  the  grantor  upon  such  transfer  under  the 
law  applicable  to  the  year  In  which  the  trans¬ 
fer  was  made. 


[Sec.  113  (a)  (3)  as  amended  by  sec.  143  (b). 
Rev.  Act  1942] 


§  39.113  (a)  (3)-l  Transfer  in  trust 
after  December  31,  1920 — (a)  Property 
included.  Section  113  (a)  (3)  applies 
in  general  to  all  property  acquired  after 
December  31,  1920,  by  transfer  in  trust. 
It  does  not  apply  to  property  acquired 
by  bequest  or  devise,  by  an  instrument 
which,  under  section  113  (a)  (5),  is  to 
be  treated  as  though  it  were  a  will,  or 
to  property  acquired  as  a  gift  by  trans¬ 
fer  in  trust  made  at  any  time  after 
December  31,  1920.  With  these  excep¬ 
tions,  section  113  (a)  (3)  applies  to  all 
property  acquired  after  December  31, 
1920,  by  any  transfer  in  trust  of  what¬ 
ever  description.  If  the  property  was 
acquired  as  a  gift  by  transfer  in  trust,  it 
is  not  within  section  113  (a)  (3),  but  is 
within  section  113  (a)  (2)  or  section 
113  (a)  (4). 

(b)  Basis.  The  basis  of  property  so 
acquired  is  the  same  as  it  would  be  in 
the  hands  of  the  grantor,  increased  in 
the  amount  of  gain  or  decreased  in  the 
amount  of  loss  recognized  to  the  grantor 
upon  such  transfer  under  the  law  appli¬ 
cable  to  the  year  in  which  the  transfer 
was  made.  If  the  taxpayer  acquired  the 
property  by  a  transfer  in  trust,  this  basiS 
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applies  whether  the  property  be  in  the 
hands  of  the  trustee,  or  the  beneficiary, 
and  whether  prior  to  the  termination  of 
the  trust  and  distribution  of  the  prop¬ 
erty,  or  thereafter. 

(c)  Reinvestments  by  fiduciary.  If 
the  property  is  an  investment  made  by 
the  fiduciary  (as,  for  example,  in  the 
case  of  a  sale  by  the  fiduciary  of  prop¬ 
erty  transferred  by  the  grantor,  and  the 
reinvestment  of  the  proceeds),  the  cost 
or  other  basis  to  the  fiduciary  is  taken 
in  lieu  of  the  basis  specified  in  para¬ 
graph  (b)  of  this  section. 

§39.113  (a)  (4)  Statutory  provi¬ 

sions;  adjusted  basis  for  determining 
gain  or  loss;  basis  (unadjusted)  of  prop¬ 
erty;  gifts  cr  transfers  in  trust  before 
January  1.  1021. 

Sec.  113.  Adjusted  basis  for  determining 
gain  or  loss — (a)  Basis  (unadjusted)  of  prop¬ 
erty.  The  basis  of  property  shall  be  the  cost 
of  such  property;  except  that — •  •  • 

(4)  Gift  or  transfer  in  trust  before  Janu¬ 
ary  1,  1921.  If  the  property  was  acquired 
by  gift  or  transfer  in  trust  on  or  before  De¬ 
cember  31,  1920,  the  basis  shall  be  the  fair 
market  value  of  such  property  at  the  time 
of  such  acquisition. 

§  39.113  (a)  (4)-l  Gift  or  transfer 
in  trust  before  January  1,  1921 — (a) 
Property  included.  Section  113  (a)  (4) 
applies  to  all  property  acquired  before 
January  1,  1921,  by  gift  or  transfer  in 
trust.  It  does  not  apply  to  property  ac¬ 
quired  by  a  devise  or  bequest;  or  by  an 
instrument  which,  under  section  113  (a) 
(5),  is  to  be  treated  as  though  it  were 
a  will. 

(b)  Basis.  The  basis  is  the  fair  mar¬ 
ket  value  of  such  property  at  the  time 
of  the  gift  or  at  the  time  of  the  transfer 
in  trust.  Such  fair  market  value  is  to 
be  ascertained  in  the  manner  prescribed 
in  paragraph  (c)  of  §39.113  (a)  (2)-l, 
or  by  equivalent  methods. 

§39.113  (a)  (5)  Statutory  provi¬ 

sions;  adjusted  basis  for  determining 
gain  or  loss;  basis  (unadjusted)  of 
property;  property  transmitted  at  death. 

Sec.  113.  Adjusted  basis  for  determining 
gain  or  loss — (a)  Basis  (unadjusted)  of 
property.  The  basis  of  property  shall  be  the 
cost  of  such  property:  except  that — •  •  • 

(5)  Property  transmitted  at  death.  If  the 
property  was  acquired  by  bequest,  devise, 
or  inheritance,  or  by  the  decedent’s  estate 
from  the  decedent,  the  basis  shall  be  the  fair 
market  value  of  such  property  at  the  time 
of  such  acquisition.  In  the  case  of  property 
transferred  in  trust  to  pay  the  Income  for 
life  to  or  upon  the  order  or  direction  of  the 
grantor,  with  the  right  reserved  to  the 
grantor  at  all  times  prior  to  his  death  to 
revoke  the  trust,  the  basis  of  such  property 
in  the  hands  of  the  persons  entitled  under 
the  terms  of  the  trust  Instrument  to  the 
property  after  the  grantor’s  death  shall,  after 
such  death,  be  the  same  as  if  the  trust  instru¬ 
ment  had  been  a  will  executed  on  the  day 
of  the  grantor’s  death.  For  the  purpose  of 
this  paragraph  property  passing  without  full 
and  adequate  consideration  under  a  general 
power  of  appointment  exercised  by  will  shall 
be  deemed  to  be  property  passing  from  the 
individual  exercising  such  power  by  bequest 
or  devise.  If  the  property  was  acquired  by 
bequest,  devise,  or  inheritance,  or  by  the 
decedent’s  estate  from  the  decedent,  and  if 
the  decedent  died  after  August  26.  1937,  and 
If  the  property  consists  of  stock  or  securities 


of  a  foreign  corporation,  w'hlch  with  respect 
to  its  taxable  year  next  preceding  the  date  of 
the  decedent’s  death  was.  under  the  law  ap¬ 
plicable  to  such  year,  a  foreign  personal  hold¬ 
ing  company,  then  the  basis  shall  be  the  fair 
market  value  of  such  proi>erty  at  the  time 
of  such  acquisition  or  the  basis  in  the  hands 
of  the  decedent,  whichever  is  lower.  In  the 
case  of  an  election  made  by  the  executor 
under  section  811  (J),  the  time  of  acquisition 
of  the  property  shall,  for  the  purpose  of  this 
paragraph,  be  the  applicable  valuation  date 
of  the  property  prescribed  by  such  section  in 
determining  the  value  of  the  gross  estate. 
For  the  purposes  of  this  paragraph  the  sur¬ 
viving  spouse’s  one-half  share  of  community 
property  held  by  the  decedent  and  the  sur¬ 
viving  spouse  under  the  community  property 
laws  of  any  State,  Territory  or  possession  of 
the  United  States  or  any  foreign  country  shall 
be  considered  to  be  property  “acquired  by 
bequest,  devise,  or  inheritance’’  from  the 
decedent,  if  the  death  of  the  decedent  was 
after  December  31,  1947,  and  if  at  least  one- 
half  of  the  whole  of  the  community  inter¬ 
est  in  such  property  was  includible  in  de¬ 
termining  the  value  of  the  decedent’s  gross 
estate  under  section  811,  In  the  case  of 
property  held  by  a  decedent  and  his  sur¬ 
viving  spouse  undsr  the  community  prop¬ 
erty  laws  of  any  State,  Territory,  or  pos¬ 
session  of  the  United  States  or  any  foreign 
country,  if  the  value  of  any  part  of  the  sur¬ 
viving  spouse’s  one -half  share  of  such  prop¬ 
erty  was  included  in  determining  the  value 
of  the  gross  estate  of  the  decedent  and  a 
tax  under  chapter  3  was  payable  upon  the 
transfer  of  the  net  estate  of  the  decedent, 
then  for  the  purposes  of  this  paragraph  such 
part  of  such  one-half  share  of  the  surviving 
spouse  shall  be  considered  to  be  property 
“acquired  by  bequest,  devise,  or  inheritance’’ 
from  the  decedent,  if  the  death  of  the  de¬ 
cedent  was  after  the  date  of  the  enactment 
of  the  Revenue  Act  of  1912  and  on  or  be¬ 
fore  December  31.  1947;  but  nothing  in  this 
sentence  shall  reduce  basis  below  that  which 
would  exist  if  the  Revenue  Act  of  1948  had 
not  been  enacted.  For  the  purposes  of  this 
paragraph,  the  survivor’s  interest  in  a  Joint 
and  survivor’s  annuity  shall  be  considered 
to  be  property  “acquired  by  bequest,  devise, 
or  inheritance’’  from  the  decedent  if  the 
death  of  the  decedent  was  after  December 
31,  1950,  and  if  the  value  of  any  part  of 
such  Interest  was  required  to  be  Included  in 
determining  the  value  of  the  decedent’s  gross 
estate  under  section  811. 

I  Sec.  113  (a)  (5)  as  amended  by  sec.  144  (a). 
Rev.  Act  1942;  sec.  366,  Rev.  Act  1948;  sec. 
303  (b).  Rev.  Act  1951] 

§39.113  (a)  (5)-l  Basis  of  property 
acquired  by  bequest,  devise,  or  inheri¬ 
tance — (a)  Property  included.  Section 
113  (a)  (5)  applies — 

(1)  To  all  property  passing  from  a  de¬ 
cedent  by  his  will  or  under  the  law 
governing  the  descent  and  distribution 
of  property  of  decedents; 

(2)  To  property  passing  under  an  in¬ 
strument  which,  under  section  113  (a) 
(5),  is  treated  as  though  it  were  a  will, 
but  applies  to  such  property  only  at  the 
times  and  to  the  extent  prescribed  in 
section  113  (a)  (5);  and 

(3)  To  (i)  the  surviving  spouse’s  one- 
half  share  of  community  property  held 
by  the  decedent  and  the  surviving  spouse 
under  the  community  property  law  of 
any  State,  Territory,  or  possession  of  the 
United  States  or  any  foreign  country, 
if  the  death  of  the  decedent  is  after 
December  31,  1947,  and  if  at  least  one- 
half  of  the  whole  of  the  community  in¬ 
terest  in  such  property  is  includible  in 


determining  the  value  of  the  decedent’s 
gross  estate  under  section  811  (whether 
or  not  a  tax  under  chapter  3,  relating 
to  the  estate  tax,  is  payable  upon  the 
net  estate  of  the  decedent)  and  (ii)  such 
part  of  the  surviving  spouse’s  one-half 
share  of  property  held  by  the  decedent 
and  surviving  spouse  as  community 
property  as  was  included  in  computing 
the  value  of  the  decedent’s  gross  estate 
if  the  death  of  the  decedent  w’as  after 
October  21,  1942,  and  before  Jai'.uary  l, 
1948,  and  if  a  tax  under  chapter  3,  re¬ 
lating  to  the  estate  tax,  was  payable  upon 
the  net  estate  of  the  decedent.  Section 
113  (a)  (5)  shall  not,  however,  be  ap¬ 
plied  in  cases  described  in  subdivision 
(ii)  of  this  subpai’agraph  so  as  to  reduce 
the  basis  of  any  property  below  that 
which  would  exist  without  the  applica¬ 
tion  of  such  section. 

(b)  Basis.  Section  113  (a)  (5)  pro¬ 
vides  three  rules  for  determining  the 
basis  of  property  transmitted  at  death, 
first,  a  rule  governing  property  gener¬ 
ally,  second,  a  special  rule  governing 
stock  in  a  foreign  personal  holding  com¬ 
pany,  and,  third,  a  special  rule  applicable 
to  both  the  first  and  second  rules  in  cer¬ 
tain  cases  w'here  for  estate  tax  purposes 
the  decedent’s  gross  estate  is  valued  at 
the  optional  valuation  dates. 

(1)  General  rule.  Except  as  pre¬ 
scribed  in  subparagraphs  (2)  and  (3)  of 
this  paragraph,  the  basis  of  property 
acquired  from  a  decedent  by  will  or 
under  the  law  governing  the  descent  and 
distribution  of  the  property  of  decedents 
is  the  fair  market  value  at  the  time  of 
such  acquisition.  Since,  under  the  law  i 
governing  wills  and  the  distribution  of 
the  property  of  decedents,  all  titles  to  i 
property  acquired  by  bequest,  devise,  or  I 
inheritance  relate  back  to  the  death  of  i 
the  decedent,  even  though  the  interest 
of  him  who  takes  the  title  was,  at  the  ■ 
date  of  death  of  the  decedent,  legal,  equi-  i 
table,  vested,  contingent,  general,  spe¬ 
cific,  residual,  conditional,  executory,  or 
otherw’ise,  the  time  of  the  acquisition  of  ' 
such  property  is  the  death  of  the  dece¬ 
dent,  For  example,  if  distribution  of  ! 
personal  property  left  by  a  decedent  is  ■ 
not  made  until  one  year  after  his  death, 
the  basis  of  such  property  in  the  hands 
of  the  legatee  is  its  fair  market  value  at  : 
the  time  when  the  decedent  died,  and  not  j 
when  the  legatee  actually  received  the 
property;  or,  if  the  bequest  is  of  the  resi-  j 
due  to  trustees  in  trust,  and  the  execu-  j 
tors  do  not  distribute  the  residue  to  such  i 
trustees  until  five  years  after  the  death  j 
of  the  decedent,  the  basis  of  each  piece  q 
of  property  left  by  the  decedent  and  thus  j 
received,  in  the  hands  of  the  trustees,  is 
its  fair  market  value  at  the  time  when  • 
the  decedent  dies;  or,  if  the  bequest  is 
to  trustees  in  trust  to  pay  to  A  durin? 
his  lifetime  the  income  of  the  property 
bequeathed,  and  after  his  death  to  dis-  j 
tribute  such  property  to  the  survivors  of  j 
a  class,  and  upon  A’s  death  the  property  | 
is  distributed  to  the  taxpayer  as  the  sole  , 
survivor,  the  basis  of  such  property,  in  | 
the  hands  of  the  taxpayer,  is  its  fair  j 
market  value  at  the  time  when  the  dece-  i 
dent  died.  The  purpose  of  the  Internal  = 
Revenue  Code,  in  prescribing  a  general  | 
uniform  basis  rule  for  property  acquired  i 
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by  bequest,  devise,  or  inheritance,  is,  on 
the  one  hand,  to  tax  the  gain,  in  respect 
of  such  property,  to  him  who  realizes  it 
(without  regard  to  the  circumstance  that 
at  the  death  of  the  decedent  it  may  have 
been  quite  uncertain  w’hether  the  tax¬ 
payer  would  take  or  gain  anything) ;  and, 
on  the  other  hand,  not  to  recognize  as 
gain  any  element  of  value  solely  from 
the  circumstance  that  the  possession  or 
enjoyment  of  the  taxpayer  was  post¬ 
poned.  Such  postponement  may  be,  for 
example,  until  the  administration  of  the 
decedent’s  estate  is  completed,  until  the 
period  of  the  possession  or  enjoyment  of 
another  has  terminated,  or  until  an  un¬ 
certain  event  has  happened.  It  is  the 
increase  or  decrease  in  the  value  of  prop¬ 
erty  reflected  in  a  sale  or  other  disposi¬ 
tion  which  section  113  (a)  (5)  recognizes 
as  the  measure  of  gain  or  loss. 

(2)  Special  rule  with  respect  to  stock 
in  a  foreign  personal  holding  company. 
In  the  case  of  decedents  dying  after 
August  26,  1937,  the  basis  of  stock  of  a 
foreign  corporation  acquired  from  the 
decedent  by  will  or  under  the  law  gov¬ 
erning  descent  and  distribution  of  prop¬ 
erty  of  decedents,  where  such  foreign 
corporation  with  respect  to  its  taxable 
year  next  preceding  the  date  of  the 
decedent’s  death  was  a  foreign  personal 
holding  company,  is  the  fair  market  value 
of  such  stock  at  the  time  of  such  acquisi¬ 
tion,  i.  e.,  the  date  of  the  decedent’s 
death,  or  the  basis  in  the  hands  of  the 
decedent  (with  proper  adjustments  to 
the  date  of  the  decedent’s  death) ,  which¬ 
ever  is  lower. 

(3)  Special  rule  where  property  valued 
at  optional  valuation  dates.  Section  113 
(a)  (5)  provides  a  special  rule  applicable 
in  determining  the  basis  of  property  de¬ 
scribed  in  subparagraphs  (1)  and  (2)  of 
this  paragraph  where — 

(i)  Such  property  is  includible  in  the 
gross  estate  of  a  decedent  who  died  after 
October  21,  1942,  and 

(ii)  'The  executor  elects  for  estate  tax 
purposes  under  section  811  (j)  to  value 
the  decedent’s  gross  estate  at  the  optional 
valuation  dates  prescribed  in  such  sec¬ 
tion. 

In  such  cases,  the  time  of  acquisition  of 
such  property  for  the  purposes  of  sub- 
paragraphs  (1)  and  (2)  of  this  para¬ 
graph  and  the  remainder  of  this  section 
is  considered  to  be  the  date  at  which 
such  property  is  valued  for  estate  tax 
purposes.  Thus,  in  such  cases,  generally 
the  basis  will  not  be  the  value  at  the 
date  of  the  decedent’s  death  but  (with 
certain  limitations)  the  value  at  the  date 
one  year  after  his  death  or,  in  the  case 
of  such  property  distributed  by  the  exec¬ 
utor  (or  trustee,  in  certain  cases)  with¬ 
in  one  year  after  the  decedent’s  death, 
the  value  as  of  the  time  of  such  distri¬ 
bution.  See  §  81.11  of  this  chapter  (Reg¬ 
ulations  105). 

(c)  Fair  market  value.  For  the  pur¬ 
poses  of  this  section,  the  value  of  prop¬ 
erty  as  of  the  date  of  the  death  of  the 
decedent  as  appraised  for  the  purpose  of 
the  Federal  estate  tax  or  the  optional 
'^alue  as  appraised  for  such  purpose, 
whichever  is  applicable  as  provided  in 
subparagraph  (3)  of  paragraph  (b)  of 


this  section,  or  if  the  estate  is  not  sub¬ 
ject  to  such  tax,  its  value  appraised  as 
of  the  date  of  the  death  of  the  decedent 
for  the  purpose  of  State  inheritance  or 
transmission  taxes,  shall  be  deemed  to 
be  its  fair  market  value  at  the  time  of 
acquisition. 

(d)  Property  acquired  before  March  1, 
1913;  reinvestments  by  fiduciary.  (1)  If 
the  decedent  died  before  March  1.  1913, 
the  fair  market  value  on  that  date  is 
taken  in  lieu  of  the  fair  market  value  on 
the  date  of  death,  but  only  to  the  same 
extent  and  for  the  same  purposes  as 
the  fair  market  value  on  March  1.  1913, 
is  taken  under  section  113  (a)  (14). 

(2)  If  the  property  is  an  investment 
by  the  fiduciary  under  a  will  (as.  for 
example,  in  the  case  of  a  sale  by  a  fidu¬ 
ciary  under  a  will  of  property  trans¬ 
mitted  from  the  decedent,  and  the  rein¬ 
vestment  of  the  proceeds),  the  cost  or 
other  basis  to  the  fiduciary  is  taken  in 
lieu  of  the  fair  market  value  at  the  time 
when  the  decedent  died. 

(e)  Adjustments  to  basis.  (1)  In  the 
hands  of  every  person  who  acquires  the 
property  of  a  decedent  (or  any  estate  or 
interest  therein)  by  bequest,  or  devise, 
or  inheritance,  the  basis  of  the  property 
is  always  the  same. 

(1)  Whether  such  person  be  the  execu¬ 
tor  or  administrator,  the  heir,  the  lega¬ 
tee,  the  devisee,  the  trustee  of  a  trust 
created  by  the  will,  or  any  beneficiary 
of  such  trust,  and  whatever  the  nature 
of  any  such  person’s  interest  or  estate 
may  be; 

(ii)  Whether  during  or  after  adminis¬ 
tration  and  settlement  of  the  estate  of 
the  decedent,  during  or  after  the  term 
of  any  trust  under  the  will,  or  before  or 
after  the  distribution  by  the  executor  or 
administrator,  or  the  trustee. 

(2)  Adjustments  to  basis  required  by 
section  113  (b)  are  made  in  accordance 
with  the  same  principles.  Thus,  the  de¬ 
ductions  for  depreciation  and  for  deple¬ 
tion  allowed  or  allowable,  under  section 
23  (1)  and  section  23  (m),  to  a  legal  life 
tenant  as  if  the  life  tenant  were  the  ab¬ 
solute  owner  of  the  property,  constitute 
an  adjustment  to  the  basis  of  the  prop¬ 
erty  in  the  hands  not  only  of  the  life  ten¬ 
ant,  but  also  in  the  hands  of  the  remain¬ 
derman  and  every  other  person  to  whom 
the  same  uniform  ba.sis  is  applicable. 
Similarly,  the  deductions  allowed  or  al¬ 
lowable  under  section  23  (1)  and  section 

23  (m),  both  to  the  trustee  and  to  the 
trust  beneficiaries,  constitute  an  adjust¬ 
ment  to  the  basis  of  the  property  not  only 
in  the  hands  of  the  trustee,  but  also  in 
the  hands  of  the  trust  beneficiaries  and 
every  other  person  to  whom  the  uniform 
basis  is  applicable.  See,  however,  section 

24  (a).  Similarly,  adjustments  in  re¬ 
spect  of  capital  expenditures  or  losses, 
tax-free  distributions,  or  other  distribu¬ 
tions  applicable  in  reduction  of  basis,  or 
other  items  for  which  the  basis  is  adjust¬ 
able  are  made  without  regard  to  which 
one  of  the  persons  to  whom  the  same 
uniform  basis  is  applicable  makes  the 
capital  expenditures  or  sustains  the  cap¬ 
ital  losses,  or  to  whom  the  tax-free  or 
other  distributions  are  made,  or  to  whom 
the  deductions  are  allowed  or  allowable. 


(3)  The  executor  or  other  legal  repre¬ 
sentative  of  the  decedent,  the  fiduciary 
of  a  trust  under  a  will,  the  life  tenant 
and  every  other  person  to  whom  a  uni¬ 
form  basis  under  this  section  is  appli¬ 
cable,  shall  make  and  maintain  records 
showing  in  detail  all  deductions,  distri¬ 
butions,  or  other  items  for  which  adjust¬ 
ment  to  basis  is  required  to  be  made  by 
section  113  (b),  and  shall  furni.'^h  to  the 
Commissioner  information  with  respect 
to  such  matters  in  such  detail  at  such 
lime  and  in  such  manner  as  the  Com¬ 
missioner  may  require. 

(f)  Sales  of  remainder  and  other  in¬ 
terests  in  property  transmitted  at 
death.  The  following  is  an  illustration 
of  the  rule  stated  in  paragraph  (b)  of 
this  section  that,  under  section  113  (a) 
(5),  the  measure  of  gain  or  loss  result¬ 
ing  from  a  sale  or  other  disposition  of 
property  transmitted  at  death  is  the  in¬ 
crease  or  decrease  in  the  value  of  the 
property  as  reflected  in  such  sale  or  other 
disposition:  If  land  is  left  for  life  to  A, 
with  remainder  in  fee  to  .1,  and  prior 
to  A’s  death.  B  sells  his  remainder,  the 
increase  or  decrease  in  the  value  of  the 
land  reflected,  and  realized  by  B,  in  the 
proceeds  from  the  sale  of  his  remainder 
interest  constitutes  the  gain  recognized 
upon  the  sale.  (See  section  111.)  Such 
gain  (or  as  the  case  may  be,  the  loss) 
is  computed  by  comparing  the  amount 
of  the  proceeds  received  from  the  sale 
with  the  amount  of  the  part  of  the  uni¬ 
form  basis  assignable  to  such  sale  of  B’s 
remainder  interest.  The  part  of  the 
uniform  basis  assignable  to  such  a  sale 
by  B  is  the  part  of  the  uniform  basis 
(adjusted  to  the  time  of  the  sale)  of  the 
land  transmitted  from  the  decedent 
which  bears  the  same  proportion  to  such 
uniform  basis  as  B’s  remainder  interest, 
at  the  time  of  the  sale,  bears  to  the  whole 
estate  in  the  land  transmitted  from  the 
decedent. 

(g)  Joint  and  survivor  annuities.  If, 
with  respect  to  an  annuitant  who  dies 
after  December  31.  1950,  the  value  of 
any  part  of  a  survivor’s  interest  in  a 
joint  and  survivor’s  annuity  is  required 
to  be  included  in  the  gross  estate  of  the 
deceased  annuitant  (whether  or  not  such 
estate  exceeds  $60,000  so  as  to  require 
the  filing  of  an  estate  tax  return  under 
section  937),  the  basis  of  such  interest 
to  the  survivor  annuitant  is  con-sidered 
to  be  the  value  at  the  time  of  the  dece¬ 
dent’s  death.  As  to  the  taxability  of 
survivor  annuity  payments  in  accordance 
with  this  rule,  see  §  39.22  (b)  (2)-2. 

§  39.113  (a)  (6)  Statutory  provisions; 
adjusted  basis  for  determining  gain  or 
loss;  basis  (unadjusted)  of  property; 
tax-free  exchanges  generally. 

Sec.  113.  Adjusted  basis  for  determining 
gain  or  loss — (a)  Basis  (unadjusted)  of 
property.  The  basis  of  property  shall  be  the 
cost  of  such  property:  except  that — *  •  * 

(6)  Tax-free  exchanges  generally.  If  the 
property  was  acquired,  after  February  28, 
1913.  upon  an  exchange  described  in  section 
112  (b)  to  (e),  inclusive,  or  section  112  (1), 
the  basis  (except  as  provided  in  paragraphs 
(15),  (17),  or  (18)  of  this  subsection)  shall 
be  the  same  as  in  the  case  of  the  property 
exchanged,  decreased  in  the  amount  of  any 
money  received  by  the  taxpayer  and  increased 
in  the  amount  of  gain  or  decreased  in  the 
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amount  of  loss  to  the  taxpayer  that  was  rec¬ 
ognized  upon  such  exchange  under  the  law 
applicable  to  the  year  In  which  the  exchange 
was  made.  If  the  property  so  acquired  con¬ 
sisted  in  part  of  the  type  of  property  per¬ 
mitted  by  section  112  (b)  or  section  112  (1) 
to  be  received  without  the  recognition  of  gain 
or  loss,  and  In  part  of  other  property,  the 
basis  provided  in  this  paragraph  shall  be 
allocated  between  the  properties  (other  than 
money)  received,  and  for  the  purpose  of  the 
allocation  there  shall  be  assigned  to  such 
other  property  an  amount  equivalent  to  Its 
fair  market  value  at  the  date  of  the  ex¬ 
change.  Where  as  part  of  the  consideration 
to  the  taxpayer  another  party  to  the  ex¬ 
change  assumed  a  liability  of  the  taxpayer 
or  acquired  from  the  taxpayer  property  sub¬ 
ject  to  a  liability,  such  assumption  or  acqui¬ 
sition  (in  the  amount  of  the  liability)  shall, 
for  the  purposes  of  this  paragraph,  be  con¬ 
sidered  as  money  received  by  the  taxpayer 
upon  the  exchange.  This  paragraph  shall 
not  apply  to  property  acquired  by  a  corpora¬ 
tion  by  the  Issuance  of  its  stock  or  securities 
as  the  consideration  in  whole  or  in  part  for 
the  transfer  of  the  property  to  it. 

(Sec.  113  (a)  (6)  as  amended  by  sec.  213  (d). 
Rev.  Act  1939;  sec.  121  (c)  (1),  (2),  Rev.  Act 
1943] 

5  39.113  (a)  (6)-l  Property  acquired 
upon  a  tax-free  exchange,  (a)  In  the 
case  of  an  exchange,  after  February  28, 
1913,  of  property  solely  of  the  type  de¬ 
scribed  in  section  112  (b)  or  (1),  if  no 
part  of  the  gain  or  loss  was  recognized 
under  the  law  applicable  to  the  year  in 
which  the  exchange  was  made,  the  basis 
of  the  property  acquired  is  the  same  as 
the  basis  of  the  property  transferred  by 
the  taxpayer  with  proper  adjustments  to 
the  date  of  the  exchange. 

(b)  (1)  If,  in  an  exchange,  after  Feb¬ 
ruary  28,  1913,  of  properties  of  the  type 
indicated  in  section  112  (b)  or  (1),  gain 
to  the  taxpayer  was  recognized  under 
the  provisions  of  section  112  (c),  (d),  or 
(1)  or  a  similar  provision  of  a  prior  reve¬ 
nue  act,  on  account  of  the  receipt  of 
money  in  addition  in  the  transaction,  the 
basis  of  the  property  acquired  is  the  basis 
of  the  property  transferred  (adjusted  to 
the  date  of  the  exchange) ,  decreased  by 
the  amount  of  money  received  and  in¬ 
creased  by  the  amount  of  gain  recognized 
on  the  exchange. 

(2)  The  application  of  subparagraph 
(1)  of  this  paragraph  may  be  illustrate 
by  the  following  example: 

Example.  A  purchased  a  share  of  stock  In 
the  X  Corporation  in  1935  for  $100.  Pursu¬ 
ant  to  a  plan  of  reorganization,  A  in  1952 
exchanged  his  share  for  one  share  in  the  Y 
Corporation,  worth  $90,  and  $30  in  cash.  A 
realized  a  gain  of  $20  upon  the  exchange,  all 
of  which  is  recognized  under  section  112  (c) 
(1).  The  basis  of  the  share  of  stock  In  the 
Y  CcM-poratlon  is  $90;  that  is,  the  basis  of  the 
share  in  the  X  Corporation  ($100)  less  the 
amount  of  money  received  by  A  ($30)  plus 
the  amount  of  gain  recognized  on  the  ex¬ 
change  ($20). 

(c)  (1)  If,  upon  an  exchange  of 
properties  of  the  type  described  in  sec¬ 
tion  112  (b)  or  (1),  there  was  received 
by  the  taxpayer  in  addition  other  prop¬ 
erty  (not  permitted  to  be  received  with¬ 
out  the  recognition  of  gain)  and  money, 
and  gain  from  the  transaction  was  rec¬ 
ognized  as  required  under  section  112 
(c),  (d),  or  (1),  or  a  similar  provision 
of  a  prior  revenue  act,  the  basis  (ad¬ 
justed  to  the  date  of  the  exchange)  of 


the  property  transferred  by  the  tax¬ 
payer,  decreased  by  the  amount  of  money 
received  and  increased  by  the  amount  of 
gain  recognized,  must  be  apportioned  to 
and  is  the  basis  of  the  properties  (other 
than  money)  received  on  the  exchange. 
For  the  purpose  of  the  allocation  of  such 
basis  to  the  properties  received,  there 
must  be  assigned  to  such  other  property 
an  amount  equivalent  to  its  fair  market 
value  at  the  date  of  the  exchange. 

(2)  The  application  of  subparagraph 
( 1 )  of  this  paragraph  may  be  illustrated 
by  the  following  example: 

Example.  A  purchased  a  share  of  stock  in 
the  X  Corporation  in  1933  for  $100.  Upon 
a  reorganization  of  the  X  Corporation  in 
1952,  A  received  in  place  of  his  stock  in  the 
X  Corporation  a  share  of  stock  in  the  Y  Cor¬ 
poration  worth  $60,  a  Treasury  bond  worth 
$50,  and  in  addition  $20  in  cash.  A  realized 
a  gain  of  $30  upon  the  exchange,  all  of  which 
is  recognized  under  section  112  (c)  (1).  The 
basis  of  the  property  received  in  exchange  is 
the  basis  of  the  old  stock  ($100)  decreased 
in  the  amount  of  money  received  ($20)  and 
increased  in  the  amount  of  gain  that  was 
recognized  ($30),  which  results  in  a  basis 
for  the  property  received  of  $110.  This  basis 
of  $110  is  apportioned  between  the  Treasury 
bond  and  the  share  of  stock,  the  basis  of  the 
Treasury  bond  being  its  fair  market  value 
at  the  date  of  the  exchange,  $50,  and  of  the 
share  of  stock,  the  remainder,  $60. 

(d)  Section  112  (e)  and  similar  pro¬ 
visions  of  prior  revenue  acts  provide 
that  no  loss  may  be  recognized  on  an  ex¬ 
change  of  properties  of  a  type  described 
in  section  112  (b)  or  (1),  although  the 
taxpayer  receives  other  property  or 
money  from  the  transaction.  However, 
the  basis  of  the  property  or  properties 
received  by  the  taxpayer  (other  than 
money)  is  the  basis  (adjusted  to  the  date 
of  the  exchange)  of  the  property  trans¬ 
ferred,  decreased  by  the  amount  of 
money  received.  This  basis  must  be  ap¬ 
portioned  to  the  properties  received,  and 
for  this  purpose  there  must  be  allocated 
to  such  other  property  (not  permitted 
to  be  exchanged  tax  free)  an  amount  of 
such  basis  equivalent  to  the  fair  market 
value  of  such  other  property  at  the  date 
of  the  exchange. 

(e)  Section  113  (a)  (6)  does  not  apply 
In  ascertaining  the  basis  of  property  ac¬ 
quired  by  a  corporation  by  the  issuance 
of  its  stock  or  securities  as  the  considera¬ 
tion  in  whole  or  in  part  for  the  transfer 
of  the  property  to  it.  But  see  section 
113  (a)  (7)  and  (8). 

§  39.113  (a)  (6)-2  Treatment  of  as¬ 
sumption  of  liabilities.  (a)  For  the  pur¬ 
poses  of  section  113  (a)  (6)  the  amount 
of  any  liabilities  of  the  taxpayer  as¬ 
sumed  by  the  other  party  to  the  ex¬ 
change  is  to  be  treated  as  money 
received  by  the  taxpayer  upon  the  ex¬ 
change,  whether  or  not  the  assumption 
of  liabilities  resulted  in  a  recognition  of 
gain  or  loss  to  the  taxpayer  under  the 
law  applicable  to  the  year  in  which  the 
exchange  was  made. 

(b)  The  application  of  this  section 
may  be  illustrated  by  the  following  ex¬ 
amples: 

Example  {!).  A,  an  individual,  owns 
property  having  an  adjusted  basis  of  $100,- 
000  and  on  which  there  is  a  purchase  money 
mortgage  of  $25,000.  On  September  1,  1952, 


A  ca-ganlzes  the  X  Ck)rporation  to  which  he 
transfers  the  property  above  described  in 
exchange  for  all  the  capital  stock  of  the  X 
Corporation  and  the  assumption  of  the  $25.- 
000  mortgage.  The  capital  stock  of  the  X 
Corporation  has  a  fair  market  value  of 
$150,000.  Under  section  112  (b)  (5),  no  gain 
is  recognized.  The  basis  of  such  stock  in 
A’s  hands  is  $75,000,  computed  as  follows: 


Adjusted  basis  of  property  trans¬ 
ferred  - - $100,000 

Less:  Amount  of  money  received 
(amount  of  liabilities  assumed  by 
X  Corporation) _  25,000 

Basis  of  stock  of  the  X  Cor¬ 
poration  in  A’s  hands _  75,  000 


Example  (2).  B,  an  individual,  owns  an 
apartment  house  which  has  an  adjusted 
basis  in  his  hands  of  $500,000,  but  which  is 
subject  to  a  mortgage  of  $150,000.  On  Sep¬ 
tember  1,  1952,  he  transfers  such  apartment 
house  to  C,  receiving  in  exchange  therefor 
$50,000  in  cash  and  another  apartment 
house  with  a  fair  market  value  on  that  date 
of  $600,000.  The  transfer  to  C  is  made  sub¬ 
ject  to  the  $150,000  mortgage,  but  C  does 
not  assume  such  mortgage.  B  realizes  a 
gain  of  $300,000  on  the  exchange,  computed 
as  follows: 


Value  of  property  received _ $600,000 

Cash _  50, 000 

Liabilities  subject  to  which  old 
property  was  transferred _  150, 000 

Total  consideration  received.  800, 000 
Less:  Adjusted  basis  of  property 
transferred _  500, 000 

Gain  realized _  300,000 


Since  section  112  (k)  does  not  apply  to  sec¬ 
tion  112  (b)  (1)  or  so  much  of  section  112 
(c)  as  relates  to  section  112  (b)  (1),  $200,000 
of  such  $300,000  gain  is  recognized.  The 
basis  of  the  apartment  house  acquired  by  B 
upon  the  exchange  is  $500,(X)0,  computed  as 
follows: 

Adjusted  basis  of  property  trans¬ 
ferred _ $500,000 

Less;  Amount  of  money  received: 

Cash _ $50,  000 

Amount  of  liabilities 
subject  to  which 
property  was 

transferred _  150,  000 

-  200,000 

Difference _  300, 000 

Plus:  Amount  of  gain  recognized 

upon  the  exchange _  200,000 

•  Basis  of  property  acquired 

upon  the  exchange _  500, 000 

5  39.113  (a)  (7)  Statutory  provisions: 
adjusted  basis  for  determining  gain  or 
loss;  basis  {unadjusted)  of  property: 
transfers  to  corporations. 

Sec.  113.  Adjusted  basis  for  determining 
gain  or  loss — (a)  Basis  (unadjusted)  of  prop¬ 
erty.  The  basis  of  property  shall  be  the  cost 
of  such  property;  except  that — *  *  * 

(7)  Transfers  to  corporation.  If  the  prop¬ 
erty  was  acquired — 

(A)  After  December  31,  1917,  and  in  a  tax¬ 
able  year  beginning  before  January  1,  1936, 
by  a  corporation  in  connection  with  a  reor¬ 
ganization,  and  Immediately  after  the  trans¬ 
fer  an  Interest  or  control  in  such  property 
of  50  per  centum  or  more  remained  In  the 
same  persons  or  any  of  them,  or 

(B)  In  a  taxable  year  beginning  after  De¬ 
cember  31,  1935,  by  a  corporation  in  connec¬ 
tion  with  a  reorganization, 

then  the  basis  shall  be  the  same  as  it 
be  in  the  hands  of  the  transferor,  increased 
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In  the  amount  of  gain  or  decreased  In  the 
amount  of  loss  recognized  to  the  transferor 
upon  such  transfer  under  the  law  applicable 
to  the  year  in  which  the  transfer  was  made. 
This  paragraph  shall  not  apply  if  the  property, 
acquired  consists  of  stock  or  securities  in  a 
corporation  a  party  to  the  reorganization, 
unless  acquired  by  the  issuance  of  stock  or 
securities  of  the  transferee  as  the  considera¬ 
tion  in  whole  or  in  part  for  the  transfer. 

§39.113  (a)  (7)-l  Property  acquired 
by  corporation  in  reorganization  alter 
December  31,  1917.  (a)  Section  113  (a) 
(7)  sets  forth  the  conditions  under  which 
the  basis  of  property  acquired  by  a  cor¬ 
poration  after  December  31,  1917,  in  con¬ 
nection  with  a  reorganization  as  defined 
in  section  112  (g),  or  a  corresponding 
provision  of  a  prior  revenue  act,  is  the 
same  as  it  would  be  in  the  hands  of  the 
transferor,  increased  or  decreased  as 
therein  provided  in  the  amount  of  gain 
or  loss  recognized  to  the  transferor  under 
the  applicable  revenue  law.  In  the  case 
of  property  so  acquired  in  a  taxable  year 
beginning  before  January  1,  1936,  such 
basis  is  applicable  only  if  immediately 
after  the  transfer  there  remained  in  the 
same  persons  or  any  of  them  an  interest 
or  control  in  such  property  of  50  percent 
or  more.  In  the  case,  however,  of  prop¬ 
erty  so  acquired  in  a  taxable  year  begin¬ 
ning  after  December  31,  1935,  section  113 

(a)  (7)  is  applicable  irrespective  of  the 
extent  of  the  interest  or  amount  of  con¬ 
trol  in  such  property  remaining,  imme¬ 
diately  after  the  transfer,  in  the  hands 
of  the  same  persons  or  any  of  them. 

(b)  The  application  of  the  provisions 
of  section  113  (a)  (7)  (A)  may  be  illus¬ 
trated  by  the  following  examples: 

Example  (1).  In  1933  the  X  Corporation 
caused  the  organization  of  the  Y  Corporation 
and  transferred  to  the  Y  Corporation,  in  ex¬ 
change  for  all  the  capital  stock  of  that  cor¬ 
poration,  property  which  it  had  previously 
purchased  for  $10,000.  The  basis  of  the 
property  in  the  hands  of  the  Y  Corporation 
Is  $10,000. 

Example  (2).  In  1933  the  M  Corporation 
exchanged  10  percent  of  its  voting  stock  for 
all  the  property  of  the  N  Corporation  which 
had  a  basis  of  $10,000  in  the  hands  of  the 
N  Corporation.  The  basis  of  the  property  in 
the  hands  of  the  M  Corporation  is  cost  there¬ 
of  to  it  at  the  time  of  the  transfer,  that  is, 
the  fair  market  value  of  the  M  stock  ex¬ 
changed  for  the  property. 

(c)  Section  113  (a)  (7)  does  not  apply 
If,  irrespective  of  when  acquired,  the 
property  consists  of  stock  or  securities 
in  a  corporation  a  party  to  a  reorganiza¬ 
tion  as  defined  in  section  112  (g),  or  a 
corresponding  provision  of  a  prior  rev¬ 
enue  act,  unless  such  stock  or  securities 
are  acquired  by  the  issuance  of  stock  or 
swurities  of  the  transferee  as  the  con¬ 
sideration  in  whole  or  in  part  for  the 
transfer.  The  application  of  the  last 
sentence  of  section  113  (a)  (7)  to  a  case 
where  such  stock  or  securities  are  ac- 
Quired  by  the  issuance  of  stock  or  secu¬ 
rities  of  the  transferee  may  be  illustrated 
as  follows : 

Example.  The  Y  Corporation  owns  all  of 
the  stock  of  the  X  Corporation,  which  stock 
It  acquired  In  1952  by  the  Issuance  of  all  of 
hs  own  voting  stock  to  the  Individual  share- 
tiolders  of  the  X  Corporation.  The  stock  of 
ttie  X  Corporation  was  acquired  by  the  Indi¬ 
viduals  In  1932  for  $200,000  in  cash.  The 


stock  of  the  Y  Corporation  had  a  fair  market 
value  of  $1,000,000  at  the  time  It  was  ex¬ 
changed  In  1952  for  the  stock  of  the  X  Cor¬ 
poration,  The  fair  market  value  of  the  stock 
of  the  X  Corporation  at  the  time  of  the  ex¬ 
change  In  1952  was  also  $1,000,000.  The  basis 
to  the  Y  Corporation  of  the  stock  of  the  X 
Corporation  Is  the  basis  which  such  stock 
would  have  had  In  the  hands  of  the  Indi¬ 
viduals  from  which  It  was  acquired  by  the 
Y  Corporation,  that  is,  $200,000. 

§  39.113  (a)  (8)  Statutory  provisions; 
adjusted  basis  for  determining  gain  or 
loss;  basis  {unadjusted)  of  property; 
property  acquired  by  issuance  of  stock  or 
as  paid-in  surplus. 

Sec.  113.  Adjusted  basis  for  determining 
gain  or  loss — (a)  Basis  (unadjusted)  of 
property.  The  basis  of  property  shall  be  the 
cost  of  such  property:  except  that — •  •  * 

(8)  Property  acquired  by  issuance  of  stock 
or  as  paid-in  surplus.  If  the  property  was 
acquired  after  December  31,  1920,  by  a  cor¬ 
poration — 

(A)  By  the  Issuance  of  Its  stock  or  securi¬ 
ties  In  connection  with  a  transaction  de¬ 
scribed  in  section  112  (b)  (5)  (Including, 
also,  cases  where  part  of  the  consideration 
for  the  transfer  of  such  property  to  the  cor¬ 
poration  was  property  or  money,  in  addition 
to  such  stock  or  securities),  or 

(B)  As  paid-in  surplus  or  as  a  contribu¬ 
tion  to  capital. 

then  the  basis  shall  be  the  same  as  It  would 
be  In  the  hands  of  the  transferor.  Increased 
In  the  amount  of  gain  or  decreased  In  the 
amount  of  loss  recognized  to  the  transferor 
upon  such  transfer  under  the  law  applicable 
to  the  year  In  which  the  transfer  was  made. 

§  39.113  (a)  (8)-l  Property  acquired 
by  a  corporation  after  December  31, 
1920.  (a)  The  acquisition  of  property 

by  a  corporation  after  December  31, 1917, 
by  the  issuance  of  its  stock  or  securities 
may  not  fall  within  the  provisions  of  sec¬ 
tion  113  (a)  (7),  because  of  the  fact  that 
the  property  was  not  acquired  in  connec¬ 
tion  with  a  reorganization.  If,  however, 
the  acquisition  of  such  property  occurred 
after  December  31,  1920,  and  falls  within 
the  provisions  of  section  113  (a)  (8),  the 
limitations  therein  imposed  up>on  the 
basis  of  such  property  are  applicable. 

(b)  In  respect  of  property  acquired 
by  a  corporation  after  December  31, 
1920,  from  a  shareholder  as  paid-in  sur¬ 
plus,  or  from  any  person  as  a  contribu¬ 
tion  to  capital,  the  basis  of  the  property 
in  the  hands  of  the  corporation  is  the 
basis  which  the  property  would  have  had 
in  the  hands  of  the  transferor  if  the 
transfer  had  not  been  made.  In  the  case 
of  property  acquired  by  a  corporation 
iafter  December  31,  1920,  as  a  gift,  the 
basis  thereof  shall  be  determined  under 
section  113  (a)  (2). 

5  39.113(a)  (9)  Statutory  provisions ; 
adjusted  basis  for  determining  gain  or 
loss;  basis  (unadjusted)  of  property; 
involuntary  conversions. 

Sec.  113.  Adjusted  basis  for  determining 
gain  or  loss — (a)  Basis  (unadjusted)  of 
property.  The  basis  of  property  shall  be  the 
cost  of  such  property:  except  that — •  •  • 

(9)  Involuntary  conversion.  If  the  prop¬ 
erty  was  acquired,  after  February  28.  1913, 
as  the  result  of  a  compulsory  or  Involuntary 
conversion,  described  in  section  112  (f)  (1) 
or  (2),  the  basis  shall  be  the  same  as  In  the 
case  of  the  property  so  converted,  decreased 
In  the  amount  of  any  money  received  by  the 
taxpayer  which  was  uot  expended  In  ac¬ 
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cordance  wdth  the  provisions  of  law  (appli¬ 
cable  to  the  year  in  which  such  conversion 
was  made)  determining  the  taxable  status 
of  the  gain  or  loss  upon  such  conversion,  and 
increased  in  the  amount  of  gain  or  de¬ 
creased  in  the  amount  of  loss  to  the  tax¬ 
payer  recognized  upon  such  conversion  un¬ 
der  the  law  applicable  to  the  year  in  which 
such  conversion  was  made.  This  paragraph 
shall  not  apply  In  respect  of  property  ac¬ 
quired  as  a  result  of  a  compulsory  or  in¬ 
voluntary  conversion  of  property  used  by 
the  taxpayer  as  his  principal  residence  If 
the  destruction,  theft,  seizure,  requisition,  or 
condemnation  of  such  residence,  or  the  sale 
or  exchange  of  such  residence  under  threat 
or  Imminence  thereof,  occurred  after  Decem¬ 
ber  31,  1950.  In  the  case  of  property  pur¬ 
chased  by  the  taxpayer  which  resulted,  un¬ 
der  the  provisions  of  section  112  (f)  (3),  in 
the  nonrecognition  of  any  part  of  the  gain 
realized  as  the  result  of  a  compulsory  or  in¬ 
voluntary  conversion,  the  basis  shall  be  the 
cost  of  such  property  decreased  In  the 
amount  of  the  gain  not  so  recognized;  and 
If  the  property  purchased  consists  of  more 
than  one  piece  of  property,  the  basis  deter¬ 
mined  under  this  sentence  shall  be  allocated 
to  the  purchased  prop>ertles  in  proportion  to 
their  respective  costs. 

[Sec.  113  (a)  (9)  as  amended  by  sec.  2,  Pub. 
Law  251  (82d  Cong.);  sec.  318  (b)  (2),  Rev. 
Act  1951 J 

§  39.113  (a)  (9)-l  Property  acquired 
as  a  result  of  an  involuntary  conver¬ 
sion.  (a)  The  provisions  of  the  first  sen¬ 
tence  of  section  113  (a)  (9)  may  be  illus¬ 
trated  by  the  following  example : 

Example.  A  vessel  purchased  by  A  In  1935 
for  $100,000  Is  destroyed  in  1950  and  A  re¬ 
ceives  insurance  In  the  amount  of  $200,000. 
Disregarding,  for  the  purpose  of  this  exam¬ 
ple,  the  adjustment  for  depreciation.  If  A 
Invests  $150,000  In  a  new  vessel,  taxable  gain 
to  the  extent  of  $a0,000  would  be  recognized. 
The  basis  of  the  new  vessel  Is  $100,000;  that 
Is,  the  cost  of  the  old  vessel  ($100,000)  minus 
the  money  received  by  the  taxpayer  which 
was  not  expended  In  the  acquisition  of  the 
new  vessel  ($50,000)  plus  the  amount  of  gain 
recognized  upon  the  conversion  ($50,000). 
If  any  amount  In  excess  of  the  proceeds  of 
the  conversion  Is  expended  In  the  acquisi¬ 
tion  of  the  new  property,  such  amount  may 
be  added  to  the  basis  otherwise  determined. 

(b)  The  provisions  of  the  last  sentence 
of  section  113  (a)  (9)  may  be  illustrated 
by  the  following  example: 

Example.  A  taxpayer  realizes  $22,000  from 
the  Involuntary  conversion  of  his  barn  In 
1952;  the  adjusted  basis  of  the  barn  to  him 
was  $10,000,  and  he  spent  In  the  same  year 
$20,000  for  a  new  barn  which  resulted  In  the 
nonrecognition  of  $10,000  of  the  $12,000  gain 
on  the  conversion.  The  unadjusted  basis  of 
the  new  barn  to  the  taxpayer  would  be 
$10,000 — the  cost  of  the  new  barn  ($20,000) 
less  the  amount  of  the  gain  not  recognized 
on  the  conversion  ($10,000) .  The  unadjusted 
basis  of  the  new  barn  would  not  be  a  substi¬ 
tuted  basis  In  the  hands  of  the  taxpayer 
within  the  meaning  of  section  113  (b)  (2) 
(B).  If  the  replacement  of  the  converted 
barn  had  been  made  by  the  purchase  of  two 
smaller  barns  which,  together,  were  similar  or 
related  In  service  or  use  to  the  converted  barn 
and  which  cost  $8,000  and  $12,000,  respec¬ 
tively,  then  the  basis  of  the  two  barns  would 
be  $4,000  and  $6,000,  respectively,  the  cost  of 
each  barn  ($8,000  and  $12,000)  less  In  each 
case  the  proportion  of  the  gain  not  recog¬ 
nized  on  the  conversion  ($10,000)  that  the 
cost  of  each  barn  bears  to  the  cost  of  both 

barns  ^20,000  20,000  /' 
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5  39.113  (a)  (10)  Statutory  provi¬ 

sions;  adjusted  basis  for  determining 
gain  or  less;  basis  (unadjusted)  of 
property;  wash  sales  of  stock. 

Sec.  113.  Adjusted  basis  for  determining 
gain  or  loss — (a)  Basis  (unadjusted)  of 
property.  Tlie  basis  of  property  shall  be 
the  cost  of  such  property;  except  that — •  •  • 

(10)  Wash  sales  of  stock.  If  the  property 
consists  of  stock  or  securities  the  acquisi¬ 
tion  of  which  (or  the  contract  or  option  to 
acquire  which)  resulted  In  the  nondeducti¬ 
bility  (under  section  118  of  this  chapter  or 
correspondint?  provisions  of  prior  income  tax 
laws,  relating  to  wash  sales)  of  the  loss  from 
the  sale  or  other  disposition  of  substan¬ 
tially  Identical  stcx;k  or  securities,  then  the 
basis  shall  be  the  basis  of  the  stock  or  securi¬ 
ties  so  sold  or  disposed  of.  Increased  or  de¬ 
creased.  as  the  case  may  be.  by  the  differ¬ 
ence,  if  any.  between  the  price  at  which  the 
property  was  accuired  and  the  price  at  which 
such  substantially  Identical  stock  or  securi¬ 
ties  were  sold  or  otherwise  disposed  of. 

§  30.113  (a)  (lO)-l  Stocks  or  securi¬ 
ties  acquired  in  “wash  sales.”  The  ap¬ 
plication  of  section  113  (a)  (10)  may 
be  illustrated  by  the  following  examples: 

Example  (1).  A  purchased  a  share  of  com¬ 
mon  stock  of  the  X  Corporation  for  $1(X) 
In  1935,  which  he  sold  January  15,  1952,  for 
$80.  On  February  1,  1952,  he  purchased  a 
share  of  common  stock  of  the  same  cor¬ 
poration  for  $90.  No  loss  from  the  sale  is 
recognized  under  section  118.  The  basis  of 
the  new  share  is  $110;  that  is,  the  basis  of 
the  old  share  ($1(X))  increased  by  $10,  the 
excess  of  the  price  at  which  the  new  share 
was  acquired  ($90)  over  the  price  at  which 
the  old  share  was  sold  ($80). 

Example  (2).  A  purchased  a  share  of 
common  stock  of  the  Y  Corporation  for  $100 
in  1935.  which  he  sold  January  15,  1952,  for 
$80.  On  February  1,  1952,  he  purchased  a 
share  of  common  stock  of  the  same  cor¬ 
poration  for  $70.  No  loss  from  the  sale  is 
recognized  under  section  118.  The  basis  of 
the  new  share  is  $90;  that  is,  the  basis  of 
the  old  share  ($100)  decreased  by  $10,  the 
excess  of  the  price  at  vhich  the  old  share 
was  sold  ($80)  over  the  price  at  which  the 
new  share  was  acquired  ($70). 

§39.113  (a)  (11)  Statutory  provi¬ 
sions;  adjusted  basis  for  determining  gain 
or  loss;  basis  (unadjusted)  of  property; 
property  acquired  during  affiliation. 

Sbc.  113.  Adjusted  basis  for  determining 
gain  or  loss — (a)  Basis  (unadjusted)  of 
properly.  The  basis  of  property  shall  be  the 
cost  of  such  property;  except  that — •  •  • 

(11)  Property  acquired  during  affiliation. 
In  the  case  of  property  acquired  by  a  cor¬ 
poration,  during  a  period  of  affiliation,  from 
a  corporation  with  which  it  was  affiliated,  the 
basis  of  such  property,  after  such  period  of 
affiliation,  shall  be  determined,  in  accordance 
with  regulations  prescribed  by  the  Commis¬ 
sioner  with  the  approval  of  the  Secretary, 
without  regard  to  inter-company  transac¬ 
tions  in  respect  of  which  gain  or  loss  w'as  not 
recognized.  For  the  purposes  of  this  para¬ 
graph,  the  term  "period  of  affiliation"  means 
the  period  during  which  such  corporations 
were  affiliated  (determined  in  accordance  with 
the  law  applicable  thereto)  but  does  not  in¬ 
clude  any  taxable  year  beginning  on  or  after 
January  1,  1922,  unless  a  consolidated  return 
was  made,  nor  any  taxable  year  after  the 
taxable  year  1928.  Tlie  basis  in  case  of  prop¬ 
erty  acquired  by  a  corporation  during  any 
period,  in  the  taxable  year  1929  or  any  sub¬ 
sequent  taxable  year,  in  respect  of  which  a 
consolidated  return  is  made  by  such  corpora¬ 
tion  under  section  141  of  this  chapter  or  the 
Revenue  Act  of  1928,  45  Stat.  831,  or  the  Reve¬ 


nue  Act  of  1932,  47  Stat.  213,  or  the  Revenue 
Act  of  1934,  48  Stat.  720,  or  the  Revenue  Act 
of  1936,  49  Stat.  1698,  or  the  Revenue  Act  of 
1938,  52  Stat.  508,  shall  be  determined  In 
accordance  with  regulations  prescribed  un¬ 
der  section  141  (b)  of  this  chapter  or  the 
Revenue  Act  of  1928  or  the  Revenue  Act 
of  1932  or  the  Revenue  Act  of  1934  or  the 
Revenue  Act  of  1936  or  the  Revenue  Act 
of  1938.  The  basis  in  the  case  of  property 
held  by  a  corporation  during  any  period, 
in  the  taxable  year  1929  or  any  subse¬ 
quent  taxable  year,  in  respect  of  which  a 
consolidated  return  is  made  by  such  corf>ora- 
tlon  under  section  141  of  this  chapter  or  the 
Revenue  Act  of  1928  or  the  Revenue  Act  of 
1932  or  the  Revenue  Act  of  1934  or  the  Reve¬ 
nue  Act  of  1936  or  the  Revenue  Act  of  1938, 
shall  be  adjusted  in  respect  of  any  items  re¬ 
lating  to  such  period,  in  accordance  with 
regulations  prescribed  under  section  141  (b) 
of  this  chapter  or  the  Revenue  Act  of  1928 
or  the  Revenue  Act  of  1932  or  the  Revenue 
Act  of  1934  or  the  Revenue  Act  of  19.6  or  the 
Revenue  Act  of  1938,  applicable  to  such 
period. 

(Sec.  113  (a)  (11)  as  amended  by  sec.  2. 
Pub.  Law  18  (77th  Cong.)  ] 

§39.1)3(8)  (ll)-l  Basis  of  property 
acquired  during  affiliation,  (a)  (1)  The 
basis  of  property  acquired  by  a  corpora¬ 
tion  during  a  period  of  affiliation  from 
a  corporation  with  which  it  was  affiliated 
shall  be  the  same  as  it  would  be  in  the 
hands  of  the  corporation  from  which 
acquired.  This  rule  is  applicable  if  the 
basis  of  the  property  is  material  in  deter¬ 
mining  tax  liability  for  any  year,  wheth¬ 
er  a  separate  return  or  a  consolidated 
return  is  made  in  respect  of  such  year. 
For  the  purpose  of  this  section,  the  term 
“period  of  affiliation”  means  the  period 
during  which  such  corporations  were 
affiliated  (determined  in  accordance  with 
the  law  applicable  thereto) ,  but  does  not 
include  any  taxable  year  beginning  on  or 
after  January  1,  1922,  unless  a  consoli¬ 
dated  return  was  made,  nor  any  taxable 
year  after  the  taxable  year  1928. 

(2)  The  application  of  subparagraph 
(1)  of  this  paragraph  may  be  illustrated 
by  the  following  example: 

Example.  The  X  Corporation,  the  Y  Cor¬ 
poration,  and  the  Z  Corporation  were  affil¬ 
iated  for  the  taxable  year  1920.  During  that 
year  the  X  Corporation  transferred  assets  to 
the  Y  CX>rporation  for  $120,000  cash,  and  the 
Y  Corporation  in  turn  transferred  the  assets 
during  the  same  year  to  the  Z  CJorporation 
for  $130,000  cash.  The  assets  were  acquired 
by  the  X  Corporation  in  1916  at  a  cost  of 
$100,000.  The  basis  of  the  assets  in  the  hands 
of  the  Z  Corporation  is  $100,000. 

(b)  The  basis  of  property  acquired  by 
a  corporation  during  any  period,  in  the 
taxable  year  1929  or  any  subsequent  tax¬ 
able  year,  in  respect  of  which  a  consoli¬ 
dated  return  was  made  or  was  required 
under  the  regulations  governing  the  mak¬ 
ing  of  consolidated  returns,  shall  be 
determined  in  accordance  with  such  reg¬ 
ulations.  The  basis  in  the  case  of  prop¬ 
erty  held  by  a  corporation  during  any 
period,  in  the  taxable  year  1929  or  any 
subsequent  taxable  year,  in  respect  of 
which  a  consolidated  return  is  made  or 
is  required  under  the  regulations  govern¬ 
ing  the  making  of  consolidated  returns, 
shall  be  adjusted  in  respect  of  any  items 
relating  to  such  period  in  accordance 
with  such  regulations. 


(c)  Except  as  otherwise  provided  In 
Regulations  129  (Part  24  of  this  Chap¬ 
ter),  the  basis  of  property  after  a  con¬ 
solidated  return  period  shall  be  the  same 
as  immediately  prior  to  the  close  of  such 
period. 

§  39.113  (a)  (12)  Statutory  provi¬ 
sions;  adjusted  basis  for  determining 
gain  or  loss;  basis  (unadjusted)  of  prop¬ 
erty;  basis  established  by  Revenue  Act 
of  1932. 

Sec.  113.  Adjusted  ba-is  for  determining 
gain  or  loss — (a)  Basis  (unadjusted)  of 
property.  Tlie  basis  of  property  shall  be  the 
cost  of  such  property;  except  that — •  •  • 

(12)  Basis  established  by  Revenue  Act  of 
1932.  If  the  property  was  acquired,  after 
February  23,  1913,  in  any  trxable  year  begin¬ 
ning  prior  to  January  1,  1C34.  and  the  basis 
thereof,  for  the  purposes  of  the  Revenue  Act 
of  1932,  47  Stat.  199,  was  prescribed  by  .‘sec¬ 
tion  113  (a)  (6),  (7),  or  (9)  of  such  Act,  then 
for  the  purposes  oT  this  chapter  the  basis 
shall  be  the  same  as  the  basis  therein  pre¬ 
scribed  in  the  Revenue  Act  of  1932. 

§  39.113  (a)  (12)-1  Basis  of  property 
established  by  Revenue  Act  of  1932.  (a) 
Section  113  (a)  (12)  provides  that  if  the 
property  was  acquired,  after  February 
28,  1913,  in  any  taxable  year  beginning 
before  January  1,  1934,  and  the  basis  of 
the  property,  for  the  purposes  of  the  Rev¬ 
enue  Act  of  1932,  was  prescribed  by  sec¬ 
tion  113  (a)  (6),  (7),  or  (9)  of  that  act, 
then  for  the  purposes  of  the  Internal 
Revenue  Code  the  basis  rhall  be  the  .same 
as  the  basis  prescribed  in  the  Revenue 
Act  of  1932. 

(b)  If,  after  December  31,  1923,  and 
in  any  taxable  year  beginning  before 
January  1,  1934,  in  pursuance  of  a  plan 
of  reorganization  and  without  the  sur¬ 
render  of  his  stock,  there  was  distributed 
to  a  shareholder  in  a  corporation  a  party 
to  the  reorganization  stock  or  securities 
of  a  corporation  a  party  to  the  reorgan¬ 
ization,  then  as  is  provided  in  section 
113  (a)  (9)  of  the  Revenue  Act  of  1932, 
the  basis  of  the  stock  in  re^^pect  of  which 
the  distribution  w’as  made  must  be  ap¬ 
portioned  between  such  stock  and  the 
stock  or  securities  so  distributed  to  the 
shareholder.  The  basis  of  the  old  shares 
and  the  new  shares  or  securities  shall  be 
determined  in  accordance  W'ith  the  fol¬ 
lowing  rules: 

( 1 )  If  the  stock  distributed  in  reorgan¬ 
ization  consists  solely  of  stock  in  the  dis¬ 
tributing  corporation  and  is  all  of  sub¬ 
stantially  the  same  character  and  pref¬ 
erence  as  the  stock  in  respect  of  which 
the  distribution  is  made,  the  basis  of 
each  share  will  be  the  quotient  of  the 
cost  or  other  basis  of  the  old  shares  of 
stock  divided  by  the  total  number  of  the 
old  and  the  new  shares. 

(2)  If  the  stock  distributed  in  reor¬ 
ganization  is  in  whole  or  in  part  stock  in 
a  corporation' a  party  to  the  reorganiza¬ 
tion  other  than  the  distributing  corpora¬ 
tion,  or  where  the  stock  distributed  in 
reorganization  is  in  w’hole  or  in  part 
stock  of  a  character  or  preference  mate¬ 
rially  different  from  the  stock  in  respect 
of  which  the  distribution  is  made,  or  if 
the  distribution  consists  wholly  or  partly 
of  securities  other  than  stock,  the  cost  or 
other  basis  of  the  stock  in  respect  of 
which  the  distribution  is  made  shall  be 
apportioned  between  such  stock  and  the 
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stock  or  securities  distributed  in  nronor- 
tion,  as  nearly  as  may  be,  to  the  respec¬ 
tive  values  of  each  class  of  stock  or  secu¬ 
rity,  old  and  new,  at  the  time  of  such  dis¬ 
tribution,  and  the  basis  of  each  share  of 
stock  or  unit  of  security  will  be  the  quo¬ 
tient  of  the  cost  or  other  basis  of  the 
class  of  stock  or  security  to  which  such 
share  or  unit  belongs,  divided  by  the 
number  of  shares  or  units  in  the  class. 
Within  the  meaning  of  the  foregoing 
provisions,  securities  are  different  in 
class  from  stocks,  and  stocks  or  securities 
in  one  corporation  are  different  in  class 
from  stocl^  or  securities  in  another  cor¬ 
poration.  In  general,  any  material  dif¬ 
ference  in  character  or  preference  or 
terms  sufficient  to  distinguish  one  stock 
or  security  from  another  stock  or  secu¬ 
rity  so  that  different  values  may  properly 
be  assigned  thereto,  will  constitute  a 
difference  in  class. 

(3)  If  the  stock  in  respect  of  which  a 
distribution  in  reorganization  is  made 
was  purchased  at  different  times  or  at 
different  prices,  and  the  identity  of  the 
lots  cannot  be  determined,  any  sale  of  the 
original  stock  will  be  charged  to  the  ear¬ 
liest  purchases  of  such  stock  (see  §  39.22 

(a)-8),  and  any  sale  of  the  stock  or  se¬ 
curities  distributed  in  reorganization  will 
be  presumed  to  have  been  made  from  the 
stock  or  securities  distributed  in  respect 
of  the  earliest  purchased  stock. 

(4)  If  the  stock  in  respect  of  which  a 
distribution  in  reorganization  is  made 
was  purchased  at  different  times  or  at 
different  prices,  and  the  stock  or  securi¬ 
ties  distributed  in  reorganization  cannot 
be  identified  as  having  been  distributed 
in  respect  of  any  particular  lot  of  such 
stock,  then  any  sale  of  the  stock  or  secu¬ 
rities  distributed  in  reorganization  will 
be  presumed  to  have  been  made  from  the 
stock  or  securities  distributed  in  respect 
of  the  earliest  purchased  stock. 

(c)  If  without  the  surrender  of  his 
stock  there  is  acquired  by  a  shareholder 
in  a  corporation  a  party  to  a  reorgani¬ 
zation,  as  a  distribution  in  pursuance  of 
the  plan  of  reorganization,  stock  or  secu¬ 
rities  in  a  corporation  a  party  to  the  re¬ 
organization,  such  acquisition  of  new 
shares  or  securities  by  the  shareholder 
will  be  treated  as  a  dividend  to  the  extent 
described  in  §  39.112  (g)-5. 

§39.113  (a)  (13)  Statutory  provisions ; 
adjusted  basis  for  determining  gain  or 
loss;  basis  (unadjusted)  of  property; 
Vroperiy  acquired  by  or  from  partner- 
ships. 

Sec.  113.  Adjusted  basis  for  determining 
9ainorloss — (a)  Uasis  (unadjusted)  of  prop- 
^^ty.  The  basis  of  property  shall  be  the  cost 
of  such  property;  except  that — •  *  * 

(13)  Partnerships.  If  the  property  was  ac¬ 
quired.  after  February  28,  1913,  by  a  part¬ 
nership  and  the  basis  Is  not  otherwise  de¬ 
termined  under  any  other  paragraph  of  this 
subsection,  then  the  basis  shall  be  the  same 
^  it  would  be  in  the  hands  of  the  transferor, 
ncreased  in  the  amount  of  gain  or  decreased 
n  the  amount  of  loss  recognized  to  the  trans- 
eror  upon  such  transfer  under  the  law 
pplicable  to  the  year  In  which  the  transfer 
property  was  distributed 
Kind  by  a  partnership  to  any  partner,  the 
a«s  of  such  property  in  the  hands  of  the 
ha  ®^ull  be  such  part  of  the  basis  In  his 
an .  *  partnership  Interest  as  is  prop- 

J  allocable  to  such  property. 


§  39.113  (a)  (13)-1  Property  contrib¬ 
uted  in  kind  by  a  partner  to  a  partner¬ 
ship.  The  basis  of  property  contributed 
in  kind  by  a  partner  to  partnership  capi¬ 
tal  after  February  28,  1913,  is  the  cost  or 
other  basis  thereof  to  the  contributing 
partner.  Annual  allowances  to  the  part¬ 
nership  for  depletion  and  depreciation 
are  to  be  computed  on  such  basis.  If 
such  basis  is  greater  than  the  fair  mar¬ 
ket  value  of  the  property  at  the  date  of 
the  transfer  to  the  partnership,  the  an¬ 
nual  depletion  or  depreciation  allowances 
shall  be  allocated  to  and  included  in  the 
determination  of  the  distributive  shares 
of  the  partners  in  accordance  with  their 
agreement  in  respect  of  the  sharing  of 
gains  or  losses  affecting  partnership  cap¬ 
ital.  If  the  basis  of  such  contributed 
property  is  less  than  the  fair  market 
value  thereof  at  the  date  of  transfer  to 
the  partnership,  the  annual  allowances 
for  depletion  and  depreciation  are  to  be 
limited  to  such  basis  and  may  be  appor¬ 
tioned  among  the  partners  according  to 
their  agreement  with  respect  to  the  shar¬ 
ing  of  gains  or  losses  affecting  partner¬ 
ship  capital.  On  the  sale  or  other  dis¬ 
position  of  such  contributed  property  by 
the  partnership  the  gain  or  loss,  deter¬ 
mined  on  such  transferred  basis,  ad¬ 
justed  as  required  by  section  113  (b), 
shall  be  prorated  in  determining  the  dis¬ 
tributive  shares  of  the  partners  accord¬ 
ing  to  their  gain  or  loss  ratios  on  the 
disposition  of  a  partnership  asset  under 
the  partnership  agreement.  For  rules 
as  to  allocation  of  partnership  income 
in  the  case  of  family  partnerships,  see 
section  191  and  the  regulations  there¬ 
under. 

§  39.113  (a)  (13)-2  Readjustment  of 
partnership  interests.  (a)  When  a 
partner  retires  from  a  partnership,  or 
the  partnership  is  dissolved,  the  partner 
realizes  a  gain  or  loss  measured  by  the 
difference  between  the  price  received  for 
his  interest  and  the  sum  of  the  adjusted 
cost  or  other  basis  to  him  of  his  interest 
in  the  partnership  plus  the  amount  of 
his  share  in  any  undistributed  partner¬ 
ship  net  income  earned  since  he  became 
a  partner  on  which  the  income  tax  has 
been  paid.  However,  if  such  interest  in 
the  partnership  was  acquired  before 
March  1,  1913,  both  the  cost  or  other 
basis  as  hereinbefore  provided  and  the 
value  of  such  interest  as  of  such  date, 
plus  the  amount  of  his  share  in  any  un¬ 
distributed  partnership  net  income 
earned  since  February  28,  1913,  on  which 
the  income  tax  has  been  paid,  shall  be 
ascertained,  and  the  gain  derived  or  the 
loss  sustained  shall  be  computed  as  pro¬ 
vided  in  §  39.111-1.  See  also  section  117. 
If  the  partnership  distributes  its  assets 
in  kind  and  not  in  cash,  the  partner 
realizes  no  gain  or  loss  until  he  disposes 
of  the  property  received  in  liquidation. 
The  basis  of  such  property  in  the  hands 
of  the  partner  shall  be  such  part  of  the 
basis  in  his  hands  of  his  partnership  in¬ 
terest  as  is  properly  allocable  to  such 
property. 

(b)  If  a  new  partner  is  admitted  to  the 
partnership,  or  an  existing  partnership 
is  reorganized,  the  facts  as  to  such 
change  or  reorganization  should  be  fully 
set  forth  in  the  next  retuin  of  income. 


in  order  that  the  Commissioner  may  de¬ 
termine  whether  any  gain  has  been 
realized  or  loss  sustained  by  any  partner. 

(c)  For  rules  as  to  allocation  of  part¬ 
nership  income  in  the  case  of  family 
partnerships,  see  section  191  and  the  reg¬ 
ulations  thereunder. 

§  39.113  (a)  (14)  Statutory  provi¬ 

sions:  adjusted  basis  for  determining 
gain  or  loss;  basis  (unadjusted)  of  prop¬ 
erty;  property  acquired  before  March  1, 
1913. 

Sec.  113.  Adjusted  basis  for  determining 
gain  or  loss — (a)  Basis  (unadjusted)  of 
property.  The  basis  of  property  shall  be  the 
cost  of  such  property:  except  that — •  •  • 

(14)  Property  acquired  before  March  1, 
1913.  In  the  case  of  property  acquired  be¬ 
fore  March  1,  1913,  if  the  basis  otherwise 
determined  under  this  subsection,  adjusted 
(for  the  period  prior  to  March  1.  1913)  as 
provided  in  subsection  (b),  is  less  than  the 
fair  market  value  of  the  property  as  of  March 
1,  1913,  then  the  basis  for  determining  gain 
shall  be  such  fair  market  value.  In  deter¬ 
mining  the  fair  market  value  of  stock  in  a 
corporation  as  of  March  1,  1913,  due  regard 
shall  be  given  to  the  fair  market  value  of 
the  assets  of  the  corporation  as  of  that  date. 

§  39.113  (a)  (14)-1  Property  acquired 
before  March  1, 1913.  (a)  The  basis  as 

of  March  1, 1913,  for  determining  gain  in 
the  case  of  property  acquired  before  that 
date,  is  the  basis  otherwise  provided  for 
such  property  under  section  113  (a), 
adjusted  for  the  period  before  March  1, 
1913,  or  the  fair  market  value  of  the 
property  as  of  March  1,  1913,  whichever 
is  higher, 

(b)  The  basis  as  of  March  1,  1913,  for 
determining  loss  in  the  case  of  property 
acquired  before  that  date  is  the  cost  or 
other  basis  provided  for  such  property 
under  section  113  (a),  adjusted  as  re¬ 
quired  by  section  113  (b),  but  without 
reference  to  the  fair  market  value  of  the 
property  as  of  March  1,  1913.  However, 
see  sections  117  (k)  (1)  and  117  (k)  (2) 
with  respect  to  the  determination  of  less 
upon  timber  or  coal  which  under  the 
provisions  of  those  sections  is  considered 
to  be  sold  or  exchanged. 

(c)  The  application  of  section  113 
(a)  (14)  may  be  illustrated  by  the  fol¬ 
lowing  example; 

Example.  A,  who  makes  his  returns  on  the 
calendar  year  basis,  purchased  on  March  1, 
1908,  property  having  a  viseful  life  of  50 
years  for  $100,000.  Assuming,  for  the  pur¬ 
poses  of  this  example,  that  there  are  no  addi¬ 
tions  and  betterments  to  be  taken  into  ac¬ 
count,  the  depreciation  sustained  on  the 
property  before  March  1,  1913,  was  $10,000, 
so  that  the  original  cost  adjusted  as  of 
March  1,  1913,  for  depreciation  sustained 
prior  to  that  date  was  $90,000.  As  of  that 
date  the  property  had  a  fair  market  value 
of  $94,000,  with  a  remaining  life  of  45  years. 

(I)  For  the  purpose  of  determining  gain 
from  the  sale  or  other  disposition  of  the 
property  on  March  1,  1952,  the  basis  of  the 
property  Is  the  fair  matket  value  of  $94,000 
as  of  March  1,  1913,  adjusted  for  deprecia¬ 
tion  for  the  period  subsequent  to  February 
28,  1913,  computed  on  such  fair  market  value. 
If  it  be  assumed  that  the  amount  of  depre¬ 
ciation  deductions  allowed  (not  less  than 
the  amount  allowable)  after  February  28, 
1913,  to  March,  1952,  Is  In  the  aggregate  sum 
of  $81,467,  the  adjusted  basis  for  determining 
gain  in  1952  is  $12,533  ($94,000  less  $81,467). 

(II)  For  the  purpose  of  determining  a  less 
from  the  sale  or  other  disposition  of  such 
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property  In  1952,  the  basis  of  the  property  Is 
the  cost  of  the  property,  without  reference 
to  the  fair  market  value  as  of  March  1,  1913, 
adjusted  for  depreciation  before  March  1, 
1913,  and  after  February  28,  1913.  The 
amount  of  depreciation  sustained  before 
March  1,  1913,  in  this  example  is  $10,000,  and 
if  the  amount  of  depreciation  to  be  accounted 
for  after  February  28,  1913,  is  assumed  to  be 
$81,467,  the  aggregate  amount  of  deprecia¬ 
tion  for  which  adjxistment  of  such  cost  must 
be  made  is  $91,467.  The  adjusted  basis  for 
determining  the  loss  in  1952,  is  $8,533  ($100,- 
000  less  $91,467). 

(d)  What  the  fair  market  value  of 
property  was  on  March  1. 1913,  is  a  ques¬ 
tion  of  fact  to  be  established  by  compe¬ 
tent  evidence.  In  determining  the  fair 
market  value  of  stock  in  a  corporation, 
due  regard  shall  be  given  to  the  fair 
market  value  of  the  corporate  assets  on 
such  date.  In  the  case  of  property  traded 
in  on  public  exchanges,  actual  sales  at 
or  about  the  basic  date  afford  evidence 
of  value.  In  general,  the  fair  market 
value  of  a  block  or  aggregate  of  a  par¬ 
ticular  kind  of  property  is  not  to  be  de¬ 
termined  by  a  forced  sale  price  or  by  an 
estimate  of  what  a  whole  block  or  aggre¬ 
gate  would  bring  if  placed  upon  the  mar¬ 
ket  at  one  and  the  same  time,  but  such 
value  should  be  determined  by  ascer¬ 
taining  as  the  basis  the  fair  market  value 
of  each  unit  of  the  property.  All  rele¬ 
vant  facts  and  elements  of  value  as  of 
the  basic  date  should  be  considered  in 
every  case. 

§  39.113  (a)  (15)  Statutory  provi¬ 
sions;  adjusted  basis  for  determining 
gain  or  loss;  basis  (unadjusted)  of  prop¬ 
erty;  property  received  by  a  corporation 
on  complete  liquidation  of  another. 

Sec.  113.  Adjusted  basis  for  determining 
gain  or  loss — (a)  Basis  (unadjusted)  of 
property.  The  basis  of  property  shall  be  the 
cost  of  such  property:  except  that — •  •  • 

(15)  Property  received  by  a  corporation  on 
complete  liquidation  of  another.  If  the 
property  was  received  by  a  corporation  upon 
a  distribution  in  complete  liquidation  of  an¬ 
other  corixiratlon  within  the  meaning  of  sec¬ 
tion  112  (b)  (6),  then  the  basis  shall  be  the 
same  as  it  would  be  in  the  hands  of  the 
transferor.  The  basis  of  property  with  re¬ 
spect  to  which  election  has  been  made  in 
pursuance  of  the  last  sentence  of  section  113 
(a)  (15)  of  the  Revenue  Act  of  1936,  as 
amended,  shall,  in  the  hands  of  the  corpora¬ 
tion  making  such  election,  be  the  basis  pre¬ 
scribed  in  the  Revenue  Act  of  1934,  as 
amended. 


RULES  AND  REGULATIONS 

Revenue  Act  of  1934,  as  amended  by  the 
Revenue  Act  of  1935,  if — 

(1)  Such  property  was  received  in  a 
liquidation  which  was  completed  before 
June  23,  1936; 

(2)  Such  liquidation  constituted  a 
complete  liquidation  within  the  meaning 
of  section  112  (b)  (6)  of  the  Revenue 
Act  of  1934,  as  added  by  the  Revenue 
Act  of  1935; 

(3)  No  gain  or  loss  would  have  been 
recognized  under  section  112  (b)  (6)  of 
the  Revenue  Act  of  1934,  as  amended, 
upon  the  receipt  of  such  property;  and 

(4)  The  recipient  corporation  (within 
130  days  after  the  enactment  of  the  Rev¬ 
enue  Act  of  1938)  under  §  3.113  (a) 
(15)-1  of  Regulations  94  (26  CFR,  1938 
ed.)  elected  to  have  such  basis  apply  to 
such  property. 

If  such  an  election  was  made,  the  basis 
of  such  property  received  in  liquidation 
shall  be  the  cost  or  other  basis  (adjusted 
as  provided  in  section  113)  of  the  stock 
of  the  liquidating  corporation  surren¬ 
dered  in  exchange  for  the  property,  de¬ 
creased  in  the  amount  of  money  received 
and  increased  in  the  amount  of  gain  or 
decreased  in  the  amount  of  loss  to  the 
recipient  corporation  that  was  recognized 
upon  the  liquidation  under  the  Revenue 
Act  of  1936.  If  such  property  consists 
of  more  than  one  class  of  property  the 
basis  shall  be  allocated  among  the  sev¬ 
eral  properties  (other  than  money)  re¬ 
ceived,  in  the  proportion  that  the  fair 
market  value  of  each  such  property  as 
of  the  date  of  distribution  bears  to  the 
fair  market  value  of  all  such  properties 
on  that  date. 

§  39.113  (a)  (16)  Statutory  provi¬ 
sions;  adjusted  ba.sis  for  determining 
gain  or  loss;  basis  (unadjusted)  of  prop¬ 
erty;  basis  established  by  Revenue  Act 
cf  1934. 

Sec.  113.  Adjusted  basis  for  determining 
gain  or  loss — (a)  Basis  (unadjusted)  of 
property.  Tlie  basis  of  property  shall  be  the 
cost  of  such  property:  except  that — •  •  • 

(16)  Basis  established  by  Revenue  Act  of 
1934.  If  the  property  was  acquired,  after 
February  23,  1913,  in  any  taxable  year  begin¬ 
ning  prior  to  January  1,  1936,  and  the  basis 
thereof,  for  the  purposes  of  the  Revenue  Act 
of  1934  was  prescribed  by  section  113  (a)  (6) , 
(7),  or  (8)  of  such  Act,  then  for  the  pur¬ 
poses  of  this  chapter  the  basis  shall  be  the 
same  as  the  basis  therein  prescribed  in  the 
Revenue  Act  of  1934. 


§39.113  (a)  (15)-1  Basis  of  property 
received  by  a  corporation  in  complete 
liquidation  of  another  corporation,  (a) 
Except  as  otherwise  provided  in  this  sec¬ 
tion,  the  basis  of  property  received  in 
complete  liquidation,  without  the  recog¬ 
nition  of  gain  or  loss  as  provided  in  sec¬ 
tion  112  (b)  (6),  shall  be  the  same  as  the 
basis  of  the  property  in  the  hands  of  the 
liquidating  corporation  with  proper  ad¬ 
justments  as  provided  in  section  1 13,  See 
section  113  (b). 

(b)  In  the  case  of  property  received 
in  liquidation  after  December  31,  1935, 
and  before  June  23,  1936,  in  a  taxable 
year  of  the  recipient  corporation  begin¬ 
ning  after  December  31,  1935,  the  basis 
of  such  property  in  the  hands  of  the 
recipient  corporation  shall  be  the  basis 
prescribed  by  section  113  (a)  (6)  of  the 


§  39.113  (a)  (16) -1  Basis  of  property 
established  by  Revenue  Act  of  1934. 
Section  113  (a)  (16)  provides  that  if 
property  was  acquired  after  February 
28,  1913,  in  any  taxable  year  beginning 
before  January  1,  1936,  and  the  basis  of 
the  property  for  the  purposes  of  the  Rev¬ 
enue  Act  of  1934  was  prescribed  by  sec¬ 
tion  113  (a)  (6),  (7),  or  (8)  of  that  act, 
then  for  the  purposes  of  the  Internal 
Revenue  Code  the  basis  shall  be  the  same 
as  the  basis  therein  prescribed  under 
the  Revenue  Act  of  1934,  For  example, 
if  after  December  31,  1920,  and  in  any 
taxable  year  beginning  before  January 
1,  1936,  property  was  acquired  by  a  cor¬ 
poration  by  the  issuance  of  its  stock  or 
securities  in  connection  with  a  transac¬ 
tion  which  is  not  described  in  section 
112  (b)  (5)  of  the  Code  but  which  is  de¬ 


scribed  in  section  112  (b)  (5)  of  the 
Revenue  Act  of  1934,  the  basis  of  the 
property  so  acquired  shall  be  the  same 
as  it  w’ould  be  in  the  hands  of  the  trans¬ 
feror,  with  proper  adjustments  to  the 
date  of  the  exchange. 

§39.113  (a)  (17)-(18)  Statutory  pro¬ 
visions;  adjusted  basis  for  determining 
gain  or  loss;  basis  (unadjusted)  of  prop¬ 
erty;  cross  reference;  property  received 
in  certain  corporate  liquidations. 

Sec.  113.  Adjusted  basis  for  determining 
gain  or  loss — (a)  Basis  (unadjusted)  of  prop¬ 
erty.  The  basis  of  property  shall  be  the  cost 
of  such  property:  except  that — •  *  • 

(17)  Property  acquired  in  connection  with 
exchanges  and  distributions  in  obedience  to 
certain  orders  of  the  Securities  and  Exchange 
Commission.  If  the  property  was  acquired 
in  a  taxable  year  beginning  before  January 
1,  1942,  in  any  manner  described  in  section 
372  prior  to  its  amendment  by  the  Revenue 
Act  of  1942,  the  basis  shall  be  that  prescribed 
in  such  section  (prior  to  its  amendment  by 
such  Act)  with  respect  to  such  property.  If 
the  property  was  acquired  in. a  taxable  year 
beginning  after  December  31,  1941,  in  any 
manner  described  in  section  372  (other  than 
subsection  (a)  (2) )  after  its  amendment  by 
such  Act,  the  basis  shall  be  that  prescribed 
in  such  section  (after  its  amendment  by  such 
Act)  with  respect  to  such  property. 

(See.  113  (a)  (17)  as  amended  by  sec.  171 
(h).  Rev.  Act  1942] 

(18)  Property  received  in  certain  corporate 
liquidations.  If  the  property  was  acquired 
by  a  shareholder  in  the  liquidation  of  a  cor¬ 
poration  in  cancellation  or  redemption  of 
stock  with  respect  to  which  gain  was  realized, 
but  with  respect  to  which,  as  the  result  of 
an  election  made  by  him  under  paragraph  (7) 
of  section  112  (b)  of  this  Chapter  (whether 
before  or  after  its  amendment  by  any  reve¬ 
nue  act)  or  of  the  Revenue  Act  of  1C38,  52 
Stat.  437,  the  extent  to  which  gain  was  recog¬ 
nized  was  determined  under  such  paragraph, 
then  the  basis  shall  be  the  same  as  the 
basis  of  such  stock  cancelled  or  redeemed  in 
the  liquidation,  decreased  in  the  amount  of 
any  money  received  by  him,  and  Increased  in 
the  amount  of  gain  recognized  to  him. 

(Sec.  113  (a)  (18)  as  amended  by  sec.  120 
(b).  Rev.  Act  1943:  sec.  206  (b).  Rev.  Act 
1950:  sec.  316  (b),  Rev.  Act  1951  j 

§  39.113  (a)  (18)-1  Basis  of  property 
received  in  certain  corporate  liquida¬ 
tions — (a)  Property  included.  Section 
113  (a)  (18)  applies  only  to  property 
(other  than  money)  acquired — 

(1)  By  a  qualified  electing  share¬ 
holder; 

(2)  Upon  a  distribution  in  complete 
liquidation  of  a  domestic  corporation 

(i)  Pursuant  to  a  plan  of  liquidation 
adopted  after  May  28,  1933,  in  accord¬ 
ance  with  which  the  distribution  is  in 
complete  cancellation  or  redemption  of 
all  the  stock  and  the  transfer  of  all  the 
property  in  the  liquidation  occurs  within 
the  month  of  December,  1938,  or 

(ii)  Pursuant  to  a  plan  of  liquidation 
adopted  after  February  25,  1944,  in  ac¬ 
cordance  with  which  the  distribution  is 
in  complete  cancellation  or  redemption 
of  all  the  stock  and  the  transfer  of  all 
the  property  in  the  liquidation  occurs 
within  some  one  calendar  month  of  the 
calendar  year  1944;  or 

(hi)  Pursuant  to  a  plan  of  lio.uidation  j 
adopted  after  December  31,  1950,  in  ac-  j 
cordance  with  which  the  distribution  is 
in  complete  cancellation  or  redemption 


§39.113  (a)  (15) 
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of  all  the  stock  and  the  transfer  of  all 
the  property  in  the  liquidation  occurs 
within  some  one  calendar  month  of  the 
calendar  year  1951  or  1952;  and 
(3)  In  cancellation  or  redemption  of 
only  those  shares  of  stock  which  were 
owned  by  such  qualified  electing  share¬ 
holder  at  the  time  of  the  adoption  of  the 
plan  of  liquidation  and  on  which  he  real¬ 
izes  gain. 

It  applies  to  all  the  property,  except 
money,  so  acquired,  though  such  prop¬ 
erty  may  consist  in  whole  or  in  part  of 
stock  or  securities  acquired  by  the  liqui¬ 
dating  corporation  after  April  9,  1938,  if 
subdivision  (i)  of  this  subparagraph  is 
applicable,  or  after  December  10,  1943,  if 
subdivision  (ii)  of  this  subparagraph  is 
applicable,  or  after  August  15,  1950,  if 
subdivision  (iii)  of  this  subparagraph  is 
applicable. 

(b)  Basis.  (1)  The  basis  of  property 
so  acquired  is  the  same  as  the  basis  of 
the  shares  of  stock,  in  cancellation  or 
redemption  of  which  such  property  was 
received,  with  proper  adjustments  to  the 
date  of  acquisition  decreased  in  the 
amount  of  such  shares’  ratable  share  of 
any  money  received  in  cancellation  or 
redemption  of  shares  of  the  same  class, 
and  increased  in  the  amount  of  gain 
recognized  under  the  provisions  of  sec¬ 
tion  112  (b)  (7)  of  the  Revenue  Act  of 
1938,  or  section  112  (b)  (7)  of  the  In¬ 
ternal  Revenue  Code,  as  the  case  may  be. 
If  such  property  consists  of  more  than 
one  class  of  property,  the  basis  shall  be 
allocated  among  the  several  properties 
(other  than  money)  acquired  in  the  pro¬ 
portion  that  the  fair  market  value  of 
each  such  property  as  of  the  date  of  ac¬ 
quisition  bears  to  the  fair  market  value 
of  all  such  properties  on  that  date. 

(2)  The  application  of  subparagraph 
(1)  of  this  paragraph  may  be  illustrated 
by  the  following  example: 

Example.  The  X  Corporation  distributed 
ill  Its  property  In  complete  liquidation  dur¬ 
ing  the  month  of  October,  1952,  pursuant  to 
the  provisions  of  section  112  (b)  (7)  of  the 
Internal  Revenue  Code.  A,  an  individual  and 
a  qualified  electing  shareholder,  received,  in 
cancellation  or  redemption  of  100  shares  of 
rtock  owned  by  him  at  the  time  of  the  adop¬ 
tion  of  the  plan  of  liquidation,  $1,000  in  cash, 
property  (other  than  stock  or  securities  ac¬ 
quired  by  the  corporation  after  August  15, 
1950)  with  a  fair  market  value  of  $12,000,  and 
•tock  acquired  by  the  liquidating  corporation 
after  August  15,  1950,  with  a  fair  market 
talue  of  $4,000.  The  basis  of  the  shares 
owned  by  A  was  $100  per  share,  or  $10,000. 
A's  ratable  share  of  the  earnings  and  profits 
of  the  X  Corporation  accumulated  after  Feb- 
hiary  28.  1913  (computed  as  provided  in  sec- 
tlon  112  (b)  (7)  of  the  Internal  Revenue 
^e),  was  $2,500.  His  gain  is  $7,000,  but 
huder  section  112  (b)  (7)  of  the  Internal 
Revenue  Code  only  $5,000  of  this  gain  is 
fccognized,  $2,500  thereof  being  taxed  as  a 
•UvlUend.  The  basis  of  all  the  property  other 
fban  money  received  by  A  is  $14,000,  com¬ 
puted  as  follows: 

Adjusted  basis  of  stock  cancelled  or 

redeemed . $10,000 

^  money  received _ _ _ -  1,000 

Remainder _  9, 000 

gain  recognized _  6, 000 

of  property  acquired _ _ _ _  14,  000 
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The  basis  will  be  apportioned  among  the 
classes  of  property  (other  than  money)  re¬ 
ceived  as  follows:  12,000/16,000  of  $14,000,  or 
$10,500,  to  the  property  other  than  stock; 
4,000/16,000  of  $14,000,  or  $3,500,  to  the  stock. 

§  39.113  (a)  (19)  Statutory  provi~ 

sions;  adjusted  basis  for  determining 
gain  or  loss;  basis  (unadjusted)  of  prop¬ 
erty;  stock  dividends  and  stock  rights. 

Sec.  113.  Adjusted  basis  for  determining 
gain  or  loss — (a)  Basis  (unadjusted)  of 
property.  The  basis  of  property  shall  be  the 
cost  of  such  property:  except  that — •  *  • 

(19)  (A)  If  the  property  was  acquired  by 
a  shareholder  in  a  corporation  and  consists 
of  stock  in  such  corporation,  or  rights  to 
acquire  such  stock,  acquired  by  him  after 
February  28,  1913,  in  a  distribution  by  such 
corporation  (hereinafter  in  this  paragraph 
called  “new  stock”),  or  consists  of  stock  in 
respect  of  which  such  distribution  was  made 
(hereinafter  in  this  paragraph  called  “old 
stock”)  and 

(1)  The  new  stock  was  acquired  in  a  tax¬ 
able  year  beginning  before  January  1,  1936;  or 

(li)  The  new  stock  was  acquired  in  a  tax¬ 
able  year  beginning  after  December  31,  1935, 
and  its  distribution  did  not  constitute  in¬ 
come  to  the  shareholder  within  the  meaning 
of  the  Sixteenth  Amendment  to  the  Con¬ 
stitution; 

then  the  basis  of  the  new  stock  and  of  the 
old  stock,  respectively,  shall,  in  the  share¬ 
holder’s  hands,  be  determined  by  allocating 
between  the  old  stock  and  the  new  stock  the 
adjusted  basis  of  the  old  stock;  such  alloca¬ 
tion  to  be  made  under  regulations  which 
shall  be  prescribed  by  the  Commissioner  with 
the  approval  of  the  Secretary. 

(B)  Where  the  new  stock  consisted  of 
rights  to  acquire  stock  and  such  rights  were 
sold  in  a  taxable  year  beginning  before  Jan¬ 
uary  1,  1939,  and  there  was  included  in  the 
gross  income  for  such  year  the  entire  amount 
of  the  proceeds  of  such  sale,  then,  if  before 
the  date  of  the  enactment  of  the  Revenue 
Act  of  1939  the  taxpayer  has  not  asserted 
(by  claim  for  a  refund  or  credit  or  otherwise) 
that  any  part  of  the  proceeds  of  the  sale  of 
such  new  stock  should  be  excluded  from  gross 
Income  for  the  year  of  its  sale,  the  basis  of 
the  old  stock  shall  be  determined  without 
regard  to  subparagraph  (A);  and  no  part  of 
the  proceeds  of  the  sale  of  such  new  stock 
shall  ever  be  excluded  from  the  gross  Income 
of  the  year  of  such  sale. 

(C)  Subparagraph  (A)  shall  not  apply  if 
the  new  stock  was  acquired  in  a  taxable  year 
beginning  before  January  1,  1936,  and  there 
was  included,  as  a  dividend,  in  gross  income 
for  such  year  an  amount  on  account  of  such 
stock,  and  after  such  inclusion  such  amount 
was  not  (before  the  date  of  the  enactment 
of  the  Revenue  Act  of  1939)  excluded  from 
gross  income  for  such  year. 

(D)  Subparagraph  (A)  shall  not  apply  if 
the  new  stock  or  the  old  stock  was  sold  or 
otherwise  disposed  of  in  a  taxable  year  be¬ 
ginning  prior  to  January  1,  1936,  and  the 
basis  (determined  by  a  decision  of  a  court 
or  the  Board  of  Tax  Appeals,  or  a  closing 
agreement,  and  the  decision  or  agreement 
became  final  before  the  ninetieth  day  after 
the  date  of  the  enactment  of  the  Revenue 
Act  of  1939)  for  determining  gain  or  loss  on 
such  sale  or  other  disposition  was  ascer¬ 
tained  by  a  method  other  than  that  of  allo¬ 
cation  of  the  basis  of  the  old  stock. 

[Sec.  113  (a)  (19)  as  added  by  sec.  214  (a). 
Rev.  Act  1939] 

5  39.113(a)  (19)-1  Basis  of  stock  and 
rights  involved  in  the  acquisition  of 
stock  dividends  or  stock  rights;  general 
rules — (a)  Stock  dividends.  In  the  case 
of  stock  in  respect  of  which  was  ac¬ 
quired  a  stock  (iividend  of  any  charac- 
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ter  in  a  taxable  year  beginning  before 
January  1,  1936,  or  in  respect  of  which 
was  acquired  in  a  taxable  year  beginning 
after  December  31, 1935,  a  stock  dividend 
which  did  not  constitute  income  to  the 
shareholder  within  the  meaning  of  the 
sixteenth  amendment  to  the  Constitu¬ 
tion,  the  basis  for  determining  gain  or 
loss  from  a  sale  or  other  disposition  of 
either  the  stock  in  respect  of  which  the 
distribution  was  made  or  the  stock  divi¬ 
dend  shall  (except  as  otherwise  pre¬ 
scribed  in  §  39.113  (a)  (19)-2)  be  as¬ 
certained  in  accordance  with  the  prin¬ 
ciples  set  forth  in  §  39.113  (a)  (12)-1. 

(b)  Stock  rights  acquired  after  De¬ 
cember  31,  1924.  In  the  case  of  stock  in 
respect  of  which  were  acquired  after  De¬ 
cember  31,  1924,  and  before  the  first  day 
of  the  first  taxable  year  beginning  after 
December  31,  1935,  stock  subscription 
rights  (whether  or  not  constituting  in¬ 
come  to  the  shareholder  within  the 
meaning  of  the  sixteenth  amendment  to 
the  Constitution)  or  in  respect  of  which 
were  acquired  in  a  taxable  year  begin¬ 
ning  after  December  31,  1935,  stock  sub¬ 
scription  rights  which  did  not  constitute 
income  to  the  shareholder  within  the 
meaning  of  the  sixteenth  amendment  to 
the  Constitution,  and  in  the  case  of  such 
rights,  the  basis  for  determining  gain  or 
loss  from  a  sale  or  other  disposition  of 
either  the  stock  in  respect  of  which  the 
distribution  was  made,  or  the  subscrip¬ 
tion  rights  distributed,  or  the  stock  ac¬ 
quired  in  the  exercise  of  such  rights  shall 
(except  as  otherwise  prescribed  in 
§39.113  (a)  (19)-2)  be  ascertained  in 
accordance  w’ith  the  principles  set  forth 
in  §  39.22  (a) -8. 

(c)  Stock  rights  acquired  before  Jan¬ 
uary  1,  1925.  In  the  case  of  stock  in  re¬ 
spect  of  which  were  acquired  before  Jan¬ 
uary  1,  1925,  stock  subscription  rights 
(whether  or  not  constituting  income  to 
the  shareholder  within  the  meaning  of 
the  sixteenth  amendment  to  the  Consti¬ 
tution),  and  in  the  case  of  such  rights, 
the  basis  for  determining  gain  or  loss 
from  a  sale  or  other  disposition  of  either 
the  stock  in  respect  of  which  the  distri¬ 
bution  was  made,  or  the  subscription 
rights  distributed,  or  the  stock  acquired 
in  the  exercise  of  such  rights  shall  (ex¬ 
cept  as  otherwise  prescribed  in  §  39.113 
(a)  (19) -2)  be  ascertained  in  accord¬ 
ance  with  the  principles  set  forth  in  ar¬ 
ticle  39  of  Regulations  65. 

§  39.113  (a)  (19)-2  Exceptions  to 
general  rules — (a)  Proceeds  of  sale  of 
rights  reported  as  income.  In  the  ca.se 
of  stock  rights  sold  in  a  taxable  year 
beginning  before  January  1,  1939,  the 
general  rules  for  ascertaining  the  basis 
for  determining  gain  or  loss  set  forth  in 
paragraphs  (b)  and  (c)  of  §  39.113  (a) 
(19)-1,  and  in  §  39.22  (a)-8  or  article  39 
of  Regulations  65,  as  the  case  may  be, 
shall  not  apply  if  the  entire  proceeds 
of  such  sale  were  included  by  the  tax¬ 
payer  as  gross  income  for  the  year  of  the 
sale  and  if,  before  June  29,  1939,  the  tax¬ 
payer  had  not  asserted  by  a  claim  for  a 
refund  or  credit  or  otherwise  that  any 
part  of  such  proceeds  should  not  have 
been  included  in  gross  income  for  the 
year  of  the  sale.  In  such  cases,  the 
basis  for  determining  gain  or  loss  from 
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a  subsequent  sale  or  other  disposition  of 
the  stock  in  respect  of  which  the  rights 
were  acquired  shall  be  the  same  as  though 
the  rights  had  not  been  acquired, 

(b)  Receipt  of  stock  dividend  or  stock 
right  reported  as  income  in  prior  years. 
In  the  case  of  stock  dividends  or  stock 
rights  acquired  in  a  taxable  year  begin¬ 
ning  before  January  1,  1936,  the  general 
rules  for  ascertaining  the  basis  for  deter¬ 
mining  gain  or  loss  set  forth  in  §§  39.113 
(a)  (19)-1,  39.113  (a)  (12)-1,  and  39.22 
(a) -8,  or  article  39  of  Regulations  65,  as 
the  case  may  be,  shall  not  apply  if  for 
any  reason  there  was  included  in  the 
gross  income  of  the  shareholder  as  a  divi¬ 
dend  for  such  year,  as,  for  example,  pur¬ 
suant  to  the  provisions  of  section  201  (c) 
of  the  Revenue  Act  of  1918  or  the  corre¬ 
sponding  provisions  of  prior  revenue 
acts,  or  as  a  result  of  the  decision  of 
the  Supreme  Court  in  Koshland  v.  Hel~ 
vering  (298  U.  S.  441),  an  amount  re¬ 
flecting  the  acquisition  of  such  stock 
dividend  or  stock  rights,  and  if  before 
June  29,  1939,  such  amount  was  not  ex¬ 
cluded  from  gross  income  for  such  year. 
In  such  cases,  the  basis  for  determining 
gain  or  loss  with  respect  to  the  old  stock 
shall  be  the  same  as  though  the  stock 
dividends  or  the  stock  rights  had  not 
been  acquired,  and  the  basis  with  respect 
to  the  stock  dividend  or  stock  right  shall 
be  an  amount  equal  to  that  at  which  such 
stock  dividend  or  stock  right  was  in¬ 
cluded  in  gross  income  for  the  year  of  its 
acquisition, 

(c)  Gain  or  loss  upon  sale  of  old  or 
new  stock  finally  determined  upon  basis 
inconsistent  with  general  rules.  The 
general  rules  for  ascertaining  the  basis 
for  determining  gain  or  loss  set  forth  in 
§  39.113  (a)  (19)-1  sliall  not  apply  with 
respect  to  the  old  stock,  the  new  stock, 
or  the  subscription  rights  to  acquire  new 
stock,  remaining  on  hand  after  a  sale  or 
other  disposition  of  old  stock,  subscrip¬ 
tion  rights,  or  new  stock  effected  in  a 
taxable  year  beginning  before  January  1, 
1936,  if  the  basis  for  determining  gain  or 
loss  on  such  sale  or  other  disposition  was 
fixed  by  a  decision  of  a  court  or  The  Tax 
Court  of  the  United  States  or  by  a  closing 
agreement,  and  if  such  decision  or  clos¬ 
ing  agreement  became  final  before  Sep¬ 
tember  27,  1939,  and  if  the  basis  for  de- 
tei  mining  gain  or  loss  upon  such  sale  or 
other  disposition  was  fixed  by  a  method 
other  than  that  of  allocation  of  basis 
provided  by  the  general  rule.  In  such 
cases,  the  basis  for  determining  gain  or 
loss  with  respect  to  the  remaining  shares 
shall  be  fixed  in  a  manner  consistent 
with  the  prior  determination  to  the  end 
that,  the  sale  or  other  disposition  of  all 
lots  being  considered,  the  taxpayer  will 
have  effected  ultimately  a  tax-free  re¬ 
covery  of  the  total  cost  or  other  basis  of 
his  original  shares,  and  no  more. 

§  39.113  (a)  (20)  Statutory  provi¬ 
sions:  adjusted  basis  for  determining 
gain  or  loss;  basis  (unadjusted)  of  prop¬ 
erty:  property  acquired  by  railroad  cor¬ 
poration. 

Sec.  113.  Adjusted  basis  for  determining 
gain  or  loss — (a)  Basis  (unadjusted)  of  prop¬ 
erty.  The  basis  of  property  shaU  be  the  cost 
of  such  property:  except  that — •  •  • 


(20)  Property  acquired  by  railroad  corpo¬ 
ration.  If  the  property  of  a  railroad  corpo¬ 
ration,  as  defined  in  section  77m  of  the  Na¬ 
tional  Bankruptcy  Act,  as  amended,  was  ac¬ 
quired  after  December  31,  1938,  in  pursuance 
of  an  order  of  the  court  having  jurisdiction 
of  such  corporation — 

(A)  In  a  receivership  proceeding,  or 

(B)  In  a  proceeding  under  section  77  of 
the  National  Bankruptcy  Act,  as  amended, 

and  the  acquiring  corporation  is  a  railroad 
corporation,  as  defined  in  section  77m  of  the 
National  Bankruptcy  Act,  as  amended,  or¬ 
ganized  or  made  use  of  to  effectuate  a  plan  or 
(of)  reorganization  approved  by  the  court  in 
such  proceeding,  the  basis  shall  be  the  same 
as  it  would  be  in  the  hands  of  the  railroad 
corporation  whose  property  was  so  acquired. 
The  term  “reorganization,”  as  used  In  this 
paragraph,  shall  not  be  limited  by  the  defini¬ 
tion  of  such  term  in  section  112  (g). 

fSec.  113  (a)  (20)  as  added  by  sec.  142  (b). 
Rev.  Act  1942;  amended  by  sec.  126  (b).  Rev. 
Act  1943 J 

139.113(a)  (20)-l  Property  acquired 
by  railroad  corporation  in  a  receivership 
or  railroad  reorganization  proceeding. 
(a)  Section  113  (a)  (20)  sets  forth  cer¬ 
tain  conditions  under  which  the  basis  of 
property  acquired  by  a  railroad  corpora¬ 
tion  is  the  same  as  it  would  have  been  in 
the  hands  of  the  railroad  corporation 
whose  property  was  acquired.  For  the 
purpose  of  section  113  (a)  (20),  it  is  un¬ 
necessary  that  the  acquisition  in  question 
be  a  direct  transfer  from  the  corporation 
undergoing  reorganization  or  that  such 
reorganization  constitute  a  reorganiza¬ 
tion  within  the  meaning  of  section  112 
(g) .  It  is  sufficient  if  the  acquisition  is  in 
pursuance  of  an  order  of  the  court  and  is 
an  integral  step  in  the  consummation  of 
a  reorganization  plan  approved  by  the 
court  having  jurisdiction  of  the  pro¬ 
ceeding. 

(b)  If  the  conditions  of  section  113  (a) 
(20)  are  satisfied,  then  for  the  purpose 
of  determining  basis,  the  provisions  of 
section  113  (a)  (20)  only  shall  apply, 
notwithstanding  that  the  transaction 
might  also  fall  within  another  provision 
of  section  113  (a). 

§  39.113  (a)  (21)  Statutory  previ¬ 

sions:  adjusted  basis  for  determining 
gain  or  loss:  basis  (unadjusted)  of  prop¬ 
erty:  property  acquired  by  street,  subur¬ 
ban,  or  inierurban  electric  railway  cor¬ 
poration. 

Sec.  113.  Adjusted  basis  for  determining 
gain  or  loss — (a)  Basis  (unadjusted)  of 
property.  The  basis  of  property  shall  be  the 
cost  of  such  property;  except  that — *  •  • 

(21)  Property  acquired  by  street,  subur¬ 
ban,  or  interurban  electric  railway  corpora¬ 
tion.  If  the  property  of  any  street,  subur¬ 
ban,  or  interurban  electric  railway  corpora¬ 
tion  engaged  as  a  common  carrier  in  the 
transportation  of  persons  or  property  in 
interstate  commerce  was  acquired  after  De¬ 
cember  31,  1934,  in  pursuance  of  an  order 
of  the  court  having  jurisdiction  of  such  cor¬ 
poration  in  a  proceeding  under  section  77B 
of  the  National  Bankruptcy  Act,  as  amended, 
and  the  acquiring  corporation  is  a  street, 
suburban,  or  Interurban  electric  railway  en¬ 
gaged  as  a  common  carrier  in  the  transpor¬ 
tation  of  persons  or  property  in  interstate 
commerce,  organized  or  made  use  of  to  effect¬ 
uate  a  plan  of  reorganization  approved  by 
the  court  in  such  proceeding,  then,  notwith¬ 
standing  the  provisions  of  section  270  of 
Chapter  X  of  the  National  Bankruptcy  Act, 
as  amended,  the  basis,  for  any  taxable  year 


beginning  after  December  31,  1939,  shall  be  | 
the  same  as  it  would  be  in  the  hands  of  the  ! 
corporation  whose  property  was  so  acquired.  | 
The  term  “reorganization”,  as  used  in  this 
paragraph,  shall  not  be  limited  by  the  definl-  j 
tion  of  such  term  in  section  112  (g).  9 

[Sec.  113  (a)  (21)  as  added  by  sec.  142  (c),  I 
Rev.  Act  19421 

§  39.113  (a)  (21)-1  Property  acquired 
by  electric  railway  corporation  in  corpo¬ 
rate  reorganization  proceeding.  Subject 
to  the  limitations  and  conditions  set  \ 
forth  in  section  113  (a)  (21),  if  the  re-  t 
organization  under  section  77B  of  the 
Bankruptcy  Act,  48  Stat.  912,  of  an  elec¬ 
tric  railway  corporation  results  in  the 
acquisition  of  the  property  of  such  cor¬ 
poration  by  another  corporate  entity,  the 
basis  of  such  property  In  the  hands  of 
the  acquiring  corporation  is  the  same 
as  it  would  be  in  the  hands  of  the  old 
corporation.  It  is  requisite  to  the  ap- 
plication  of  the  section  that  both 
corporations  be  street,  suburban,  or 
interurban  electric  railway  corporations 
engaged  in  the  transportation  of  per¬ 
sons  or  property  in  interstate  commerce, 
and  that  the  acquisition  is  in  pursu¬ 
ance  of  an  order  of  the  court  an(i  is  an 
integral  step  in  the  consummation  of  a 
reorganization  plan  approved  by  the 
court  having  jurisdiction  of  the  proceed¬ 
ing.  If  section  113  (a)  (21)  applies,  sec¬ 
tion  270  of  the  Bankruptcy  Act  (11 
U.  S.  C.  670),  relating  to  the  adjustment 
of  basis  by  reason  of  the  cancellation  or 
reduction  of  indebtedness  in  a  corporate 
reorganization  proceeding,  is  inapplica¬ 
ble.  Moreover,  if  the  transaction  is 
within  the  provisions  of  section  113  (a) 
(21)  and  may  also  be  considered  to  be 
within  any  other  provision  of  section 
113  (a),  then  the  provisions  of  section 
113  (a)  (21)  only  shall  apply. 

§  39.113  (a)  (22)  Statutory  provi¬ 

sions:  adjusted  basis  for  determining 
gain  or  loss:  basis  (unadjusted)  of  prop¬ 
erty:  property  acquired  on  reorganisa¬ 
tion  of  certain  corporations. 

Sec.  113.  Adjusted  basis  for  determining 
gain  or  loss — (a)  Basis  (unadjusted)  of  prop¬ 
erty.  The  basis  of  property  shall  be  the  cost 
of  such  property:  except  that — •  *  * 

(22)  Property  acquired  on  reorganisation 
of  certain  corporations.  If  the  property  was 
acquired  by  a  corporation  upon  a  transfer  to 
which  section  112  (b)  (10),  or  so  much  of 
section  112  (d)  or  (e)  as  relates  to  section 
112  (b)  (10),  is  applicable,  then,  notwith¬ 
standing  the  provisions  of  section  270  of  the 
National  Bankruptcy  Act,  as  amended,  the 
basis  in  the  hands  of  the  acquiring  corpora¬ 
tion  shall  be  the  same  as  it  would  be  in  the 
hands  of  the  corporation  whose  proj^erty  was 
so  acquired.  Increased  in  the  amount  of  gain 
recognized  to  the  corporation  whose  property 
was  so  acquired  under  the  law  applicable  to 
the  year  in  which  the  acquisition  occurred, 
and  such  basis  shall  not  be  adjusted  under 
subsection  (b)  (3)  by  reason  of  a  discharge 
of  indebtedness  pursuant  to  the  plan  of  reor¬ 
ganization  under  which  such  transfer  was 
made. 

[Sec.  113  (a)  (22)  as  added  by  sec.  121  (c) 

(3),  Rev.  Act  1943) 

§39.113  (a)  (22)-l  Basis  of  property 
acquired  by  corporation  as  result  of  cer¬ 
tain  corporate  reorganization  or  rccetv 
ership  proceedings,  (a)  If,  as  the  result 
of  a  transaction  described  in  section  U* 
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(b)  (10),  or  so  much  of  section  112  (d) 
or  (e)  as  relates  thereto,  the  property  of 
an  insolvent  corporation  is  transferred, 
in  pursuance  of  a  plan  of  reorganization, 
to  a  corporation  organized  or  made  use  of 
to  effectuate  such  plan,  the  basis  of  such 
property  in  the  hands  of  the  acquiring 
corporation  is  the  same  as  it  would  be  in 
the  hands  of  the  insolvent  corporation, 
Increased  in  the  amount  of  gain  recog¬ 
nized  upon  such  transfer  under  the  law 
applicable  to  the  year  in  which  the  trans¬ 
fer  was  made.  In  any  such  case,  the 
adjustments  to  basis  provided  by  ^^ection 
270  of  the  Bankruptcy  Act  (11  U.  S.  C. 
670).  or  section  113  (b)  (3)  of  the  Inter¬ 
nal  Revenue  Code,  shall  not  be  made  in 
respect  of  any  indf'btedness  canceled 
pursuant  to  the  plan  of  reorganiza¬ 
tion  under  which  the  transfer  was 
made.  If  the  transition  falls  within  the 
provisions  of  section  113  (a)  <22),  the 
basis  of  the  property  involved  shall  be 
determined  pursuant  to  such  provisions, 
notwithstanding  that  the  tran.saction 
might  otherwise  fall  within  another  pro¬ 
vision  of  section  113  (a). 

(b)  The  provi'=i'^ns  of  section  113  (a) 
(22)  are  applicable  in  the  determination 
of  basis  for  all  taxable  years  beginning 
after  December  31,  1933,  except  that  the 
basis  so  determined  shall  not  be  given 
effect  in  the  determination  of  the  tax 
liability  for  any  taxable  year  beginning 
January  1,  1943.  With  the  exception 
indicated,  the  basis  so  prescribed  is  ap¬ 
plicable  from  the  date  of  acqubition  of 
such  property.  For  example,  the  pro¬ 
visions  of  section  113  (b)  relating  to  ad¬ 
justed  basis  shall  be  applied  as  if  section 
113  (a)  (22)  were  a  part  of  the  Internal 
Revenue  Code  and  prior  internal  revenue 
laws  applicable  to  all  taxable  years  be¬ 
ginning  after  December  31,  1933.  Hence, 
in  determining  the  amount  of  the  ad¬ 
justments  for  depreciation,  depletion, 
etc.,  under  the  provisions  of  section  113 
(b)  (1)  (B),  the  “amount  allowable”  is 
the  amount  computed  with  reference  to 
the  basis  provided  in  section  113  (a)  (22). 

(c)  The  effect  of  the  application  of 
section  113  (a)  (22)  may  be  illustrated 
by  the  following  examples: 

Example  (1).  On  January  1,  1935,  the 
Y  Corporation,  a  taxpayer  making  its  returns 
on  the  calendar  year  basis,  acquired  depre¬ 
ciable  property  from  the  X  Corporation  as 
the  result  of  a  transaction  described  in  sec¬ 
tion  113  (a)  (22).  On  January  1,  1935,  the 
property'had,  in  the  hands  of  the  X  Corpora¬ 
tion,  a  basis  of  $200,000,  an  adjusted  basis  of 
<150,000,  a  fair  market  value  as  of  January 
1. 1935,  of  $80,000,  and  an  estimated  remain¬ 
ing  life  of  20  years.  The  1935  transaction 
Was  treated  as  a  taxable  exchange  and,  ac¬ 
cordingly,  the  Y  Corporation  claimed  and 
was  allowed  depreciation  In  the  amount  of 
<4,000  for  each  of  the  eight  taxable  years 
1935  through  1942,  Inclusive.  For  each  of  the 
nine  taxable  years  1943  through  1951,  inclu¬ 
sive,  the  Y  Corporation  claimed  and  was 
allowed  depreciation  in  the  amount  of  $7,500. 
bn  June  30,  1952,  the  property  was  sold  for 
<10,000,  cash.  The  amount  of  the  loss  sus¬ 
tained  upon  the  sale  is  computed  as  follows: 

Basis  to  X  Corporation _ $200,  000 

Adjustment  for  depreciation  in  the 
hands  of  X  Corporation  (sec. 

^13  (b)) . . . .  60,000 


FEDERAL  REGISTER 

Adjusted  basis  for  depreciation  In 
the  hands  of  both  X  and  Y  Cor¬ 
porations  (sec.  113  (a)  (22)) _ $150,000 

Deduct : 

Depreciation  allowable 
in  amount  of  $7,500 
per  year  ( V.:o  of 
$150,000)  for  8  years, 
from  Jan.  1.  1935, 
through  Dec.  31, 

1942 _ _ $60,000 

Depreciation  allowable 
Jan.  1.  1943,  to  June 
30,  1952  (9y2  years 

at  v7,500) .  71,250 

-  131,250 


Adjusted  basis  for  computing 


gain  or  loss _ 18,  750 

Sale  price _  10,  COO 

Loss  sustained _  8,  750 


For  the  taxable  year  1943  and  succeeding 
taxable  years,  the  Y  Corporation  is  entitled 
to  deductions  for  depreciation  in  respect 
of  such  property  in  the  amounts  of  $7,500 
in  the  determination  of  Its  tax  liabilities  for 
such  years.  But  no  change  in  the  tax  lia¬ 
bility  is  authorized  for  preceding  taxable 
years  by  rcrcon  of  the  difference  between  the 
$7,500  depreciation  allowable  and  the  $4,000 
deduction  previously  allowed. 

Example  (2).  Assume  the  same  facts  as 
In  example  ( 1 ) ,  except  that  the  property  ac¬ 
quired  by  the  Y  Corporation  had  a  fair 
market  value  as  of  January  1,  1935,  of  $180,- 
000,  instead  of  $80,000,  and  that  the  Y  Cor¬ 
poration  claimed  and  was  allowed  deprecia¬ 
tion  in  the  amount  of  $9,000  for  each  of  the 
eight  taxai-.e  years  1935  to  1942,  inclusive, 
and  in  the  amount  of  $6,500  for  the  taxable 
years  1943  to  1951,  inclusive.  In  such  case, 
the  amount  of  the  loss  sustained  upon  the 
sa’e  of  the  property  would  be  computed  as 
follows: 

Adjusted  basis  for  depreciation  In 
the  hands  of  Y  Corporation  as 

computed  in  example  (1)-. _ $150,000 

Deduct: 

Depreciation  allowed 
In  tlie  amount  of 
$3,CC0  per  year  for 
8  years,  Jan.  1,  1935, 

to  Dec.  31.  1942 _ $72,  GOO 

Depreciation  allowable 
Jan.  1,  1943,  to  June 
30,  1952,  Inclusive 

(9  Vi  times  $6,500)  61.  750 

-  133, 750 


Adjusted  basis  for  computing  gain 


or  loss _ 16,  250 

Sale  price _  10,  000 

Loss  sustained _  6,  250 


No  change  m  the  tax  liability  is  author¬ 
ized  for  taxable  years  preceding  1943  by  rea¬ 
son  of  the  difference  between  the  $7,500 
depreciation  allowable  and  the  $9,000  deduc¬ 
tion  previously  allowed. 

§  39.113  (a)  (23)  Statutory  provi¬ 

sions:  adjusted  basis  for  determining 
gain  or  loss:  basis  {unadjusted)  of  prop¬ 
erty,  stock  acquired  in  tax-free  distri¬ 
butions. 

Sec.  113.  Af) justed  basis  for  determining 
gain  or  loss — (a)  Basis  (unadjusted)  of  prop¬ 
erty.  The  basis  of  property  shall  be  the  cost 
of  such  property:  except  that — •  •  • 

(23)  Tax-free  distributions.  If  the  prop¬ 
erty  consists  of  stock  distributed  after  the 
date  of  the  enactment  of  the  Revenue  Act 
of  1951  to  a  taxpayer  in  connection  with  a 
transaction  describe  in  section  112  (b)  (11) 
(hereinafter  in  this  paragraph  called  “new 
stock”),  or  consists  of  stock  in  respect  of 
which  such  distribution  was  made  (herein- 
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after  in  this  paragraph  called  “old  stock”) , 
then  the  basis  of  the  new  stock  and  of  the 
old  stock.  resp>ectlvely,  shall,  in  the  share¬ 
holder's  hands,  be  determined  by  allocating 
between  the  old  stock  and  the  new  stock  the 
adjusted  basis  of  the  old  stock;  such  alloca¬ 
tion  to  be  made  under  regulations  prescribed 
by  the  Secretary. 

(Sec.  113  (a)  (23)  as  added  by  sec.  317  (b). 
Rev.  Act  1951] 

§  39.113  (a)  (23)-l  Basis  of  stock  on 
certain  distributions  on  reorganization. 
The  distribution,  in  pursuance  of  a  plan 
of  reorganization,  to  a  shareholder  of  a 
coi’poration  (a  party  to  the  reorganiza¬ 
tion)  of  stock  in  another  corporation 
(also  a  party  to  the  reorganization)  may 
be  within  the  provisions  of  section  112 
(g)  of  the  Revenue  Act  of  1932,  or  the 
corresponding  provisions  of  prior  reve¬ 
nue  laws,  if  made  before  January  1,  1934, 
or  may  be  within  the  provisions  of  sec¬ 
tion  112  (b)  (11)  if  made  after  October 
20.  1951,  and  if  the  distribution  consists 
of  stock  other  than  preferred  stock. 
Section  112  (g)  of  the  Revenue  Act  of 
1932  and  section  112  (b)  (11)  provide 
that  no  gain  shall  be  recognized  to  the 
shareholder  in  the  case  of  such  distribu¬ 
tion.  The  basis  of  the  stock  in  respect 
of  which  the  distribution  was  made  and 
of  the  stock  distributed  to  the  sharehold¬ 
er  is  ascertained  in  accordance  with  the 
principles  set  forth  in  §  39.113  (a) 

(12)-1  in  the  case  of  such  a  distribution 
made  before  January  1,  1934.  The  same 
principles  of  §  39.113  (a)  (12)-1  shall 
apply  to  the  determination  of  the  basis 
of  such  stock  in  the  case  of  a  distribu¬ 
tion  after  October  20,  1951,  to  which  sec¬ 
tion  112  (b)  (11)  is  applicable. 

§  39.113  (b)  (1)  Statutory  provisions: 
adjusted  basis  for  determining  gain  or 
loss:  general  rule. 

Sbx;.  113.  Adjusted  basis  for  determining 
gain  or  loss.  •  •  • 

(b)  Adjusted  basis.  The  adjusted  basis 
for  determining  the  gain  or  loss  from  the 
sale  or  other  disposition  of  property,  when¬ 
ever  acquired,  shall  be  the  basis  determined 
under  subsection  (a) ,  adjusted  as  hereinafter 
provided. 

(1)  General  rule.  Proper  adjustment  In 
respect  of  the  property  shall  In  all  cases  be 
made — 

(A)  For  expenditures,  receipts,  losses,  or 
other  Items,  properly  chargeable  to  capital 
account,  but  no  such  adjustment  shall  be 
made  for  taxes  or  other  carrying  charges,  or 
for  expenditures  described  in  section  23  (bb) , 
for  which  deductions  have  been  taken  by  the 
taxpayer  In  determining  net  income  for  the 
taxable  year  or  prior  taxable  years; 

(B)  In  respect  of  any  period  since  Feb¬ 
ruary  28,  1913,  for  exhaustion,  wear  and  tear, 
obsolescence,  amortization,  and  depletion,  to 
the  extent  of  the  amount — 

(1)  Allowed  as  deductions  in  computing 
net  Income  under  this  chapter  or  prior  in¬ 
come  tax  laws,  and 

(ii)  Resulting  (by  reason  of  the  deduc¬ 
tions  so  allowed)  in  a  reduction  for  any  tax¬ 
able  year  of  the  taxpayer's  taxes  under  this 
chapter  (other  than  subchapter  E),  sub¬ 
chapter  E'  of  chapter  2,  or  prior  income,  war- 
profits,  or  excess-profits  tax  laws, 

but  not  less  than  the  amount  allowable 
under  this  chapter  or  prior  Income  tax  laws. 
Clause  (11)  of  this  subparagraph  shall  not 
apply  in  respect  of  any  period  since  Feb¬ 
ruary  28,  1913,  and  before  January  1,  1952, 
unless  an  election  has  been  made  under  sub¬ 
section  (d). 
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Where  for  any  taxable  year  prior  to  the 
taxable  year  1932  the  depletion  allowance 
was  based  on  discovery  value  or  a  per¬ 
centage  of  income,  then  the  adjustment  for 
depletion  for  such  year  shall  be  based  on  the 
depletion  which  would  have  been  allowable 
for  such  year  if  computed  without  reference 
to  discovery  value  or  a  percentage  of  income; 

(C)  In  respect  of  any  period  prior  to 
March  1.  1913,  for  exhaustion,  wear  and  tear, 
obsolescence,  amortization,  and  depletion,  to 
the  extent  sustained; 

(D)  In  the  case  of  stock  (to  the  extent  not 
provided  for  in  the  foregoing  subparagraphs) 
for  the  amount  of  distributions  previously 
made  which,  under  the  law  applicable  to  the 
year  in  which  the  distribution  was  made, 
either  were  tax-free  or  were  applicable  in 
reduction  of  basis  (not  Including  distribu¬ 
tions  made  by  a  corporation,  which  was  clas¬ 
sified  as  a  personal  service  corporation  under 
the  provisions  of  the  Revenue  Act  of  1918, 
Feb.  24.  1919,  c.  18.  40  Stat.  1057,  or  the  Rev¬ 
enue  Act  of  1921,  Nov.  23.  1921,  c.  136.  42  Stat. 
227,  out  of  its  earnings  or  profits  which  were 
taxable  in  accordance  with  the  provisions  of 
section  218  of  the  Revenue  Act  of  1918 
or  1921); 

(E)  To  the  extent  provided  in  section  337 
(f)  in  the  case  of  the  stock  of  United  States 
shareholders  in  a  foreign  personal  holding 
company;  and 

(P)  To  the  extent  provided  In  section  28 
(h)  in  the  case  of  amounts  specified  In  a 
shareholder’s  consent  made  under  section  28. 

(G)  In  the  case  of  property  pledged  to  the 
Commodity  Credit  Corporation,  to  the  extent 
of  the  amount  received  as  a  loan  from  the 
Commodity  Credit  Corporation  and  treated 
by  the  taxpayer  as  Income  for  the  year  in 
wlilch  received  pursuant  to  section  123  of 
this  chapter,  and  to  the  extent  of  any  de¬ 
ficiency  on  such  loan  with  respect  to  which 
the  taxpayer  has  been  relieved  from  liability. 

(H)  In  the  case  of  any  bond  (as  defined 
In  section  125)  the  Interest  on  which  is 
wholly  exempt  from  the  tax  Imposed  by  this 
chapter,  to  the  extent  of  the  amortizable 
bond  premium  disallowable  as  a  deduction 
pursuant  to  section  125  (a)  (2),  and  in  the 
case  of  any  other  bond  (as  defined  in  such 
section)  to  the  extent  of  the  deductions  al¬ 
lowable  pursuant  to  section  125  (a)  (1)  with 
respect  thereto. 

(I)  In  the  case  of  any  short-term  munici¬ 
pal  bond  (as  defined  in  section  22  (o)),  to 
the  extent  provided  in  section  22  (o)  (1) 
(B). 

(J)  For  amounts  allowed  as  deductions  as 
deferred  expenses  under  section  23  (cc)  (2) 
(relating  to  certain  expenditures  in  the  de¬ 
velopment  of  mines)  and  resulting  in  a  re¬ 
duction  of  the  taxpayer’s  taxes  under  this 
chapter,  but  not  less  than  the  amounts  al¬ 
lowable  under  such  section  for  the  taxable 
year  and  prior  years. 

(K)  In  the  case  of  a  residence  the  acqui¬ 
sition  of  which  resulted,  under  the  provi¬ 
sions  of  section  112  (n),  in  the  nonrecogni¬ 
tion  of  any  part  of  the  gain  realized  upon  the 
sale,  exchange,  or  Involuntary  conversion  of 
another  residence,  to  the  extent  provided  in 
section  112  (n)  (4). 

(L)  For  deductions  to  the  extent  disal¬ 
lowed  under  section  24  (f).  notwithstanding 
the  provisions  of  any  other  subparagraph  of 
this  paragraph. 

(M)  For  amounts  allowed  as  deductions 
as  deferred  expenses  under  section  23  (ff)  (2) 
(relating  to  certain  exploration  expendi¬ 
tures)  and  resulting  in  a  reduction  of  the 
taxpayer’s  taxes  under  this  chapter,  but  not 
less  than  the  amounts  allowable  under  such 
section  for  the  taxable  year  and  prior  years. 

|Sec.  113  (b)  (1)  as  amended  by  sec.  223  (b). 
Rev.  Act  1939;  secs.  126  (c),  130  (b).  Rev. 
Act  1942;  secs  203  (b)  (1),  204  (b).  Rev.  Act 
1950;  secs.  309  (b),  318  (b)  (3),  323  (b)  (2), 


342  (b).  Rev.  Act  1951;  sec.  1,  Pub.  Law  539 
'(82d  Cong.)] 

§  39.113  (b)  (1)-1  Adjusted  basis — 

(a)  General  rule.  The  adjusted  basis 
for  determining  the  gain  or  loss  from  the 
sale  or  other  disposition  of  property  is  the 
cost  of  such  property  or,  in  the  case  of 
such  property  as  is  described  in  section 
113  (a)  (1)  to  (23),  inclusive,  the  basis 
therein  provided,  adjusted  to  the  extent 
provided  in  section  113  (b). 

(b)  Items  properly  chargeable  to  cap¬ 
ital  account.  (1)  The  cost  or  other 
basis  shall  be  properly  adjusted  for  any 
expenditure,  receipt,  loss,  or  other  item, 
properly  chargeable  to  capital  account, 
including  the  cost  of  improvements  and 
betterments  made  to  the  property.  In 
the  case  of  mines  and  oil  or  gas  wells  the 
following  shall  not  be  considered  as  items 
properly  chargeable  to  capital  account: 

(i)  Expenditures  made  in  the  taxable 
year  1932  or  subsequent  taxable  years 
which  are  allowable  under  article  235  or 
236  of  Regulations  77,  article  23  (m)-15 
or  23  (m)-16  of  Regulations  86,  article 
23  (m) -15  or  23  (m)-16  of  Regulations 
94  (26  CFR,  1938  ed..  Part  3),  article  23 
(m)-15  or  23  (m)-16  of  Regulations  101 
(26  CFR,  1938  ed..  Part  9) ,  §  19.23  {m)-15 
or  §  19.23  (m)-16  of  Regulations  103  (26 
CFR.  1938  ed.,  Supps.),  §  29.23  (m)-15  or 
§  29.23  (m)-16  of  Regulations  111  (26 
CFR,  1949  ed.,  Supps.),  and  §  39.23  (m)- 
15  or  §  39.23  (m)-16  as  deductions  in 
computing  net  income :  (ii)  expenditures 
made  in  taxable  years  prior  to  1932 
which  were  allowed,  or  w’hich  may  here¬ 
after  be  allow’ed,  as  deductions  in  com¬ 
puting  the  net  income  of  the  taxpayer 
for  such  taxable  years. 

<2)  The  application  of  subparagraph 
(1)  of  this  paragraph  may  be  illustrated 
by  the  following  example: 

Example.  A,  who  makes  his  returns  on 
the  calendar  year  basis,  purchased  property 
in  1941  for  $10,000.  He  subsequently  ex¬ 
pended  $6,000  for  improvements.  Disregard¬ 
ing,  for  the  purpose  of  this  example,  the  ad¬ 
justments  required  for  depreciation,  the 
adjusted  basis  of  the  property  is  $16,000.  If 
A  sells  the  property  in  1952  for  $20,000,  the 
amount  of  his  gain  will  be  $4,000. 

(3)  Capital  expenditures  and  carry¬ 
ing  charges  with  respect  to  property 
(whether  real  or  personal,  improved  or 
unimproved,  and  whether  productive  or 
unproductive),  such  as  taxes  and  inter¬ 
est,  wdiich  the  taxpayer  may  elect  to 
treat  either  as  chargeable  to  capital  ac¬ 
count  or.  in  the  manner  provided  in 
§  39.24  (a) -6  (c),  as  an  allowable  deduc¬ 
tion,  but  for  which  deductions  have  not 
been  taken  for  any  taxable  year,  are 
properly  chargeable  to  capital  account. 
The  term  “taxes”  for  this  purpose  in¬ 
cludes  duties  and  excise  taxes  (see  §  39.23 

(c)-2),  but  does  not  include  income 
taxes. 

(4)  Expenditures  to  establish,  main¬ 
tain,  or  increase  the  circulation  of  a 
newspaper,  magazine,  or  other  periodical, 
described  in  section  23  (bb),  are  charge¬ 
able  to  capital  account  only  in  accord¬ 
ance  with  and  in  the  manner  provided 
in  §  39.23  (bb)-l. 

(c)  Exhaustion,  wear  and  tear,  obso¬ 
lescence,  amortization,  and  depletion  for 
periods  since  February  28,  1912 — (1)  In 


general,  (i)  The  cost  or  other  basis 
must  be  decreased,  to  the  extent  pro¬ 
vided  in  subparagraphs  (2),  (3),  and 
(4)  of  this  paragraph,  by  the  amount 
of  the  deductions  for  exhaustion,  wear 
and  tear,  obsolescence,  amortization,  and 
depletion.  The  adjustment  required  for 
any  taxable  year  or  period  is  the  amount 
allowed  (or  the  portion  thereof  referred 
to  in  subparagraph  (2)  (i)  or  subpara¬ 
graph  (4)  (i)  of  this  paragraph,  as  the 
case  may  be)  or  the  amount  allowable  for 
such  year  or  period  under  the  law  appli- 
cable  thereto,  whichever  is  the  greater 
amount.  A  taxpayer  is  not  permitted  to 
take  advantage  in  a  later  year  of  his 
prior  failure  to  take  any  depreciation 
allow’ance  or  of  his  action  in  taking  an 
allowance  plainly  inadequate  under  the 
known  facts  in  prior  years.  The  deter¬ 
mination  of  the  amount  properly  allow¬ 
able  shall,  however,  be  made  on  the  basis 
of  facts  reasonably  known  to  exist  at  the 
end  of  such  year  or  period.  The  aggre¬ 
gate  sum  of  the  greater  of  such  annual 
amounts  is  the  amount  by  which  the  cost 
or  other  basis  of  the  property  shall  be 
adjusted. 

(ii)  The  deductions  by  w'hich  the  cost 
or  other  basis  is  to  be  decreased  shall 
include  deductions  allowed  under  section 
114  (b)  (2),  (3),  and  (4)  of  the  Revenue 
Act  of  1932,  the  Revenue  Act  of  1934,  the 
Revenue  Act  of  1936,  the  Revenue  Act  of 
1938.  and  the  Internal  Revenue  Code,  for 
the  taxable  year  1932  and  subsequent 
taxable  years,  but  the  amount  of  the 
diminution  in  respect  of  depletion  for 
taxable  years  before  1932  shall  not  ex¬ 
ceed  a  depletion  deduction  computed 
without  reference  to  discovery  value  in 
the  case  of  mines,  or  without  reference 
to  discovery  value  or  a  percentage  of 
income  in  the  case  of  oil  and  eas  wells. 

(2)  Adjustment  for  periods  beginning 
on  or  after  January  1,  1952.  The  de¬ 
crease  required  by  subparagraph  (1)  of 
this  paragraph  for  deductions  in  respect 
of  any  period  beginning  on  or  after  Jan¬ 
uary  1,  1952,  shall  be  whichever  is  the 
greater  of  the  following  amounts: 

(i)  The  amount  allowed  as  deductions 
in  computing  net  income  under  chapter 
1  and  resulting  (by  reason  of  the  deduc¬ 
tions  so  allowed)  in  a  reduction  for  any 
taxable  year  of  the  taxpayer’s  taxes  un¬ 
der  chapter  1  (other  than  subchapter  E, 
relating  to  the  tax  on  self-emplo.vment 
income) ; 

(ii)  The  amount  properly  allowable  as 
deductions  in  computing  net  income  un¬ 
der  chapter  1  (whether  or  not  the  amount 
properly  allow’able  would  have  cau.sed  a 
reduction  for  any  taxable  year  of  the 
taxpayer’s  taxes). 

(3)  Adjustment  for  periods  since  Feb¬ 
ruary  28,  1913,  arid  before  January  f. 
1952,  where  no  election  made.  Except 
where  an  election  has  been  properly 
made  under  section  113  (d)  (see  subpar¬ 
agraph  (4)  of  this  paragraph),  the  de¬ 
crease  required  by  paragraph  (1 1  for  de¬ 
ductions  in  respect  of  any  period  since 
February  28,  1913,  and  before  January  I. 
1952,  shall  be  w’hichever  of  the  follos^'lng 
amounts  is  the  greater: 

(i)  The  amount  allow^ed  as  deductions 
in  computing  net  income  under  chapter 
1  or  prior  income  tax  laws; 
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(ii)  The  amount  properly  allowable  In 
computing  net  income  under  chapter  1 
or  prior  income  tax  laws. 

For  the  purpose  of  determining  the  de¬ 
crease  required  by  this  subparagraph  it 
is  immaterial  whether  or  not  the  amount 
under  subdivision  (i)  of  this  subpara¬ 
graph  or  the  amount  under  subdivision 
(ii)  of  this  subparagraph  would  have  re¬ 
sulted  in  a  reduction  for  any  taxable 
year  of  the  taxpayer’s  taxes. 

(4)  Adjustment  lor  period  since  Feb¬ 
ruary  28,  1913,  and  before  January  1, 
1952,  where  election  made  under  section 
113  (d).  If  an  election  has  been  prop¬ 
erly  made  under  section  113  (d)  (see 
§39.113  (d)-l),  the  decrease  required  by 
subparagraph  (1)  of  this  paragraph  for 
deductions  in  respect  of  any  period  since 
February  28.  1913,  and  before  January 
1. 1952,  shall  be  whichever  is  the  greater 
of  the  following  amounts: 

(i)  The  amount  allowed  as  deductions 
in  computing  net  income  under  chapter 
1  or  prior  income  tax  laws  and  resulting 
(by  reason  of  the  deductions  so  allowed) 
in  a  reduction  for  any  taxable  year  of 
the  taxpayer’s  taxes  under  chapter  1 
(other  than  subchapter  E,  relating  to  the 
tax  on  self-employment  income),  sub¬ 
chapter  E  of  chapter  2,  or  prior  income, 
war-profits,  or  excess-profits  tax  laws; 

(ii)  The  amount  properly  allowable  as 
deductions  in  computing  net  income  un¬ 
der  chapter  1  or  prior  income  tax  laws 
(whether  or  not  the  amount  properly  al¬ 
lowable  would  have  caused  a  reduction 
for  any  taxable  year  of  the  taxpayer’s 
taxes). 

(5)  Determination  of  amount  allowed 
which  reduced  taxpayer’s  taxes,  (i) 
For  the  purpose  of  determining  whether 
the  amount  allowed  which  resulted  in 
a  reduction  for  any  taxable  year  of  the 
taxpayer’s  taxes  under  chapter  1  of  the 
Internal  Revenue  Code  (other  than  sub¬ 
chapter  E),  subchapter  E  of  chapter  2, 
or  prior  income,  war-profits,  or  excess- 
profits  tax  laws,  which  amount  is  herein¬ 
after  referred  to  as  the  “tax-benefit 
amount  allowed,”  exceeded  the  amount 
allowable,  a  determination  must  be  made 
of  that  portion  of  the  excess  of  the 
amount  allowed  over  the  amount  al¬ 
lowable  which,  if  disallowed,  would  not 
have  resulted  in  an  increase  in  any  such 
tax  previously  determined.  If  the  entire 
excess  of  the  amount  allowed  over  the 
amount  allowable  could  be  disallowed 
without  any  such  increase  in  tax,  the  tax- 
benefit  amount  allowed  shall  not  be  con¬ 
sidered  to  have  exceeded  the  amount 
allowable.  If  only  part  of  such  excess 
could  be  disallowed  without  any  such 
increa.se  in  tax,  the  tax-benefit  amount 
allowed  shall  be  considered  to  exceed  the 
amount  allowable  to  the  extent  of  the 
reinainder  of  such  excess. 

(ii)  For  this  purpose,  the  tax  previ¬ 
ously  determined  shall  be  determined  un- 
ticr  the  principles  of  section  3801  (d) ,  the 
only  adjustments  made  in  determining 
whether  there  would  be  an  increase  in 
shall  be  those  resulting  from  the  dis¬ 
allowance  of  the  amount  allowed.  The 
taxable  years  for  which  the  determina¬ 
tion  is  made  shall  be  the  taxable  year  for 
Which  the  deduction  was  allowed  and 
any  other  taxable  year  which  would  be 


affected  by  the  disallow’ance  of  such  de¬ 
duction.  Examples  of  such  other  taxable 
years  are  taxable  years  to  which  there 
was  a  carry-over  or  carry-back  of  a  net 
operating  loss  or  an  unused  excess-prof¬ 
its  credit  from  the  taxable  year  for  which 
the  deduction  for  depreciation,  etc.,  was 
allowed,  and  taxable  years  for  which  a 
computation  under  section  22  (b)  (12) 
o*>^section  127  was  made  by  reference  to 
the  taxable  year  for  which  the  deduction 
was  allowed.  In  determining  whether 
the  disallowance  of  any  part  of  the  de¬ 
duction  for  depreciation,  etc.,  would  not 
have  resulted  in  an  increase  in  any  tax 
previously  determined,  proper  adjust¬ 
ment  must  be  made  for  previous  deter¬ 
minations  under  section  452,  734,  or  3801, 
and  for  any  previous  application  of  sec¬ 
tion  113  (b)  (1)  (B)  (ii). 

(iii)  If  a  determination  under  section 
113  (b)  (1)  (B)  (ii)  must  be  made  with 
respect  to  several  properties  for  each  of 
which  the  amount  allowed  for  the  taxable 
year  exceeded  the  amount  allowable,  the 
tax-benefit  amount  allowed  with  respect 
to  each  of  such  properties  shall  be 
an  allocated  portion  of  the  tax-benefit 
amount  allowed  determined  by  reference 
to  the  sum  of  the  amounts  allowed  and 
the  sum  of  the  amounts  allowable  with 
respect  to  such  several  properties. 

(iv)  In  the  case  of  property  held  by 
a  partnership  or  trust,  the  computation 
of  the  tax-benefit  amount  allowed  shall 
take  into  account  the  tax  benefit  of  the 
partners  or  beneficiaries,  as  the  case  may 
be,  from  the  deduction  by  the  partner¬ 
ship  or  trust  of  the  amount  allowed  to 
the  partnership  or  the  trust.  For  this 
purpose,  the  determination  of  the 
amount  allowed  which  resulted  in  a  tax 
benefit  to  the  partners  or  beneficiaries 
shall  be  made  in  the  same  manner 
as  that  provided  above  with  respect 
to  the  taxes  of  the  person  holding  the 
property. 

(V)  A  taxpayer  seeking  to  limit  the 
adjustment  to  basis  to  the  tax-benefit 
amount  allowed  for  any  period,  in  lieu  of 
the  amount  allowed,  must  establish  the 
tax-benefit  amount  allowed.  A  failure 
of  adequate  proof  as  to  the  tax-benefit 
amount  allowed  with  respect  to  one  pe¬ 
riod  does  not  preclude  the  taxpayer  from 
limiting  the  adjustment  to  basis  to  the 
tax-benefit  amount  allowed  with  respect 
to  another  period  for  which  adequate 
proof  is  available.  For  example,  a  cor¬ 
porate  transferee  may  have  available 
adequate  records  with  respect  to  the  tax 
effect  of  the  deduction  for  the  taxable 
years  1946  and  1947  of  erroneous  depre¬ 
ciation,  but  may  not  have  available  ade¬ 
quate  records  with  respect  to  the  deduc¬ 
tion  of  excessive  depreciation  for  a  prior 
period  during  which  the  property  was 
held  by  its  transferor.  In  such  case, 
assuming  a  proper  election  is  made  under 
section  113  (d),  the  corporate  transferee 
shall  not  be  denied  the  right  to  apply 
this  section  with  respect  to  the  erroneous 
depreciation  for  the  period  for  which 
adequate  proof  is  available. 

(6)  Determination  of  amount  allow¬ 
able  in  prior  taxable  years,  (i)  Under 
section  113  (b)  (1)  (B),  one  of  the  fac¬ 
tors  involved  in  determining  the  adjust¬ 
ment  to  basis  as  of  any  d2K>e  is  the 


amount  allowable  for  periods  prior  to 
such  date.  The  amount  allowable  for 
such  prior  periods  is  determined  under 
the  law  applicable  to  such  prior  periods; 
all  adjustments  required  by  the  law  ap¬ 
plicable  to  such  periods  are  made  in  de¬ 
termining  the  adjusted  basis  of  the  prop¬ 
erty  for  the  purpose  of  determining  the 
amount  allowable.  Since  provisions  cor¬ 
responding  to  the  amendment  to  section 
113  (b)  (1)  (B)  made  by  Public  Law  539 
(82d  Congress)  are  deemed  included  in 
all  revenue  laws  applicable  to  taxable 
years  ending  after  December  31,  1931, 
the  amount  allowable  for  any  such  tax¬ 
able  year  must  be  computed  with  the  ap¬ 
plication  of  such  provisions.  For  ex¬ 
ample,  if  the  adjusted  basis  of  property 
is  determined  as  of  January  1,  1952,  if 
an  election  was  properly  made  under 
section  113  (d),  and  if  the  property  was 
held  since  January  1,  1930,  then  the 
amount  allowable  which  is  taken  into  ac¬ 
count  in  computing  the  adjusted  basis 
as  of  January  1,  1952,  shall  be  deter¬ 
mined  for  all  taxable  years  ending  after 
December  31,  1931,  with  the  application 
to  each  such  taxable  year  of  the  provi¬ 
sions  of  section  113  (b)  (1)  (B)  as 
amended  by  Public  Law  539.  Public  Law 
539  made  no  change  in  the  law  applicable 
in  determining  the  amount  allowable  for 
taxable  years  ending  before  January  1, 
1932.  In  any  case  in  which,  prior  to  the 
enactment  of  Public  Law  539  (July  14, 
1952)  there  was  a  final  decision  of  a 
court  determining  the  amount  allow¬ 
able  for  a  particular  taxable  year,  such 
determination  (but  only  for  the  purpose 
of  determining  the  adjustment  under 
section  113  (b)  (1)  (B)  by  reference  to 
such  allowable  amount)  must  be  ad¬ 
justed  to  the  extent  necessary  to  reflect 
the  amendment  made  by  Public  Law  539 
to  the  law  applicable  to  the  taxable  year 
for  which  the  amount  was  allowable. 

(ii)  Although  Public  Law  539  amends 
the  law  applicable  to  all  taxable  years 
ending  after  December  31,  1931,  the 
amendment  does  not  open  for  refund, 
credit,  or  assessment  of  a  deficiency  any 
taxable  year  for  which  such  refund, 
credit,  or  assessment  is  barred  by  any 
law  or  rule  of  law. 

(7)  Property  with  transferred  basis. 
The  following  rules  apply  in  the  deter¬ 
mination  of  the  adjustments  to  basis  of 
property  in  the  hands  of  a  transferee, 
donee,  or  grantee  which  are  required  by 
section  113  (b)  (2)  with  respect  to  the 
period  the  property  was  held  by  the 
transferor,  donor,  or  grantor: 

(i)  An  election  under  section  113  (d) 
by  a  transferor,  donor,  or  grantor  made 
after  the  date  of  the  transfer,  gift,  or 
grant  of  the  property  shall  not  affect  the 
basis  of  such  property  in  the  hands  of 
the  transferee,  donee,  or  grantee.  Such 
an  election  made  before  the  date  of  the 
transfer  must  be  taken  into  account  in 
determining  under  section  113  (b)  (2) 
the  adjustments  to  basis  as  of  the  date 
of  the  transfer,  gift,  or  grant,  whether 
or  not  an  election  under  section  113  (d) 
was  made  by  the  transferee,  donee,  or 
grantee. 
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(ii)  An  election  by  the  transferee, 
donee,  or  grantee  shall  be  applicable  in 
determining  the  adjustments  to  basis  for 
the  period  during  which  the  property  was 
held  by  the  transferor,  donor,  or  grantor, 
whether  or  not  the  transferor,  donor,  or 
grantor  had  made  an  election,  provided 
that  the  property  was  held  by  the  trans¬ 


feree,  donee,  or  grantee  at  any  time  on  or 
before  the  date  on  which  his  election  was 
made. 

(8)  The  application  of  this  paragraph 
may  be  illustrated  by  the  following 
examples: 

Example  (1).  The  case  of  Corporation  A 
discloses  the  following  facts: 


(1) 

Year 

(2) 

Amount 

allowed 

(3) 

Amount 
allowed 
which  re¬ 
duced  ta*- 
INiyer’s 
tuxes 

(4) 

A  mount 
allowable 

(5) 

Amount 
allowable 
but  not  1 
Jess  than 
amount 
allowcsl 

(6) 

A  mount  al¬ 
lowable  hut 
.  not  less  than 
amount  al¬ 
lowed  which 

1  reduce<l  tax- 
1  payer’s  taxes 

K*4W . 

|«i,  000  : 

$.5.0(m  1 

|6,  000 

f  .5.  .500 

lH-Kt . 

7,000 

7,(NI0 

6,500 

7,000 

7,  (KK) 

6,000 

4,000 

6,500  ' 

6,  .KKt  1 

6.5(m 

Tnl.il,  IMn-.M  _ 

19,  (Km 

ipr.2 . ; 

fi,  .VH»  j 

6,  .Km  1 

6,000 

19,  .500  j 

6,5(m 

IS.’i.H . ’ 

6.  (Km  1 

4,000  1 

4, (KM) 

4,(Km 

1U.U 

6,000 

6.  (Km 

Tiifal,  _ 

4,500  j 

4,500  j 

. 1 

16,600 

1 

The  cost  or  other  basis  is  to  be  adjusted 
by  $16,500  with  respect  to  the  years  1952- 
1954,  that  is.  by  the  amount  allowable  but 
not  less  than  the  amount  allowed  which 
reduced  the  taxpayer's  taxes.  An  adjust¬ 
ment  must  also  be  made  with  respect  to  the 
years  1949-1951,  the  amount  of  such  adjust¬ 
ment  depending  upon  whether  an  election 
was  properly  made  under  section  113  (d). 
If  no  such  election  was  made,  the  amount 
of  the  adjustment  with  respect  to  the  years 
1949-1951  is  $19,500,  that  is,  the  amount 
allowed  but  not  less  than  the  amount  allow¬ 
able.  If  an  election  was  properly  made,  the 
amount  of  the  adjustment  with  respect  to 
the  years  1949-1951  is  $19,000,  that  is,  the 
amount  allowable  but  not  less  than  the 
amount  allowed  which  reduced  the  taxpayer’s 
taxes. 

Example  (2).  Corporation  A  purchased  a 
building  on  January  1,  1950,  at  a  cost  of 
$100,000.  On  the  basis  of  the  facts  reason¬ 
ably  known  to  exist  at  the  end  of  1950,  a 
period  of  50  years  should  have  been  used 
as  the  correct  useful  life  of  the  building; 
nevertheless,  depreciation  was  computed  by 
Corporation  A  on  the  basis  of  a  useful  life 
of  25  years,  and  was  allowed  for  1950  through 
1953  as  a  deduction  in  an  annual  amount  of 
$4,000.  The  building  was  sold  on  January  1, 
1954.  Corporation  A  did  not  make  an  elec¬ 
tion  under  section  113  (d).  No  part  of  the 
amount  allowed  Corporation  A  for  any  of 
the  years  1950  through  1953  resulted  in  a 
reduction  of  Corpxjratlon  A’s  taxes.  The  ad¬ 
justed  basis  of  the  building  as  of  January  1, 
1954,  is  $88,166,  computed  as  follows: 


Year 

A<J  just- 
men  ts  to 
basi.s  as 
of  l>epin- 
nint;  of 
taxalde 
year 

Ad- 

ju.sli-d 

ha.sis 

He- 

main- 

inc 

life 

De¬ 

precia¬ 

tion 

allow- 

ahlc 

De- 
precia- 
t  ion 

alloacd 

$100,000 

50 

$2,000 

$4,000 
4.  (KK) 

19.51.... 

$4.  (Km 

96.  (XK) 

49 

1, 51.59 

19.52.... 

X.(KKI 

92.  (KH) 

48 

1,917 

4.(Nm 

195;(.... 

9.917 

90.  OKI 

47 

1,917 

4,000 

1954.... 

11.834 

88. 100 

. 

Example  (J).  The  facts  are  the  same  as  in 
Example  (2) ,  except  that  Corporation  A  made 
a  proper  election  under  section  113  (d).  In 
such  case,  the  adjusted  basis  of  the  building 
as  of  January  1.  1954.  is  $92,000,  computed 
as  follows: 


Year 

Adjust¬ 
ments  to 
hasLs  as 
of  bepin- 
ninp  of 
taxable 
year 

Ad¬ 

justed 

basis 

Re- 

main- 

inp 

life 

De¬ 

precia¬ 

tion 

allow¬ 

able 

De- 

precia- 

tk>u 

aUowcd 

19,50.... 

$100,000 

.50 

$2,000 

$4,000 

19,51.... 

$2,000 

98,  (KK) 

49 

2,  otm 

4, 0(K) 

19,52-... 

4,000 

90.0(m 

48 

2,  (Hm 

4. IKK) 

19.53.... 

&(Km 

94, 000 

47 

2,000 

4,000 

1954.... 

8.000 

92,000 

. 

Example  (4).  If  it  Is  assumed  that  in  Ex¬ 
ample  (2),  or  in  Example  (3).  all  of  the  de¬ 
duction  allowed  Corporation  A  for  1953  had 
resulted  in  a  reduction  of  A’s  taxes,  the  ad¬ 
justment  to  the  basis  of  the  building  for  de¬ 
preciation  for  1953  would  reflect  the  entire 
$4,000  deduction.  In  such  case,  the  adjusted 
basis  of  the  building  as  of  January  1,  1954, 
would  be  $86,083  in  Example  (2),  and  $90,000 
in  Example  (3). 

Example  (5).  ’The  facts  are  the  same  as  In 
Example  (2)  except  that  for  the  year  1950 
all  of  the  $4,000  amount  allowed  Corpora¬ 
tion  A  as  a  deduction  for  depreciation  for 
that  year  resulted  in  a  reduction  of  A’s  taxes. 
In  such  case,  the  adjustments  to  the  basis 
of  the  building  remain  the  same  as  those  set 
forth  in  Example  (2). 

Example  (6).  ’The  facts  are  the  same  as  in 
Example  (3)  except  that  for  the  year  1950 
all  of  the  $4,000  amount  allowed  Corpora¬ 
tion  A  as  a  deduction  for  depreciation  re¬ 
sulted  in  a  reduction  of  A’s  taxes.  In  such 
case,  the  adjusted  basis  of  the  building 
as  of  January  1,  1954,  is  $90,123,  computed  as 
follows : 


Year 

Adjust¬ 
ments  to 
basis  as 
of  t>epiii- 
ninp  of 
tiixat'lc 
year 

Ad- 

ju.sfeil 

basis 

Re- 

main- 

inp 

life 

De- 

precui- 

(ion 
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alde 

De- 

preciii- 

tion 

allowed 

19.50  .  . 

$100,  000 

.50 

$2,000 

1,  9.59 

$l,0(m 

4,  (KK) 

19,51.... 

$4. 000 

96.  IKK) 

49 

19,52.... 

6,9.59 

94.  (HI 

48 

1.  9.5'.) 

4.  (XX) 

19.53.... 

7,918 

92.  082 

47 

1,959 

4,000 

1954.... 

9,877 

90.  123 

(d)  Exhaustion,  wear  and  tear,  obso¬ 
lescence,  amortization,  and  depletion; 
periods  prior  to  March  1, 1913.  The  cost 
or  other  basis  shall  also  be  decreased  by 
the  exhaustion,  wear  and  tear,  obso¬ 
lescence.  amortization,  and  depletion 


sustained  in  respect  of  any  period  prior  I 
to  March  1,  1913. 

(e)  Certain  stock  distributions,  (i)  1 
In  the  case  of  stock,  the  cost  or  other  ! 
basis  must  be  diminished  by  the  amount 
of  distributions  previously  made  which,  - 
under  the  law  applicable  to  the  year  in 
which  the  distribution  was  made,  either 
were  tax-free  or  were  applicable  in  re¬ 
duction  of  basis  (not  including  distribu¬ 
tions  made  by  a  corporation,  which  was  i 
classified  as  a  personal  service  corpora¬ 
tion  under  the  provisions  of  the  Revenue 
Act  of  1918  or  1921,  out  of  its  earnings 
or  profits  which  were  taxable  in  accord¬ 
ance  with  the  provisions  of  section  218  of 
the  Revenue  Act  of  1918  or  1921). 

(2)  The  application  of  subparagraph 
(1)  of  this  paragraph  may  be  illustrated 
by  the  following  example: 


Example.  A,  who  makes  his  returns  upon 
the  calendar  year  basis,  purchased  stock  In 
1923  for  $5,000.  He  received  In  1924  a  dis¬ 
tribution  of  $2,000  paid  out  of  earnings  and 
profits  of  the  corporation  accumulated  before 
March  1,  1913.  The  adjusted  basis  for  deter¬ 
mining  the  gain  or  loss  from  the  sale  or  other 
disposition  of  the  stock  in  1952  is  $5,000  less 
$2,000,  or  $3,000,  and  the  amount  of  the  gain 
or  loss  from  the  sale  or  other  disposition  of 
the  stock  is  the  difference  between  $3,000  and 
the  amount  realized  from  the  sale  or  other 
disposition. 

(f)  Stock  of  United  States  share¬ 
holders  of  a  foreign  personal  holding 
company.  In  the  case  of  the  stock  of 
the  United  States  shareholders  in  a 
foreign  personal  holding  company  the 
cost  or  other  basis  must  be  adjusted  also 
to  the  extent  provided  in  section  337  (f). 

(g)  Other  applicable  rules.  (1)  Ad¬ 
justments  must  always  be  made  to  elimi¬ 
nate  double  deductions  or  their  equiva¬ 
lent.  Thus,  in  the  case  of  the  stock  of  a 
subsidiary  company,  the  basis  thereof 
must  be  properly  adjusted  for  the  amount 
of  the  subsidiary  company’s  losses  for 
the  years  in  which  consolidated  returns 
were  made. 

(2)  In  determining  basis,  and  adjust¬ 
ments  to  basis,  the  principles  of  estoppel 
apply,  as  elsewhere  under  the  Internal 
Revenue  Code. 

(3)  For  adjustment  to  basis  of  bonds 
on  account  of  amortizable  bond  pre¬ 
mium,  see  §§  39.125  (a)-l  to  39.125 
(c)-2,  inclusive.  For  adjustment  to 
basis  of  short-term  municipal  bonds  as 
defined  in  section  22  (o)  (2)  (A),  see 
§  39.22  (o)-l. 

(4)  For  adjustment  to  basis  on  ac¬ 
count  of  expenditures  attributable  to  a 
grant  or  loan  made  to  a  taxpayer  by  the 
United  States  for  the  encouragement  of 
exploration  for,  or  development  or  min¬ 
ing  of,  critical  and  strategic  minerals  or 
metals,  see  section  22  (b)  (15)  and  §  39.22 
(b)  (15-1. 

(5)  With  respect  to  taxable  years  end¬ 
ing  after  December  31,  1950,  the  basis 
shall  also  be  adjusted  to  take  into  ac¬ 
count  the  amount  of  expenditures  for 
development  and  exploration  of  mines  or 
mineral  deposits  treated  as  deferred  ex¬ 
penses  under  section  23  (cc)  (2)  ana 
(ff)  (2).  The  basis  so  adjusted  shall 
be  reduced  by  the  amount  of  such  ex¬ 
penditures  allowed  as  deductions  under 
such  sections  which  results  in  a 

tion  of  the  taxpayer’s  liability  for  income 
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tax  but  not  less  than  the  amounts  allow¬ 
able  under  such  sections  for  the  taxable 
year  and  prior  years.  For  example,  if  a 
taxpayer  purchases  unexplored  and  un¬ 
developed  mining  property  for  $1,000,000 
and  at  the  close  of  the  development  stage 
has  Incurred  exploration  and  develop¬ 
ment  costs  of  $9,000,000  treated  as  de¬ 
ferred  expenses,  the  basis  of  such  prop¬ 
erty  at  such  time  for  computing  gain  or 
loss  will  be  $10,000,000.  Assuming  that 
the  taxpayer  in  this  example  has  oper¬ 
ated  the  mine  for  several  years  and  has 
deducted  allowable  percentage  depletion 
in  the  amount  of  $2,000,000  and  has  de¬ 
ducted  allowable  deferred  exploration 
and  development  expenditures  of  $2,000,- 
000,  the  basis  of  the  property  in  the  tax¬ 
payer’s  hands  for  purposes  of  determin¬ 
ing  gain  or  loss  if  sold  will  be  $6,000,000. 

(6)  In  the  case  of  an  unharvested 
crop  which  is  sold,  exchanged,  or  invol¬ 
untarily  converted  with  the  land  and 
which  is  considered  as  property  used  in 
the  trade  or  business  under  section  117 
(j)  (3),  the  basis  of  such  crop  shall  be 
increased  by  the  amount  of  the  items 
which  are  attributable  to  the  production 
of  such  crop  and  which  are  disallowed, 
under  section  24  (f)  and  §  39.24  (f)-l,  as 
deductions  in  computing  net  income. 
See  also  §  39.117  {j)-l.  The  basis  of  any 
other  property  shall  be  decreased  by  the 
amount  of  any  such  items  which  are 
attributable  to  such  other  property,  not¬ 
withstanding  any  provision  of  section  113 

(b)  (1)  or  of  this  section  to  the  contrary. 
For  example,  if  the  items  attributable  to 
the  production  of  an  unharvested  crop 
consist  only  of  fertilizer  costing  $100  and 
$50  depreciation  on  a  tractor  used  only 
to  cultivate  such  crop  and  such  items  are 
disallowed  under  section  24  (f)  and 
5  39.24  (f)-l,  the  adjustments  to  the 
basis  of  such  crop  shall  include  an  in¬ 
crease  of  $150  for  such  items  and  the 
adjustments  to  the  basis  of  the  tractor 
shall  include  a  reduction  of  $50  for  the 
depreciation  on  the  tractor. 

(7)  For  the  adjustments  to  basis  of  a 
residence  because  its  acquisition  resulted, 
under  the  provisions  of  section  112  (n), 
in  the  nonrecognition  of  any  part  of  the 
gain  realized  upon  the  sale,  exchange,  or 
involuntary  conversion  of  another  resi¬ 
dence.  see  §  39.112  (n)-l. 


§39.113  (b)  (l)-2  Adjusted  basis; 
cancellation  of  mdebtedness.  (a)  In  ad¬ 
dition  to  the  adjustments  provided  in 
section  113  (b)  (1)  and  §39.113  (b) 
<1)-1  which  are  required  to  be  made 
^ith  respect  to  the  cost  or  other  basis  of 
property,  a  further  adjustment  is  re- 
Quired  in  certain  cases  in  which  there 
has  been  a  cancellation  or  reduction  of 
indebtedness  in  a  proceeding  under  the 
^nkruptcy  Act  (11  U.  S.  C.  1  et  seq.). 
Except  as  otherwise  provided  in  section 
113  (a)  (21)  or  (22),  or  113  (b)  (4),  such 
lurther  adjustment  shall  be  made  in  any 
case  in  which  there  shall  have  been  a 
cancellation  or  reduction  of  indebtedness 
w  any  proceeding  under  section  12,  74 
(except  in  the  case  of  a  “wage  earner”  as 
defined  in  section  606  (8)  of  the  Bank¬ 
ruptcy  Act  ( 11  U.  S.  C.  1006  (8) ) .  or  77B. 
y  Stat.  912.  or  under  Chapter  X,  XI,  or 
of  the  Bankruptcy  Act  (11  U.  S.  C. 
d- 10, 11,  and  12).  Such  further  adjust¬ 


ment  shall  be  made  in  the  following 
manner  and  order: 

(1)  In  the  case  of  indebtedness  in¬ 
curred  to  purchase  specific  property 
(other  than  inventory  or  notes  or  ac¬ 
counts  receivable)  whether  or  not  a  lien 
is  placed  against  such  property  securing 
the  payment  of  all  or  part  of  such  in¬ 
debtedness,  which  indebtedness  shall 
have  been  canceled  or  reduced  in  any 
such  proceeding,  the  cost  or  other  basis 
of  such  property  shall  be  decreased  (but 
not  below  its  fair  market  value)  by  the 
amount  by  which  the  indebtedness  so 
incurred  with  respect  to  such  property 
shall  have  been  canceled  or  reduced; 

(2)  In  the  case  of  specific  property 
(other  than  inventory  or  notes  or  ac¬ 
counts  receivable)  against  w’hich,  at  the 
time  of  the  cancellation  or  reduction  of 
the  indebtedness,  there  is  a  lien  (other 
than  a  lien  securing  indebtedness  in¬ 
curred  to  purchase  such  property)  the 
cost  or  other  basis  of  such  property  shall 
be  decreased  (but  not  below  its  fair  mar¬ 
ket  value)  by  the  amount  by  which  the 
indebtedness  secured  by  such  lien  shall 
have  been  canceled  or  reduced; 

(3)  Any  excess  of  the  total  amount  by 
which  the  indebtedness  shall  have  been 
so  canceled  or  reduced  in  such  proceed¬ 
ing  over  the  sum  of  the  adjustments 
made  under  subparagraphs  (1)  and  (2) 
of  this  paragraph  shall  next  be  applied 
to  reduce  the  cost  or  other  basis  of  the 
property  of  the  debtor  (other  than  in¬ 
ventory  and  notes  and  accounts  receiv¬ 
able,  but  including  property  covered  by 
such  subparagraphs)  as  follows:  The 
cost  or  other  basis  of  each  unit  of  prop¬ 
erty  shall  be  decreased  (but  not  below  its 
fair  market  value)  in  an  amount  equal  to 
such  proportion  of  such  excess  as  the 
adjusted  basis  (after  adjustment  under 
subparagraphs  (1)  and  (2)  of  this  para¬ 
graph)  of  each  such  unit  of  property 
bears  to  the  sum  of  the  adjusted  bases 
(after  adjustment  under  such  subpara¬ 
graphs)  of  all  the  property  of  the  debtor 
other  than  inventory  and  notes  and 
accounts  receivable: 

(4)  Any  excess  of  the  total  amount  by 
which  such  indebtedness  shall  have  been 
so  canceled  or  reduced  over  the  sum  of 
the  adjustments  made  under  subpara¬ 
graphs  (1),  (2),  and  (3)  of  this  para¬ 
graph  shall  next  be  applied  to  reduce  the 
cost  of  other  basis  of  any  units  of  prop¬ 
erty  covered  by  such  subparagraphs 
which  have  a  remaining  basis  (after  ad¬ 
justment  under  such  subparagraphs) 
greater  than  their  fair  market  value,  as 
follows:  The  cost  or  other  basis  of  each 
such  unit  of  property  shall  be  decreased 
(but  not  below  its  fair  market  value)  in 
an  amount  equal  to  such  proportion  of 
such  excess  as  the  remaining  basis  of 
each  such  unit  bears  to  the  sum  of  the 
remaining  bases  of  such  units.  The 
process  shall  be  repeated  until  the  cost 
or  other  basis  of  each  unit  of  the  prop¬ 
erty  covered  by  subparagraphs  (1),  (2), 
and  (3)  of  this  paragraph  is  reduced  to 
its  fair  market  value  or  the  amount  by 
w'hich  the  indebtedness  shall  have  been 
canceled  or  reduced  is  exhausted,  taking 
into  account  in  the  successive  steps  only 
those  units  of  property  having,  after  the 
preceding  adjustment,  a  remaining  basis 


greater  than  their  fair  market  value; 
and 

(5)  Any  excess  of  the  total  amount  by 
which  the  indebtedness  shall  have  been 
so  canceled  or  reduced  over  the  sum  of 
the  adjustments  made  under  subpara¬ 
graphs  (1),  (2),  (3),  and  (4)  of  this  par¬ 
agraph  shall  next  be  applied  to  reduce 
the  cost  or  other  basis  of  inventory  and 
notes  and  accounts  receivable,  as  fol¬ 
lows:  The  cost  or  other  basis  of  inven¬ 
tory  or  notes  or  accounts  receivable,  as 
the  case  may  be,  shall  be  decreased  (but 
not  below  its  fair  market  value)  in  an 
amount  equal  to  such  proportion  of  such 
excess  as  the  adjusted  basis  of  inventory, 
notes  receivable  or  accounts  receivable, 
as  the  case  may  be.  bears  to  the  sum  of 
the  adjusted  bases  of  such  inventory  and 
notes  and  accounts  receivable.  The 
process  shall  be  repeated  until  the  ad¬ 
justed  bases  of  inventory,  notes  receiv¬ 
able  and  accounts  receivable  are  reduced 
to  their  fair  market  value  or  the  amount 
by  which  the  indebtedness  shall  have 
been  canceled  or  reduced  is  exhausted, 
taking  into  account  in  the  successive 
steps  only  those  units  of  property  having, 
after  the  preceding  adjustment,  a  re¬ 
maining  basis  greater  than  their  fair 
market  value. 

(b)  For  the  purposes  of  this  section : 

( 1 )  Basis  shall  be  determined  as  of  the 
date  of  entry  of  the  order  confirming  the 
plan,  composition,  or  arrangement  under 
which  such  indebtedness  shall  have  been 
canceled  or  reduced; 

(2)  Except  where  the  context  other¬ 
wise  requires,  property  means  all  of  the 
debtor’s  property,  other  than  money; 

(3)  No  adjustment  shall  be  made  by 
virtue  of  the  cancellation  or  reduction 
of  any  accrued  interest  unpaid  which 
shall  not  have  resulted  in  a  tax  benefit  in 
any  income  tax  return; 

(4)  The  phrase  “indebtedness  in¬ 
curred  to  purchase”  includes  (i)  indebt¬ 
edness  for  money  borrowed  and  applied 
in  the  purchase  of  property  and  (ii)  an 
existing  indebtedness  secured  by  a  lien 
against  the  property  which  the  debtor, 
as  purchaser  of  such  property,  has  as¬ 
sumed  to  pay;  and 

(5)  The  term  “fair  market  value”  has 
reference  to  such  value  as  of  the  date  of 
entry  of  the  order  confirming  the  plan, 
ccmposition,  or  arrangement  under 
which  such  indebtedness  shall  have  been 
canceled  or  reduced. 

(c)  Any  determination  of  value  in  a 
proceeding  under  the  Bankruptcy  Act 
(11  U,  S.  C.  1  et  seq.),  shall  not  con¬ 
stitute  a  determination  of  fair  market 
value  for  the  puiTioses  of  this  section. 

(d)  The  basis  of  any  of  the  debtor’s 
property  which  shall  have  been  trans- 
fened  to  a  person  required  to  use  the 
debtor’s  ba.sis  in  whole  or  in  part  shall  be 
determined  in  accordance  with  the  pro¬ 
visions  of  this  section. 


§39.113  (b)  (l)-3  Adjusted  basis; 
cancellation  of  indebtedness;  special 
cases.  If  the  taxpayer  and  the  Commis¬ 
sioner  agree,  the  basis  of  the  taxpayer’s 
property  may  be  adjusted  in  a  manner 
different  from  that  set  forth  in  §  39.113 
(b)  (l)-2.  Variations  from  such  rule 
may,  for  example,  involve  adjusting  the 
basis  of  any  part  of  the  taxpayer’s  prop- 
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erty  or  adjusting  the  basis  of  all  the  tax¬ 
payer’s  property,  according  to  a  fixed 
allocation.  Agreement  between  the  tax¬ 
payer  and  the  Commissioner  as  to  any 
variation  from  such  general  rule  shall  be 
effected  only  by  a  closing  agreement  en¬ 
tered  into  under  the  provisions  of  sec¬ 
tion  3760. 

§39.113  (b)  (l)-4  Adjusted  basis; 
mutual  savings  banks,  building  and  loan 
associations,  and  cooperative  banks,  (a) 
The  adjustments  to  the  cost  or  other 
basis  of  property  provided  in  section  113 
(b)  and  §§  39.113  (b)  (1)-1  to  39.113  (b) 
(l)-3,  inclusive,  are  applicable  in  the 
case  of  a  mutual  savings  bank  not  hav¬ 
ing  capital  stock  represented  by  shares, 
a  domestic  building  and  loan  association, 
and  a  cooperative  bank  without  capital 
stock  organized  and  operated  for  mutual 
purposes  and  without  profit,  although 
such  institutions  were  exempt  from  tax 
for  taxable  years  beginning  before  Jan¬ 
uary  1,  1952.  Proper  adjustment  must 
be  made  under  section  113  (b)  for  the 
entire  period  since  the  acquisition  of 
property.  Thus,  adjustment  to  basis 
must  be  made  for  depreciation  allowable 
for  all  prior  taxable  years  although  such 
institution  may  have  been  exempt  from 
tax  during  such  period.  Similarly,  in  the 
case  of  tax  exempt  and  partially  taxable 
bonds  purchased  at  a  premium  and  sub¬ 
ject  to  amortization  under  section  125, 
proper  adjustment  to  basis  must  be  made 
to  reflect  amortization  with  respect  to 
such  premium  from  the  date  of  acqui¬ 
sition  of  the  bond. 

(b)  The  application  of  paragraph  (a) 
of  this  section  may  be  illustrated  by  the 
following  example: 

Example:  On  January  1,  1952,  Z,  a  mutual 
savings  bank,  which  keeps  its  books  on  a 
calendar  year  basis,  owns  a  tax-exempt  $1,000 
noncallable  bond  maturing  on  January  1, 
1962.  Such  bond  was  acquired  by  Z  on  Jan¬ 
uary  1,  1932,  for  $1,300.  It  was  sold  by  Z  on 
December  31,  1952,  for  $1,250.  The  yearly 
rate  of  amortization  of  the  premium,  deter¬ 
mined  by  dividing  the  total  premium  of  $300 
by  the  life  of  the  bond  (30  years)  is  $10. 
Z  realizes  a  gain  of  $60  from  such  sale  com¬ 
puted  as  follows: 

(1)  Cost  of  bond _ $1,300 

(2)  Amount  of  bond  premium 

attributable  to  years  1942 
through  1951,  during  which 
Z  w'as  exempt  from  tax  ($10 
times  10  years) _ $100 

(3)  Amount  of  bond  premium 

amortized  from  Jan.  1,  1952, 
through  Dec.  31,  1952  ($10 
times  1  year) _  10 


(4)  Total  amount  of  adjustments  to 
basis  (aggregate  of  (2)  and  (3)  ) _  110 


(5)  Adjusted  basis  of  bond  at  close 
of  1952  (  (1)  reduced  by  (4)  )____  1,190 


(6)  Gain  realized  upon  sale — excess 
of  sale  price  over  adjusted  basis 
($1,250  minus  $1,190) _ _  60 


The  basis  of  a  fully  taxable  bond  purchased 
at  a  premium  shall  be  adjusted  from  the 
date  of  the  election  to  amortize  such  pre¬ 
mium  in  accordance  with  the  provisions  of 
section  125,  except  that  no  adjustment  shall 
be  allowable  for  such  portion  of  the  pre¬ 
mium,  attributable  to  the  p>erlod  prior  to 
the  election. 
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(c).  In  the  case  of  a  mortgage  pur¬ 
chased,  acquired,  or  originated  at  a 
premium,  where  the  principal  of  such 
mortgage  is  payable  in  installments,  ad¬ 
justments  to  the  basis  of  the  premium 
must  be  made  for  all  taxable  years 
(whether  or  not  the  institution  was  ex¬ 
empt  from  tax  during  such  years)  in 
w’hich  installment  payments  are  received. 
Such  adjustments  may  be  made  on  an 
individual  mortgage  basis  or  on  a  com¬ 
posite  basis  by  reference  to  the  average 
period  of  payments  of  the  mortgage  loans 
of  such  institution.  For  the  purpose  of 
this  adjustment,  the  term  “premium” 
includes  the  excess  of  the  acquisition 
value  of  the  mortgage  over  its  maturity 
value.  The  acquisition  value  of  the 
mortgage  is  the  cost  including  buying 
commissions,  attorneys’  fees,  or  broker¬ 
age  fees,  but  such  value  docs  not  include 
amounts  paid  for  accrued  interest. 

§  39.113  (b)  (2)  Statutory  provisions; 
adjusted  basis  for  determining  gain  or 
loss;  substituted  basis. 

Sec.  113.  Adjusted  basis  for  determining 
gain  or  loss.  •  •  • 

(b)  Adjusted  basis.  The  adjusted  basis 
for  determining  the  gain  or  loss  from  the 
sale  or  other  disposition  of  property,  when¬ 
ever  acquired,  shall  be  the  basis  determined 
under  subsection  (2),  adjusted  as  herein¬ 
after  provided.  •  •  • 

(2)  Substituted  basis.  The  term  “substi¬ 
tuted  basis”  as  used  In  this  subsection  means 
a  basis  determined  under  any  provision  of 
subsection  (a)  of  this  section  or  under  any 
corresponding  provision  of  a  prior  Income 
tax  law.  providing  that  the  basis  shall  be 
determined — 

(A)  By  reference  to  the  basis  In  the  hands 
of  a  transferor,  donor,  or  grantor,  or 

(B)  By  reference  to  other  property  held  at 
any  time  by  the  person  for  whom  the  basis 
Is  to  be  determined. 

Whenever  It  appears  that  the  basis  of  prop¬ 
erty  In  the  hands  of  the  taxpayer  Is  a  sub¬ 
stituted  basis,  then  the  adjustments  provided 
In  paragraph  (1)  of  this  subsection  shall  be 
made  after  first  making  in  respect  of  such 
substituted  basis  proper  adjustments  of  a 
similar  nature  In  respect  of  the  period  during 
which  the  property  was  held  by  the  trans¬ 
feror,  donor,  or  grantor,  or  during  which  the 
other  property  was  held  by  the  person  for 
whom  the  basis  Is  to  be  determined.  A  sim¬ 
ilar  rule  shall  be  applied  In  the  case  of  a 
series  of  substituted  bases. 

§  39.113  (b)  (2)-l  Substituted  basis. 
(a)  Whenever  it  appears  that  the  basis 
of  property  in  the  hands  of  the  taxpayer 
is  a  substituted  basis,  as  defined  in  sec¬ 
tion  113  (b)  (2),  the  adjustments  indi¬ 
cated  in  §  39.113  (b)  (1)-1  shall  be  made 
after  first  making  in  respect  of  such  sub¬ 
stituted  basis  proper  adjustments  of  a 
similar  nature  in  respect  of  the  period 
during  which  the  property  was  held  by 
the  transferor,  donor,  or  grantor,  or  dur¬ 
ing  which  the  other  property  was  held  by 
the  person  for  whom  the  basis  is  to  be 
determined.  In  addition,  whenever  it 
appears  that  the  basis  of  property  in  the 
hands  of  the  taxpayer  is  a  substituted 
basis,  as  defined  in  section  113  (b)  (2) 
(A),  the  adjustments  indicated  in 
§§39.113  (b)  (l)-2,  39.113  (b)  (3)-l, 
and  39.113  (b)  (3)-2  shall  also  be  made, 
whenever  necessary,  after  first  making 
in  respect  of  such  substituted  basis  a 
proper  adjustment  of  a  similar  nature  in 
respect  of  the  period  during  which  the 


property  was  held  by  the  transferor,  do¬ 
nor,  or  grantor.  Similar  rules  shall  also 
be  applied  in  the  case  of  a  series  of  sub- 
stituted  bases. 

(b)  The  application  of  this  section 
may  be  illustrated  by  the  following 
example : 


Example.  A,  who  makes  his  returns  upon 
the  calendar  year  basis.  In  1035  purchased 
the  X  Building  and  subsequently  gave  it  to 
his  son  B.  B  exchanged  the  X  Building  for 
the  Y  Building  in  a  tax-free  exchange,  and 
then  gave  the  Y  Building  to  his  wife  C.  C. 
In  determining  the  gain  from  the  sale  or 
other  disposition  of  the  Y  Building  in  1952, 
is  required  to  reduce  the  basis  of  the  build¬ 
ing  by  deductions  for  depreciation  which 
were  successively  allowed  (but  not  less  than 
the  amount  allowable)  to  A  and  B  upon  the 
X  Building  and  to  B  upon  the  Y  Building,  in 
addition  to  the  deductions  for  depreciation 
allowed  (but  not  less  than  the  amount  al¬ 
lowable)  to  herself  during  her  ownership  of 
the  Y  Building. 


§  39.113  (b)  (3)  Statutory  provi¬ 

sions;  adjusted  basis  for  determining 
gain  or  loss;  discharge  of  indebtedness. 


Sec.  113.  Adjusted  basis  for  determining 
gain  or  loss.  •  •  • 

(b)  Adjusted  basis.  The  adjusted  basis 
for  determining  the  gain  or  loss  from  the 
sale  or  other  disposition  of  property,  when¬ 
ever  acquired,  shall  be  the  basis  determined 
under  subsection  (2),  adjusted  as  hereinafter 
provided.  *  •  • 

(3)  Discharge  of  indebtedness.  Where  in 
the  case  of  a  corporation  any  amount  is  ex¬ 
cluded  from  gross  Income  under  section  22 
(b)  (9)  on  account  of  the  discharge  of 

Indebtedness  the  whole  or  a  part  of  the 
amount  so  excluded  from  gross  Income  shall 
be  applied  in  reduction  of  the  basis  of  any 
property  held  (whether  before  or  after  the 
time  of  the  discharge)  by  the  taxpayer  dur¬ 
ing  any  portion  of  the  taxable  year  in  which 
such  discliarge  occurred.  The  amount  to  be 
so  applied  (not  in  excess  of  the  amount  so 
excluded  from  gross  Income,  reduced  by  the 
amotmt  of  any  deduction  disallowed  under 
section  22  (b)  (9) )  and  the  particular  prop¬ 
erties  to  which  the  reduction  shall  be  allo¬ 
cated,  shall  be  determined  under  regulations 
(prescribed  by  the  Commissioner  with  the 
approval  of  the  Secretary)  in  effect  at  the 
time  of  the  filing  of  the  consent  by  the  tax¬ 
payer  referred  to  in  section  22  (b)  (9).  The 
reduction  shall  be  made  as  of  the  first  day 
of  the  taxable  year  in  which  the  discharge 
occurred  except  in  the  case  of  property  not 
held  by  the  taxpayer  on  such  first  day,  In 
which  case  it  shall  take  effect  as  of  the  time 
the  holding  of  the  taxpayer  began. 

(Sec.  113  (b)  (3)  as  added  by  sec.  215  (b), 
Rev.  Act  19391 


§  39.113  (b)  (3)-l  Adjusted  basis; 
discharge  of  corporate  indebtedness: 
general  rule,  (a)  In  addition  to  the  ad¬ 
justments  provided  in  section  113  (b)  (D 
and  §39.113  (b)  (1)-1  which  are  re¬ 
quired  to  be  made  with  respect  to  the 
cost  or  other  basis  of  property,  and  ex- ; 
cept  as  otherwise  provided  in  section  j 
113  (a)  (21)  or  (22),  or  113  (b)  (4).  a 
further  adjustment  shall  be  made  in  any 
case  in  which  there  shall  have  been  an : 
exclusion  from  gross  income  under  sec¬ 
tion  22  (b)  (9)  on  account  of  the  dis¬ 
charge  of  indebtedness  of  a  coiToration : 
during  the  taxable  year.  Such  further  j 
adjustments  shall,  except  as  otherwi^ 
provided  in  §  39.113  (b)  (3)-2,  be  made; 
in  the  following  manner  and  order: 

(1)  In  the  case  of  indebtedness  in'j 
curred  to  purchase  specific  property 
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(other  than  Inventory  or  notes  or  ac¬ 
counts  receivable),  whether  or  not  a  lien 
is  placed  against  such  property  secur¬ 
ing  the  payment  of  all  or  part  of  such 
indebtedness,  which  indebtedness  shall 
have  been  discharged,  the  cost  or  other 
basis  of  such  property  shall  be  decreased 
(but  the  amount  of  the  decrease  shall 
not  be  more  than  the  amount  of  the  ad¬ 
justed  basis  without  reference  to  this 
section)  by  an  amount  equal  to  the 
amount  excluded  from  gross  income  un¬ 
der  section  22  (b)  (9)  and  attributable 
to  the  discharge  of  the  indebtedness  so 
incurred  with  respect  to  such  property; 

(2)  In  the  case  of  specific  property 
(other  than  inventory  or  notes  or  ac¬ 
counts  receivable)  against  which,  at  the 
time  of  the  discharge  of  the  indebted¬ 
ness,  there  is  a  lien  (other  than  a  lien 
securing  indebtedness  incurred  to  pur¬ 
chase  such  property)  the  cost  or  other 
basis  of  such  property  shall  be  decreased 
(but  the  amount  of  the  decrease  shall 
not  be  more  than  the  amount  of  the 
adjusted  basis  without  reference  to  this 
section)  by  an  amount  equal  to  the 
amount  excluded  from  gross  income  un¬ 
der  section  22  (b)  (9)  and  attributable 
to  the  discharge  of  the  indebtedness  se¬ 
cured  by  such  lien; 

(3)  Any  excess  of  the  total  amount 
excluded  from  gross  income  under  sec¬ 
tion  22  (b)  (9)  over  the  sum  of  the  ad¬ 
justments  made  under  subparagraphs 

(1)  and  (2)  of  this  paragraph  shall  next 
be  applied  to  reduce  the  cost  or  other 
basis  of  the  property  of  the  debtor  (other 
than  inventory  and  notes  and  accounts 
receivable,  but  including  property  cov¬ 
ered  by  such  subparagraphs)  as  follows: 
The  cost  or  other  basis  of  each  unit  of 
property  shall  be  decreased  (but  the 
amount  of  the  decrease  shall  not  be  more 
than  the  amount  of  the  adjusted  basis 
without  reference  to  this  section)  in  an 
amount  equal  to  such  proportion  of  such 
excess  as  the  adjusted  basis  (without 
reference  to  this  section)  of  each  such 
unit  of  property  bears  to  the  sum  of  ad¬ 
justed  bases  (without  reference  to  this 
section)  of  all  the  property  of  the  debtor 
other  than  inventory  and  notes  and  ac- 
(sounts  receivable;  and 

(4)  Any  excess  of  the  total  amount  ex¬ 
cluded  from  gross  income  under  section 
22  (b)  (9)  over  the  sum  of  the  adjust¬ 
ments  made  under  subparagraphs  (1), 

(2) ,  and  (3)  of  this  paragraph  shall  next 
be  applied  to  reduce  the ‘cost  or  other 
basis  of  inventory  and  notes  and  ac¬ 
counts  receivable,  as  follows:  The  cost 
or  other  basis  of  inventory  or  notes  or 
accounts  receivable,  as  the  case  may  be, 
shall  be  decreased  (but  the  amount  of 
the  decrease  shall  not  be  more  than  the 
amount  of  the  adjusted  basis  without 
reference  to  this  section)  in  an  amount 
cclual  to  such  proportion  of  such  excess 
as  the  adjusted  basis  of  inventory,  notes 
receivable  or  accounts  receivable,  as  the 
^se  may  be,  bears  to  the  sum  of  the  ad¬ 
justed  bases  of  such  inventory  and  notes 
and  accounts  receivable. 

(b)  For  the  purposes  of  this  section: 

i  /1)  Except  where  the  context  other- 
^se  requires,  property  means  all  of  the 
debtor's  property,  other  than  money; 


A 


(2)  The  phrase  "indebtedness  in¬ 
curred  to  purchase”  includes  (i)  in¬ 
debtedness  for  money  borrowed  and  ap¬ 
plied  in  the  purchase  of  property  and 
(ii)  an  existing  indebtedness  secured  by 
a  lien  against  the  property  which  the 
debtor,  as  purchaser  of  such  property, 
has  assumed  to  pay; 

(3)  The  phrase  "amount  excluded 
from  gross  income  under  section  22  (b) 
(9)”  means  the  amount  of  income  ex¬ 
cluded  under  that  section  reduced  by 
any  deduction  disallowed  under  that  sec¬ 
tion  for  unamortized  discount; 

(4)  Adjustments  to  basis  shall  be 
made: 

(i)  In  the  case  of  property  owned  on 
the  first  day  of  the  taxable  year,  as  of 
that  day; 

(ii)  In  the  case  of  property  acquired 
after  the  first  day  of  the  taxable  year, 
as  of  the  day  so  acquired — 

regardless  of  the  time  such  property  was 
subsequently  sold,  exchanged,  or  other¬ 
wise  disposed  of  by  the  taxpayer; 

(5)  Whenever  a  discharge  of  indebt¬ 
edness  is  accomplished  by  a  transfer  of 
the  taxpayer’s  property  in  kind,  the  dif¬ 
ference  between  the  amount  of  the  obli¬ 
gation  discharged  and  the  fair  market 
value  of  the  property  transferred  is  the 
amount  which  may  be  applied  in  reduc¬ 
tion  of  basis; 

(6)  Regardless  of  the  amount  exclud¬ 
ed  by  the  taxpayer  from  its  gross  income 
under  section  22  (b)  (9)  and  so  stated 
on  Form  982,  the  maximum  amount  by 
which  basis  may  be  reduced  in  respect  of 
the  discharge  of  any  indebtedness  is  the 
amount  of  income  resulting  from  the  dis¬ 
charge  of  such  indebtedness. 

(7)  Effective  with  respect  to  a  dis¬ 
charge  of  indebtedness  occurring  within 
a  taxable  year  ending  after  December  31. 
1950,  except  in  the  case  of  a  consent  filed 
before  April  7,  1953,  any  reduction  in 
basis  which  remains  to  be  taken  (by  rea¬ 
son  of  an  exclusion  from  gross  income 
under  section  22  (b)  (9) )  after  the  appli¬ 
cation  of  subparagraph  (1)  of  paragraph 
(a)  of  this  section  shall  be  applied  first 
against  property  of  a  character  subject 
to  the  allowance  for  depreciation  under 
section  23  (1),  property  with  respect  to 
which  a  deduction  for  amortization  is 
allowable  under  section  23  (t),  and 
property  with  respect  to  which  a  deduc¬ 
tion  for  depletion  is  allowable  under  sec¬ 
tion  23  (m)  (but  not  including  property 
specified  in  section  114  (b)  (2),  (3),  or 
(4),  in  the  order  in  which  such  property 
is  described  in  subparagraphs  (2)  and  (3) 
of  paragraph  (a)  of  this  section.  Any 
further  adjustment  in  basis  required  to 
be  made  under  section  22  (b)  (9)  shall 
be  applied  against  other  property  in  the 
order  prescribed  in  subparagraphs  (2), 
(3),  and  (4)  of  paragraph  (a)  of  this 
section. 

(c)  The  application  of  paragraph  (a) 
of  this  section  may  be  illustrated  by  the 
following  examples: 

Example  (1).  On  January  1,  1952,  the 
N  Corporation  owned  an  office  building,  which 
it  sold  in  March  1952.  In  June  1952  it  pur¬ 
chased  a  factory  building.  In  October  1952 
the  N  Corporation  bought  in  its  outstand¬ 
ing  bonds  at  less  than  their  face  value.  As¬ 
suming  that  there  is  a  proper  exclusion  from 


gross  Income  under  section  22  (b)  (9),  the 
basis  of  each  building  shall  be  adjusted 
under  section  113  (b)  (3)  for  the  taxable 
year  1952.  (But  see  §  39.113  (b)  (3)-2.)  ' 

Example  (2) .  The  M  Corporation  has  out¬ 
standing  an  issue  of  A  bonds  which  it  had 
sold  at  a  premium  and  an  issue  of  B  bonds 
which  it  had  sold  at  a  discount.  In  July  1952 
the  M  Corporation  purchased  such  outstand¬ 
ing  bonds  for  less  than  face  value.  The 
amount  of  income  attributable  to  the  dis¬ 
charge  of  the  A  bonds  is  $1,000  and  the 
amount  of  unamortized  premium  is  $200. 
The  amount  of  Income  attributable  to  the 
discharge  of  the  B  bonds  is  $1,000  and  the 
amount  of  unamortlzed  discount  is  $50.  If 
the  M  Corporation  under  section  22  (b)  (9) 
elects  to  have  excluded  from  gross  Income  the 
amount  of  income  attributable  to  the  dis¬ 
charge  of  both  bond  issues,  the  total  reduc¬ 
tion  in  basis  of  the  property  of  the  M  Cor¬ 
poration  shall  not  exceed  $2,150.  If  the 
M  Corporation  elects  only  with  respect  to  the 
A  bonds,  the  total  reduction  in  basis  shall 
not  exceed  $1,200  (or  $950  if  the  election  is 
with  respect  to  the  B  bonds) .  If  the  M  Cor¬ 
poration  excludes  only  an  amount  of  $500 
with  respect  to  the  A  bonds,  the  total  reduc¬ 
tion  in  basis  may  nevertheless  be  $1,200  <or 
$950  if  the  exclusion  is  with  respect  to  the 
B  bonds). 

§  39.113  (b)  (3) -2  Adjusted  basis; 
discharge  of  corporate  indebtedness; 
special  cases.  (a)  Section  39.113  (b) 
(3)-l  prescribes  the  general  rule  to  be 
followed  in  adjusting  basis  of  property 
where  there  is  a  proper  exclusion  from 
gross  income  under  section  22  (b)  (9). 
The  taxpayer  may,  however,  have  the 
basis  of  its  property  adjusted  in  a  manner 
different  from  that  set  forth  in  §  39.113 
(b)  (3)-l  upon  a  proper  showing  to  the 
satisfaction  of  the  Commissioner.  Such 
adjustment,  however,  shall  be  consistent 
with  the  principles  of  §  39.113  (b)  (3)-l 
(b)  (7).  Variations  from  such  general 
rule  may,  for  example,  involve  adjusting 
the  basis  of  only  part  of  the  taxpayer’s 
property  or  adjusting  the  basis  of  all  the 
taxpayer’s  property,  according  to  a  fixed 
allocation. 

(b)  A  request  for  variations  from  the 
general  rule  prescribed  in  §  39.113  (b) 
(3)-l  shall  be  filed  by  the  taxpayer  with 
its  return  for  the  taxable  year  in  which 
the  discharge  of  indebtedness  occurred 
unless  a  consent  is  permitted  (under 
§  39.22  (b)  (9)-l)  after  the  original 
return  has  been  filed,  in  which  case 
such  request  shall  be  filed  with  the 
amended  return  or  claim  for  credit  or 
refund,  as  the  case  may  be.  Agreement 
between  the  taxpayer  and  the  Commis¬ 
sioner  as  to  any  variations  from  such 
general  rule  shall  be  effected  only  by  a 
closing  agreement  entered  into  under 
the  provisions  of  section  3760.  If  no 
agreement  is  reached  between  the  tax¬ 
payer  and  the  Commissioner  as  to  varia¬ 
tions  from  the  general  rule  prescribed  in 
§  39.113  (b)  (3)-l,  then  the  consent  filed 
on  Form  982  shall  be  deemed  to  be  a 
consent  to  the  application  of  such  gen¬ 
eral  rule  and  such  general  rule  shall 
prevail  in  the  determination  of  the  basis 
of  the  taxpayer’s  property,  unless  the 
taxpayer  specifically  states  on  such  form 
that  it  does  not  consent  to  the  applica¬ 
tion  of  the  general  rule. 

§  39.113  (b)  (4)  Statutory  provisions; 
adjusted  basis  for  determining  gain  or 
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loss;  adjustment  of  capital  structure  be¬ 
fore  September  22,  1938. 

Sec.  113.  Adjusted  basis  for  determining 
gain  or  loss.  •  •  • 

(b)  Adjusted  basis.  The  adjusted  basis 
for  determining  the  gain  or  loss  from  the 
sale  or  other  dlspKJsltlon  of  property,  when¬ 
ever  acquired,  shall  be  the  basis  determined 
under  subsection  (2),  adjusted  as  herein¬ 
after  provided.  •  •  • 

(4)  Adjustment  of  capital  structure  prior 
to  September  22,  1938.  Where  a  plan  of  re¬ 
organization  of  a  corporation,  approved  by 
the  court  in  a  proceeding  under  section  77B 
of  the  National  Bankruptcy  Act,  as  amended, 
is  consummated  by  adjustment  of  the  capi¬ 
tal  or  debt  structure  of  such  corporation 
without  the  transfer  of  its  assets  to  another 
corporation,  and  a  final  Judgment  or  decree 
In  such  proceeding  has  been  entered  prior  to 
September  22,  1938,  then  the  provisions  of 
section  270  of  the  National  Bankruptcy  Act, 
as  amended,  shall  not  apply  In  respect  of  the 
property  of  such  corporation.  For  the  pur¬ 
poses  of  this  paragraph  the  term  “reorgani¬ 
zation”  shall  not  be  limited  by  the  definition 
of  such  term  in  section  112  (g). 

[Sec.  113  (b)  (4)  as  added  by  sec.  122,  Rev. 
Act  1943) 

§  39.113  (b)  (4)-l  Adjusted  basis;  ex¬ 
ception  to  section  270  of  the  Bankruptcy 
Act,  as  amended.  The  adjustment  to 
basis  provided  by  section  270  of  the 
Bankruptcy  Act  (11  U.  S.  C.  670) ,  and  by 
§§  39.113  (b)  (l)-2  and  39.113  (b)  (l)-3 
shall  not  be  made  if,  in  a  proceeding  un¬ 
der  section  77B  of  such  act,  48  Stat,  912, 
indebtedness  was  canceled  in  pursuance 
of  a  plan  of  reorganization  which  was 
consummated  by  adjustment  of  the  capi¬ 
tal  or  debt  structure  of  the  insolvent 
corporation,  and  the  final  judgment  or 
decree  in  such  proceeding  was  entered 
before  September  22,  1938.  Section  113 
(b)  (4)  and  this  section  do  not  apply  if 
the  plan  of  reorganization  under  section 
77B  was  consummated  by  the  transfer  of 
assets  of  the  insolvent  corporation  to 
another  corporation. 

§  39.113  (c)  Statutory  provisions;  ad¬ 
justed  basis  for  determining  gain  or  loss; 
properly  on  which  lessee  has  made  im¬ 
provements. 

Sec.  113.  Adjusted  basis  for  determining 
gain  or  loss.  •  •  • 

(c)  Property  on  which  lessee  has  made  im¬ 
provements.  Neither  the  basis  nor  the  ad¬ 
justed  basis  of  any  portion  of  real  property 
shall,  in  the  case  of  the  lessor  of  such  prop¬ 
erty,  be  Increased  or  diminished  on  account 
of  Income  derived  by  the  lessor  In  respect 
of  such  property  and  excludable  from  gross 
Income  under  section  22  (b)  (11).  If  an 
amount  representing  any  part  of  the  value 
of  real  property  attributable  to  buildings 
erected  or  other  improvements  made  by  a 
lessee  In  respect  of  such  property  was  In¬ 
cluded  In  gross  Income  of  the  lessor  for  any 
taxable  year  beginning  before  January  1, 
1942,  the  basis  of  each  portion  of  such  prop¬ 
erty  shall  be  properly  adjusted  for  the 
amount  so  Included  In  gross  Income. 

[Sec.  113  (c)  as  added  by  sec.  115  (b).  Rev. 
Act  1942J 

§39.113  (c)-l  Property  on  which 

lessee  has  made  improvements.  In  any 
case  in  which  a  lessee  of  real  property 
has  erected  buildings  or  made  other  im¬ 
provements  upon  the  leased  property  and 
the  lease  is  terminated  by  forfeiture  or 
otherwise  resulting  in  the  realization  by 
such  lessor  of  income  which,  were  it  not 


for  the  provisions  of  section  22  (b)  (11), 
would  be  includible  in  gross  income  of 
the  lessor,  the  amount  so  excluded  from 
gross  income  shall  not  be  taken  into 
account  in  determining  the  basis  or  the 
adjusted  basis  of  such  property  or  any 
portion  thereof  in  the  hands  of  the  lessor. 
If,  however,  in  any  taxable  year  begin¬ 
ning  before  January  1,  1942,  there  has 
been  included  in  the  gross  income  of  the 
lessor  an  amount  representing  any  part 
of  the  value  of  such  property  attributa¬ 
ble  to  such  buildings  or  improvements, 
the  basis  of  each  portion  of  such  prop¬ 
erty  shall  be  properly  adjusted  for  the 
amount  so  included  in  gross  income. 
For  example,  A  leased  in  1930  to  B  for  a 
period  of  25  years  unimproved  real  prop¬ 
erty  and  in  accordance  with  the  terms 
of  the  lease  B  erected  a  building  on  the 
property.  It  was  estimated  that  uix)n 
expiration  of  the  lease  the  building  would 
have  a  depreciated  value  of  $50,090, 
which  value  the  lessor  elected  to  report 
(beginning  in  1931)  as  income  over  the 
term  of  the  lease.  This  method  of  re¬ 
porting  was  used  until  1942.  In  1952  B 
forfeits  the  lease.  The  amount  of 
$22,000  reported  as  income  by  A  during 
the  years  1931  to  1941,  inclusive,  shall  be 
added  to  the  basis  of  the  property  repre¬ 
sented  by  the  improvements  in  the  hands 
of  A.  If  in  such  case  A  did  not  report 
during  the  period  of  the  lease  any  in¬ 
come  attributable  to  the  value  of  the 
building  erected  by  the  lessee  and  the 
lea'-e  was  forfeited  in  1940  when  the 
building  was  worth  $75,000,  such  amount, 
having  been  included  in  gross  income 
under  the  law  applicable  to  that  year,  is 
added  to  the  basis  of  the  property  repre¬ 
sented  by  the  improvements  in  the  hands 
of  A.  As  to  treatment  of  such  property 
for  the  purposes  of  capital  gains  and 
losses,  see  section  117. 

§39.113  (d)  Statutory  provisions;  ad¬ 
justed  basis  for  determining  gain  or  loss; 
depreciation,  etc.,  allowed  before  1952. 

Sec.  113.  Adjusted  basis  for  determining 
gain  or  loss.  •  •  • 

(d)  Election  in  respect  of  depreciation, 
etc.,  allowed  before  1952.  Any  person  may 
elect  to  have  clause  (11)  of  subsection  (b) 
(1)  (B)  apply  In  respect  of  periods  since  Feb¬ 
ruary  28,  1913,  and  before  January  1,  1952. 
Such  an  election  shall  be  made  In  such  man¬ 
ner  as  the  Secretary  may  be  regulations  pre¬ 
scribe,  shall  be  Irrevocable,  and  shall  apply 
In  respect  of  all  property  held  by  the  person 
making  the  election  at  any  time  on  or  be¬ 
fore  the  date  on  which  the  election  was  made 
and  In  respect  of  all  periods  since  February 
28,  1913,  and  before  January  1,  1952,  during 
which  such  person  held  such  property  or  for 
which  adjustments  must  be  made  under 
subsection  (b)  (2).  An  election  by  a  trans¬ 
feror,  donor,  or  grantor  made  after  the  date 
of  the  transfer,  gift,  or  grant  of  property 
shall  not  affect  the  basis  of  such  property 
In  the  hands  of  the  transferee,  donee,  or 
grantee.  No  such  election  may  be  made  after 
December  31,  1952. 

[Sec.  113  (d)  as  added  by  sec.  2,  Pub.  Law 
539  (  82d  Cong.)l 

§  39.113  (d)-l  Election  as  to  amounts 
allowed  in  respect  of  depreciation,  etc., 
before  1952 — (a)  In  general.  (1)  Any 
person  may  elect  to  have  the  adjustments 
to  the  cost  or  other  basis  of  property  un¬ 
der  section  113  (b)  (1)  (B)  determined 
in  accordance  with  clause  (ii)  of  such 


section,  by  filing  with  the  district  director 
of  internal  revenue,  on  or  before  Decem¬ 
ber  31,  1952,  the  written  statement  of 
election  provided  in  paragraph  (b)  of 
this  section.  The  statement  must  be  filed 
w’ith  the  district  director  with  whom  the 
return  must  be  filed  (determined  under 
section  53  (b)  as  of  December  31,  1952). 
Such  election  shall  be  irrevocable  after 
December  31,  1952,  and  shall  apply  with 
respect  to  all  periods  since  February  28, 
1913,  and  before  January  1,  1952.  The 
election  shall  apply  to  all  properties  held 
by  the  person  making  the  election  at  any 
time  on  or  before  the  date  of  such  elec¬ 
tion. 

(2)  A  taxpayer  may  include  in  an 
election  filed  before  December  31,  1952, 
a  statement  that  the  election  shall  take 
effect  when  filed,  and  in  such  case  the 
election  shall  be  irrevocable  on  the  date 
filed,  and  shall  not  apply  to  any  prop¬ 
erty  acquired  by  the  taxpayer  after  such 
date.  If  an  election  is  made  before  De¬ 
cember  31,  1952,  and  does  not  contain 
such  statement,  the  election  may  be  re- 
voked  by  filing  on  or  before  December 
31,  1952,  in  the  same  office  in  w'hich  the 
election  was  filed,  a  statement  of  revo¬ 
cation  executed  in  the  same  manner  as 
the  election.  Such  an  election  made  be¬ 
fore  December  31,  1952,  and  not  revoked 
on  or  before  that  date,  shall  be  deemed 
made  on  December  31,  1952,  and  shall 
apply  to  all  property  held  by  the  tax¬ 
payer  at  any  time  on  or  before  such  date. 

(3)  A  copy  of  the  v;ritten  statement 
of  election  must  be  filed  with  the  first 
income  tax  return,  amended  return,  or 
claim  for  refund  filed  on  or  after  the  date 
on  which  the  election  is  made. 

(4)  An  election  by  a  partner  is  not  an 
election  by  the  partnership  of  which  he 
is  a  member,  but  a  separate  election  must 
be  made  by  the  partnership.  Similarly, 
an  election  by  the  partnership  applies 
only  with  respect  to  the  partnership,  and 
is  not  applicable  to  the  separate  property 
of  the  partners.  A  similar  rule  applies 
with  respect  to  elections  by  trusts  and 
beneficiaries  of  such  trusts. 

(5)  An  election  which  conforms  In 
substance  to  the  provisions  of  this  sec¬ 
tion  shall  not  be  deemed  invalid  solely 
because  it  was  filed  prior  to  the  date  on 
which  the  regulations  in  this  section 
were  promulgated. 

(b)  Rules  applicable  to  making  oj 
election.  The  following  rules  are  appli¬ 
cable  to  the  making  of  an  election  under 
section  113  (d) : 

(1)  Form  of  election.  The  election 
shall  be  in  the  form  of  a  statement  in 
writing  addressed  to  the  district  director 
of  internal  revenue  with  whom  filed,  shall 
state  the  name  and  address  of  the  tax¬ 
payer  making  the  election,  and  shall  con¬ 
tain  a  statement  that  such  taxpayer 
elects  to  have  the  provisions  of  section 
113  (b)  (1)  (B)  (ii)  apply  in  respect  of 
all  periods  since  February  28,  1913,  and 
before  January  1,  1952. 

(2)  Signature.  The  statement  shall 
be  signed  by  the  taxpayer  making  the 
election,  if  an  individual,  or,  if  the  tax¬ 
payer  making  the  election  is  not  an  in* 
dividual,  the  statement  shall  be  executed 
in  the  same  manner  as  is  required  in  the 
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case  of  the  income  tax  return  of  such 
taxpayer. 

(3)  Filing.  The  written  statement 
must  be  filed  in  the  office  of  the  district 
director  of  internal  revenue  on  or  before 
December  31,  1952.  An  election  shall  be 
considered  as  timely  filed  if  it  is  placed 
in  the  mail  on  or  before  midnight  of  De¬ 
cember  31,  1952,  as  shown  by  the  post¬ 
mark  on  the  envelope  containing  the 
written  statement  of  election  or  as 
shown  by  other  available  evidence  of 
the  mailing  date. 

§39.114  Statutory  provisions;  basis 
for  depreciation  and  depletion. 

Sec.  114.  Basis  for  depreciation  and  deple¬ 
tion — (a)  Basis  for  depreciation.  The  basis 
upon  which  exhaustion,  wear  and  tear,  and 
obsolescence  are  to  be  aUowed  in  respect  of 
any  property  shall  be  the  adjusted  basis  pro¬ 
vided  in  section  113  (b)  for  the  purpose  of 
s  determining  the  gain  upon  the  sale  or  other 
‘  disposition  of  such  property. 

\  (b)  Basis  for  depletion — (1)  General  rule. 

I  The  basis  upon  which  depletion  is  to  be 
allowed  in  respect  of  any  property  shall  be 
the  adjusted  basis  provided  in  section  113  (b) 

1  for  the  purpose  of  determining  the  gain  upon 
;  the  sale  or  other  disposition  of  such  property, 

!  except  as  provided  in  paragraphs  (2),  (3), 

;  and  (4)  of  this  subsection. 

(2)  Discovery  value  in  the  case  of  mines. 
In  the  case  of  mines  (except  mines  in  re¬ 
spect  of  which  percentage  depletion  is  allow¬ 
able  under  paragraph  (4)  of  this  subsection) 
discovered  by  the  taxpayer  after  February  28, 
1913,  the  basis  for  depletion  shall  be  the  fair 
market  value  of  the  property  at  the  date  of 
discovery  or  within  thirty  days  thereafter, 
if  such  mines  were  not  acquired  as  the  result 
of  purchase  of  a  proven  tract  or  lease,  and 
if  the  fair  market  value  of  the  property  is 
materially  disproportionate  to  the  cost.  The 
depletion  allowance  under  section  23  (m) 
based  on  discovery  value  provided  in  this 
paragraph  shall  not  exceed  50  per  centum  of 
the  net  income  of  the  taxpayer  (computed 
without  allowance  for  depletion)  from  the 
property  upon  which  the  discovery  was  made, 
except  that  in  no  case  shall  the  depletion 
allowance  under  section  23  (m)  be  less  than 
it  would  be  if  computed  without  reference 
to  discovery  value.  Discoveries  shall  Include 
minerals  in  commercial  quantities  contained 
I  within  a  vein  or  deposit  discovered  in  an 
existing  mine  or  mining  tract  by  the  taxpayer 
after  February  28,  1913,  if  the  vein  or  deposit 
thus  discovered  was  not  merely  the  uninter¬ 
rupted  extension  of  a  continuing  commercial 
vein  or  deposit  already  known  to  exist,  and 
If  the  discovered  minerals  are  of  suf&clent 
value  and  quantity  that  they  could  be  sepa¬ 
rately  mined  and  marketed  at  a  profit. 

(3)  Percentage  depletion  for  oil  and  gas 
veils.  In  the  case  of  oil  and  gas  wells  the 
allowance  for  depletion  under  section  23  (m) 
aball  be  27  per  centum  of  the  gross  Income 
from  the  property  during  the  taxable  year, 
excluding  from  such  gross  income  an  amount 
equal  to  any  rents  or  royalties  paid  or  in¬ 
curred  by  the  taxpayer  in  respect  of  the 
property.  Such  allowance  shall  not  exceed 
50  per  centum  of  the  net  Income  of  the  tax¬ 
payer  (computed  without  allowance  for  de¬ 
pletion)  from  the  property,  except  that  in  no 
case  shall  the  depletion  allowance  under  sec- 
tlon  23  (m)  be  less  than  it  would  be  if  com¬ 
puted  without  reference  to  this  paragraph. 

(4)  Percentage  depletion  for  coal  and 
vetal  mines  and  for  certain  other  mines  and 
Jjofural  mineral  deposits. — (A)  In  general. 
^e  allowance  for  depletion  under  section 
^  (m)  In  the  case  of  the  following  mines 
and  other  natural  deposits  shall  be — 

(f)  In  the  case  of  sand,  gravel,  slate, 
atone  (including  pumice  and  scoria),  brick 
and  tile  clay,  shale,  oyster  shell,  clam  shell. 
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granite,  marble,  sodium  chloride,  and,  if  from 
brine  wells,  calcium  chloride,  magnesium 
chloride,  and  bromine,  5  per  centum, 

(il)  In  the  case  of  coal,  asbestos,  bruclte, 
dolomite,  magnesite,  perlite,  wollastonite, 
calcium  carbonates,  and  magnesium  carbo¬ 
nates,  10  per  centum, 

(ill)  In  the  case  of  metal  mines,  apllte, 
bauxite,  fluorspar,  flake  graphite,  vermicullte, 
beryl,  garnet,  feldspar,  mica,  talc  (including 
pyrophylllte) ,  lepldollte,  spodumene,  barite, 
ball  clay,  sagger  clay,  china  clay,  phosphate 
rock,  rock  asphalt,  trona,  bentonite,  gilson- 
Ite,  thenardite,  borax,  fuller’s  earth,  tripoll, 
refractory  and  fire  clay,  quartzite,  diato- 
maceous  earth,  metallurgical  grade  limestone, 
chemical  grade  limestone,  and  potash,  15 
per  centum,  and 

(Iv)  In  the  case  of  sulfur,  23  per  centum, 

of  the  gross  Income  from  the  property  dur¬ 
ing  the  taxable  year,  excluding  from  such 
gross  income  an  amount  equal  to  any  rents 
or  royalties  paid  or  Incurred  by  the  taxpayer 
in  respect  of  the  property.  Such  allowance 
shall  not  exceed  50  per  centum  of  the  net 
income  of  the  taxpayer  (computed  without 
allowance  for  depletion)  from  the  property, 
except  that  in  no  case  shall  the  depletion 
allowance  under  section  23  (m)  be  less  than 
it  would  be  if  computed  without  reference 
to  this  paragraph. 

(B)  Definition  of  gross  income  from  prop¬ 
erty.  As  used  in  this  paragraph  the  term 
“gross  income  from  the  property”  means  the 
gross  income  from  mining.  The  term  “min¬ 
ing",  as  used  herein,  shall  be  considered  to 
include  not  merely  the  extraction  of  the  ores 
or  minerals  from  the  ground  but  also  the 
ordinary  treatment  processes  normally  ap¬ 
plied  by  mine  owners  or  operators  in  order  to 
obtain  the  commercially  marketable  mineral 
product  or  products,  and  so  much  of  the 
transportation  of  ores  or  minerals  (whether 
or  not  by  common  carrier)  from  the  point 
of  extraction  from  the  ground  to  the  plants 
or  mills  in  which  the  ordinary  treatment 
processes  are  applied  thereto  as  is  not  in  ex¬ 
cess  of  50  miles  unless  the  Secretary  finds 
that  the  physical  and  other  requirements  are 
such  that  the  ore  or  mineral  must  be  trans¬ 
ported  a  greater  distance  to  such  plants  or 
mills.  The  term  “ordinary  treatment  proc¬ 
esses",  as  used  herein,  shall  include  the  fol¬ 
lowing:  (1)  In  the  case  of  coal — cleaning, 
breaking,  sizing,  and  loading  for  shipment; 
(li)  in  the  case  of  sulphur — pumping  to  vats, 
cooling,  breaking,  and  loading  for  shipment; 
(ill)  in  the  case  of  iron  ore.  bauxite,  ball  and 
sagger  clay,  rock  asphalt,  and  minerals  which 
are  customarily  sold  in  the  form  of  a  crude 
mineral  product — sorting,  concentrating,  and 
sintering  to  bring  to  shipping  grade  and 
form,  and  loading  for  shipment;  and  (iv)  in 
the  case  of  lead,  zinc,  copper,  gold,  silver,  or 
fluorspar  ores,  potash,  and  ores  which  are  not 
customarily  sold  in  the  form  of  the  crude 
mineral  product — crushing,  grinding,  and 
benefleiation  by  concentration  (gravity,  flo¬ 
tation.  amalgamation,  electrostatic,  or  mag¬ 
netic).  cyanidation,  leaching,  crystallization, 
precipitation  (but  not  including  as  an  ordi¬ 
nary  treatment  process  electrolytic  deposi¬ 
tion,  roasting,  thermal  or  electric  smelting, 
or  refining),  or  by  substantially  equivalent 
processes  or  combination  of  processes  used  in 
the  separation  or  extraction  of  the  product 
or  products  from  the  ore,  including  the  fur- 
naclng  of  quicksilver  ores.  The  principles  of 
this  subparagraph  shall  also  be  applicable  in 
determining  gross  income  attributable  to 
mining  for  the  purposes  of  sections  450 
and  453. 

(Sec.  114  as  amended  by  sec.  145,  Rev.  Act 
1942;  sec.  124  (a)  (b)  (c).  Rev.  Act  1943; 
sec.  15  (a)  (b)  (c).  Pub.  Law  384  (80th 
Cong.);  sec.  207  (a).  Rev.  Act  1950;  sec.  304 
(d).  Excess  Profits  Tax  Act  1950;  sec.  319  (a) 
(b),  Rev.  Act  19511 
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§  39.114-1  Basis  for  allowance  of  de¬ 
preciation  and  depletion.  The  basis 
upon  which  exhaustion,  wear  and  tear, 
obsolescence,  and  depletion  will  be  al¬ 
lowed  in  respect  of  any  property  is  the 
same  as  is  provided  in  section  113  (a), 
adjusted  as  provided  in  section  113  (b), 
for  the  purpose  of  determining  the  gain 
from  the  sale  or  other  disposition  of  such 
property,  except  that  as  provided  in 
§  39.23  (m)-21  in  the  case  of  the  cutting 
of  timber  w’hich  is  considered  to  be  a  sale 
or  exchange  of  such  timber  under  sec¬ 
tion  117  (k)  (1),  the  basis  shall  be  the 
fair  market  value  of  such  timber  as  of 
the  first  day  of  the  taxable  year  in  which 
it  is  cut;  and  except  as  provided  in  §  39.23 
(m)-3,  relating  to  depletion  based  on 
discovery  value,  in  §  39.23  (m)-4,  relat¬ 
ing  to  percentage  depletion  in  the  case 
of  oil  and  gas  wells,  in  §  39.23  (m)-5, 
relating  to  percentage  depletion  in  the 
case  of  certain  minerals,  and  in  sections 
23  (cc)  (3)  and  23  (ff)  (4),  relating  to 
basis  for  depletion. 

§  39.115  (a)  Statutory  provisions;  dis- 
tributiojis  by  corporations;  definition  of 
dividend. 

Sec.  115.  Distributions  by  corporations-^ 
(a)  Definition  of  dividend.  The  term  “divi¬ 
dend"  when  used  in  this  chapter  (except  In 
section  201  (c)  (5),  section  204  (c)  (11) 
and  section  207  (a)  (2)  and  (b)  (3)  (where 
the  reference  Is  to  dividends  of  Insurance 
companies  paid  to  policyholders) )  means 
any  distribution  made  by  a  corporation  to  Its 
shareholders,  whether  In  money  or  in  other 
property,  (1)  out  of  its  earnings  or  profits 
accumulated  after  February  28,  1913,  or 
(2)  out  of  the  earnings  or  profits  of  the  tax¬ 
able  year  (computed  as  of  the  close  of  the 
taxable  year  without  diminution  by  reason 
of  any  distributions  made  during  the  tax¬ 
able  year),  without  regard  to  the  amount  of 
the  earnings  and  profits  at  the  time  the  dis¬ 
tribution  was  made.  In  the  case  of  a  cor¬ 
poration  which,  under  the  law  applicable  to 
the  taxable  year  In  which  the  distribution  is 
made,  Is  a  personal  holding  company,  or 
which,  for  the  taxable  year  In  respect  of 
which  the  distribution  is  made  under  section 
504  (c)  or  section  506  or  a  corresponding 
provision  of  a  prior  Income-tax  law.  Is  a  per¬ 
sonal  holding  company  under  the  law  appli¬ 
cable  to  such  taxable  year,  such  term  also 
means  any  distribution  (whether  or  not  a 
dividend  as  defined  in  the  preceding  sen¬ 
tence)  to  Its  shareholders,  whether  In  money 
or  In  other  property,  to  the  extent  of  Its  sub¬ 
chapter  A  net  Income,  less  the  sum  of  the 
following: 

(1)  The  net  operating  loss  credit  provided 
In  section  26  (c)  (1); 

(2)  The  dividend  carry-over  provided  In 
section  27  (c);  and 

(3)  'The  deduction  for  amounts  for  retire¬ 
ment  of  Indebtedness  provided  In  section 
504  (b). 

[Sec.  115  (a)  as  amended  by  secs.  166,  186 
(a)  (1),  Rev.  Act  1942;  sec.  512  (a).  Rev.  Act 
1943;  sec.  1,  Pub.  Law  113  (80th  Cong.)  ( 

§  39.115  (a)-l  Dividends,  (a)  The 
term  "dividend”  for  the  purpose  of  chap¬ 
ter  1  (except  when  used  in  section  201 
(c)  (5),  section  204  (c)  (11) ,  and  section 
207  (a)  (2)  and  (b)  (3)  where  the  refer¬ 
ence  is  to  dividends  of  in-surance  com¬ 
panies  paid  to  policyholders)  comprises 
any  distribution  in  the  ordinary  course 
of  business,  even  though  extraordinary 
in  amount,  made  by  a  domestic  or  for¬ 
eign  corporation  to  its  shareholders  out 
of  either — 
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(1)  Earnings  or  profits  accumulated 
since  February  28,  1913,  or 

(2)  Earnings  or  profits  of  the  taxable 
year  computed  without  regard' to  the 
amount  of  the  earnings  or  profits 
(whether  of  such  year  or  accumulated 
since  February  28.  1913)  at  the  time  the 
distribution  was  made. 

The  earnings  or  profits  of  the  taxable 
year  shall  be  computed  as  of  the  close 
of  such  year,  without  diminution  by  rea¬ 
son  of  any  distributions  made  during  the 
taxable  year.  For  the  purpose  of  de¬ 
termining  whether  a  distribution  con¬ 
stitutes  a  dividend,  it  is  unnecessary  to 
ascertain  the  amount  of  the  earnings 
and  profits  accumulated  since  February 
28.  1913,  if  the  earnings  and  profits  of 
the  taxable  year  are  equal  to  or  in  excess 
of  the  total  amount  of  the  distributions 
made  within  such  year. 

(b)  In  the  case  of  a  corporation 
which,  under  the  law  applicable  to  the 
taxable  year  in  which  a  distribution  is 
made,  is  a  personal  holding  company  or 
which,  for  the  taxable  year  in  respect  of 
which  a  distribution  is  made  under  sec¬ 
tion  504  (c),  relating  to  dividends  paid 
within  2*2  months  after  the  close  of 
the  taxable  year,  or  section  506,  relating 
to  deficiency  dividends,  or  correspond¬ 
ing  provisions  of  a  prior  income-tax  law, 
was  under  the  applicable  law  a  personal 
holding  company,  the  term  “dividend,” 
in  addition  to  the  meaning  set  forth  in 
the  first  sentence  of  section  115  (a),  also 
means  a  distribution  to  its  shareholders 
as  follows:  A  distribution  within  a  tax¬ 
able  year  of  the  corporation,  or  of  a 
shareholder,  is  a  dividend  to  the  extent 
of  the  corporation’s  subchapter  A  net  in¬ 
come  less  the  sum  of  the  net  operating 
loss  credit  provided  in  section  26  (c)  (1) , 
the  dividend  carry-over  provided  in  sec¬ 
tion  27  (c),  and  the  deduction  for 
amounts  for  retirement  of  indebtedness 
provided  in  section  504  (b),  for  the  tax¬ 
able  year  in  which,  or,  in  the  case  of  a 
distribution  under  section  504  (c>  or  sec¬ 
tion  506,  the  taxable  year  in  respect  of 
which,  the  distribution  is  made. 

(c)  The  term  “dividend”  does  not  in¬ 
clude  distributions  under  section  115  (c), 
relating  to  distributions  in  liquidation, 
section  115  (e),  relating  to  distributions 
by  personal  service  corporations,  or  sec¬ 
tion  115  (f),  relating  to  stock  dividends, 
or  certain  distributions  by  insurance 
companies.  In  all  other  cases  the  term 
includes  any  distribution  to  shareholders 
to  the  extent  made  out  of  accumulated 
or  current  earnings  or  profits. 

(d)  A  taxable  distribution  made  by  a 
corporation  to  its  shareholders  shall  be 
included  in  the  gross  income  of  the  dis¬ 
tributees  when  the  cash  or  other  prop¬ 
erty  is  unqualifiedly  made  subject  to 
tlieir  demands. 

(e)  The  application  of  section  115  (a) 
may  be  illustrated  by  the  following 
examples: 

Example  (1).  At  the  beginning  of  the  cal¬ 
endar  year  1952,  the  M  Corp>oratlon  had  an 
operating  deficit  of  $200,000  and  the  earnings 
or  profits  for  the  year  amounted  to  $100,000. 
Beginning  on  March  16,  1952,  the  corpora¬ 
tion  made  quarterly  distributions  of  $25,000 
during  the  taxable  year  to  its  shareholders. 
Each  distribution  Is  a  taxable  dividend  in 


full,  Irrespective  of  the  actual  or  the  pro 
rata  amount  of  the  earnings  or  profits  on 
hand  at  any  of  the  dates  of  distribution,  since 
the  total  distributions  made  during  the  year 
($100,000)  did  not  exceed  the  total  earnings 
or  profits  of  the  year  ($100,000). 

Example  (2) .  At  the  beginning  of  the  cal¬ 
endar  year  1952,  the  N  Corporation,  a  per¬ 
sonal  holding  company,  had  no  accumulated 
earnings  or  profits.  During  that  year  it 
made  no  earnings  or  profits  but  its  subchap¬ 
ter  A  net  income,  due  to  the  disallowance  of 
certain  deductions,  was  $16,000.  It  distrib¬ 
uted  to  shareholders  on  December  15,  1952, 
$15,000,  and  on  February  1,  1953,  $1,000,  the 
latter  amount  being  claimed  as  a  deduction 
under  section  504  (c)  In  its  personal  holding 
company  return  for  1952  filed  on  March  15, 
1953.  Both  distributions  are  taxable  divi¬ 
dends  in  full,  since  they  do  not  exceed  the 
subchapter  A  net  income  for  1952,  the  tax¬ 
able  year  in  which  the  distribution  of  $15,000 
was  made  and  with  respect  to  which  the  dis¬ 
tribution  of  $1,000  was  made.  It  Is  immate¬ 
rial  whether  the  N  Corporation  is  a  personal 
holding  company  for  the  taxable  year  1953  or 
whether  it  had  any  income  for  that  year. 

Example  (3).  In  1952,  a  deficiency  in  per¬ 
sonal  holding  company  tax  was  established 
against  the  O  Corporation  for  the  taxable 
year  1948  in  the  amount  of  $35,500  based  on 
an  undistributed  subchapter  A  net  income 
of  $42,000  which  consisted  of  a  subchapter 
A  net  income  of  $52,000  minus  a  deduction 
of  $10,000  for  amounts  used  for  retirement  of 
Indebtedness  provided  in  section  504  (b). 
The  O  Corporation  complied  with  the  provi¬ 
sions  of  section  506  and  in  December  1952 
distributed  $42,000  to  its  stockholders  as 
“deficiency  dividends.”  The  distribution  of 
$42,000  is  a  taxable  dividend  since  It  does  not 
exceed  $42,000  (subchapter  A  net  Income  of 
$52,000  for  1948,  the  taxable  year  with  respect 
to  which  the  distribution  was  made,  minus 
the  deduction  for  retirement  of  indebtedness 
of  $10,000).  It  is  Immaterial  whether  the  O 
Corporation  is  a  personal  holding  company 
for  the  taxable  year  1952  or  whether  it  had 
any  income  for  that  year. 

Example  (4).  At  the  beginning  of  the 
taxable  year  1952,  the  P  Corporation,  a  per¬ 
sonal  holding  company,  had  a  deficit  in  earn¬ 
ings  and  profits  of  $200,000.  During  that 
year  it  made  earnings  and  profits  of  $55,000. 
For  that  year,  however,  it  had  a  subchapter 
A  net  income  of  $100,000,  a  net  operating  loss 
credit  under  section  26  (c)  (1)  of  $10,000 
and  a  deduction  for  retirement  of  indebted¬ 
ness  under  section  504  (b)  of  $10,000.  Dur¬ 
ing  such  taxable  year  it  distributed  to  its 
shareholders  $100,000.  The  distribution  of 
$100,000  is  a  taxable  dividend  to  the  extent 
of  $80,000  (subchapter  A  net  income  of  $100,- 
000  minus  the  net  operating  loss  credit  of 
$10,000  and  the  deduction  for  retirement 
of  Indebtedness  of  $10,000).  No  interest 
shall  be  allowed  or  paid  in  respect  of  any 
overpayment  of  tax  resulting  from  the  inclu¬ 
sion  in  taxable  income  by  any  shareholder  of 
his  proportionate  share  of  the  distribution 
of  $100,000. 

Example  (5).  If  the  facts  were  the  same 
as  in  example  (4)  except  that  the  P  Corpora¬ 
tion  had  earnings  and  profits  for  the  taxable 
year  1952  of  $90,000,  the  distribution  of 
$100,000  would  be  a  taxable  dividend  to  the 
extent  of  $90,000  since  its  earnings  and 
profits  for  that  year,  $90,000,  exceed  $80,000 
(subchapter  A  net  income  of  $100,000  minus 
the  net  operating  loss  credit  of  $10,000  and 
the  deduction  for  retirement  of  indebtedness 
of  $10,000). 

§  39.115  (a)-2  Earnings  or  profits. 

(a)  In  determining  the  amount  of  earn¬ 
ings  or  profits  (whether  of  the  taxable 
year,  or  accumulated  since  February  28, 
1913,  or  accumulated  before  March  1, 
1913)  due  consideration  must  be  given 
to  the  facts,  and,  while  mere  bookkeep¬ 


ing  entries  increasing  or  decreasing  sur¬ 
plus  will  not  be  conclusive,  the  amount 
of  the  earnings  or  profits  in  any  case  will 
be  dependent  upon  the  method  of  ac¬ 
counting  properly  employed  in  comput¬ 
ing  net  income.  For  instance,  a  corpo¬ 
ration  keeping  its  books  and  filing  its 
income  tax  returns  under  sections  41,  42, 
and  43  on  the  cash  receipts  and  disburse¬ 
ments  basis  may  not  use  the  accrual 
basis  in  determining  earnings  and  prof¬ 
its;  a  corporation  computing  income  on 
the  installment  basis  as  provided  in  sec¬ 
tion  44  shall,  with  respect  to  the  install¬ 
ment  transactions,  compute  earnings  and 
profits  on  such  basis;  and  an  insurance 
company  subject  to  taxation  under  sec¬ 
tion  204  shall  exclude  from  earnings  and 
profits  that  portion  of  any  premium 
which  is  unearned  under  the  provisions 
of  section  204  (b)  (5)  and  which  is  segre¬ 
gated  accordingly  in  the  unearned  pre¬ 
mium  reserve. 

(b)  Among  the  items  entering  into  the 
computation  of  corporate  earnings  or 
profits  for  a  particular  period  are  all  in¬ 
come  exempted  by  statute,  income  not 
taxable  by  the  Federal  Government  un¬ 
der  the  Constitution,  as  well  as  all  items 
includible  in  gross  income  under  section 
22  (a)  or  corresponding  provisions  of 
prior  Revenue  Acts.  Gains  and  losses 
within  the  purview’  of  section  112  or  cor¬ 
responding  provisions  of  prior  Revenue 
Acts  are  brought  into  the  earnings  and 
profits  at  the  time  and  to  the  extent  such 
gains  and  losses  are  recognized  under 
that  section  (see  §39.115  (e)-l).  In¬ 
terest  on  State  bonds  and  certain  other 
obligations,  although  not  taxable  when 
received  by  a  corporation,  is  taxable  to 
the  same  extent  as  other  dividends  when 
distributed  to  shareholders  in  the  form 
of  dividends. 

(c )  ( 1 )  In  the  case  of  a  corporation  in 
which  depletion  or  depreciation  is  a  fac¬ 
tor  in  the  determination  of  income,  the 
only  depletion  or  depreciation  deduc¬ 
tions  to  be  considered  in  the  computa¬ 
tion  of  the  total  earnings  and  profits  are 
those  based  on  cost  or  other  basis  with¬ 
out  regard  to  March  1,  1913,  value.  In 
computing  the  earnings  and  profits  for 
any  period  beginning  after  February  28, 
1913,  the  only  depletion  or  depreciation 
deductions  to  be  considered  are  those 
based  on  (i)  costs  or  other  basis,  if  the 
depletable  or  depreciable  asset  was  ac¬ 
quired  subsequent  to  February  28,  1913, 
or  (ii)  adjusted  cost  or  March  1,  1913. 
value,  whichever  is  higher,  if  acquired 
before  March  1, 1913.  Thus,  discovery  or 
percentage  depletion  under  all  Revenue 
Acts  for  mines  and  oil  and  gas  wells  is 
not  to  be  taken  into  consideration  in 
computing  the  earnings  and  profits  of 
a  corporation.  Similarly,  where  the 
basis  of  property  in  the  hands  of  a  cor¬ 
poration  is  a  substituted  basis,  such 
basis,  and  not  the  fair  market  value  of 
the  property  at  the  time  of  the  acquisi¬ 
tion  by  the  corporation,  is  the  basis  for 
computing  depletion  and  depreciaUon 
for  the  purpose  of  determining  carninss 
and  profits  of  the  corporation. 

(2)  The  application  of  subparagraF 
(1)  of  this  paragraph  may  be  illustrated 
by  the  following  example: 
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Example.  Oil  producing  property  which 
A  had  acquired  in  1946  at  a  cost  of  $28,000 
was  transferred  to  the  Y  Corporation  in  De¬ 
cember  1948,  in  exchange  for  all  of  its  capital 
stock.  The  fair  market  value  of  the  stock 
and  of  the  property  as  of  the  date  of  the 
transfer  was  $247,000.  The  Y  Corporation, 
after  four  years’  operations,  effected  in  1952 
a  cash  distribution  to  A  in  the  amount  of 
$165,000.  In  determining  the  extent  to  which 
the  earnings  and  profits  of  the  Y  Corporation 
available  for  dividend  distributions  have  been 
Increased  as  the  result  of  production  and 
sale  of  oil,  the  depletion  to  be  taken  into 
account  is  to  be  computed  upon  the  basis  of 
$28  000  established  in  the  nontaxable  ex¬ 
change  in  1948  regardless  of  the  fair  market 
value  of  the  property  or  of  the  stock  issued 
in  exchange  therefor. 

(d)  A  loss  sustained  for  a  year  before 
the  taxable  year  does  not  affect  the  earn¬ 
ings  or  profits  of  the  taxable  year.  How¬ 
ever,  in  determining  the  earnings  or 
profits  accumulated  since  February  28, 
1913,  the  excess  of  a  loss  sustained  for  a 
year  subsequent  to  February  28,  1913, 
over  the  undistributed  earnings  or  profits 
accumulated  since  February  28,  1913, 
and  before  the  year  for  which  the  loss 
was  sustained,  reduces  surplus  as  of 
March  1,  1913,  to  the  extent  of  such 
excess.  And,  if  the  surplus  as  of  March 
1,  1913,  was  suflBcient  to  absorb  such 
excess,  distributions  to  shareholders  after 
the  year  of  the  loss  are  out  of  earnings 
or  profits  accumulated  since  the  year  of 
the  loss  to  the  extent  of  such  earnings. 

(e)  With  respect  to  the  effect  on  the 
earnings  or  profits  accumulated  since 
February  28,  1913,  of  distributions  made 
on  or  after  January  1,  1916,  and  before 
August  6,  1917,  out  of  earnings  or  profits 
accumulated  before  March  1, 1913,  which 
distributions  were  specifically  declared 
to  be  out  of  earnings  or  profits  accumu¬ 
lated  before  March  1,  1913,  see  section 
31  (b)  of  the  Revenue  Act  of  1916,  as 
amended  by  section  1211  of  the  Revenue 
Act  of  1917. 

§39.115  (a)-3  Effect  on  earnings  or 
vrofits  of  certain  tax-free  exchanges  and 
tax-free  distributions,  (a)  If,  under  the 
law  applicable  to  the  year  in  which  any 
transfer  or  exchange  of  property  after 
February  28,  1913,  was  made  (including 
transfers  in  connection  with  a  reorgan¬ 
ization  or  a  complete  liquidation  under 
section  112  (b)  (6)  and  intercompany 
transfers  of  property  during  a  period  of 
affiliation),  gain  or  loss  was  not  recog- 
ffized  (or  was  recognized  only  to  the  ex¬ 
tent  of  the  property  received  other  than 
that  permitted  by  such  law  to  be  received 
without  the  recognition  of  gain),  then 
proper  adjustment  and  allocation  of  the 
^rnings  or  profits  of  the  transferor  shall 
be  made  as  between  the  transferor  and 
transferee  corporations. 

(b)  If  a  transaction  described  in  para- 
^aph  (a)  of  this  section  has  occurred, 
there  shall  be  included  in  the  accumu¬ 
lated  earnings  and  profits  of  the  trans¬ 
feree  cox'poration  as  of  the  day  on  which 
such  transaction  occurred  the  propor¬ 
tionate  part  of  any  earnings  and  profits 
of  the  transferor  corporation  accumu- 
^ted  as  of  such  day  and  properly 
allocable  to  the  transferee;  and  there 
shall  be  included  in  the  current  earnings 
and  profits  of  the  transferee  for  the  tax¬ 


able  year  of  the  transferee  in  which 
such  transaction  occurred  the  propor¬ 
tionate  part  of  the  earnings  and  profits 
of  the  transferor  accumulated  after  the 
beginning  of  such  taxable  year  and  prop¬ 
erly  allocable  to  the  transferee.  The 
amount  so  included  in  the  current  earn¬ 
ings  and  profits  of  the  transferee  shall 
not  exceed  such  proportionate  part  of 
the  earnings  and  profits  of  the  transferor 
accumulated  as  of  the  day  on  which  such 
transaction  occurred. 

(c)  The  general  rule  provided  in  sec¬ 
tion  115  (b)  that  every  distribution  is 
made  out  of  earnings  or  profits  to  the 
extent  thereof  and  from  the  most  re¬ 
cently  accumulated  earnings  or  profits 
does  not  apply  to : 

(1)  The  distribution,  in  pursuance  of 
a  plan  of  reorganization,  by  or  on  behalf 
of  a  corporation  a  party  to  the  reorgan¬ 
ization,  to  its  shareholders — 

(1)  Of  stock  or  securities  in  such  cor¬ 
poration  or  in  another  corporation  a 
party  to  the  reorganization  in  any  tax¬ 
able  year  beginning  before  January  1, 
1934,  without  the  surrender  by  the  dis¬ 
tributees  of  stock  or  securities  in  such 
corporation  (see  section  112  (g)  of  the 
Revenue  Act  of  1932) ;  or 

(ii)  Of  stock  (other  than  preferred 
stock)  in  another  corporation  which  is  a 
party  to  the  reorganization  without  the 
surrender  by  the  distributees  of  stock  in 
the  distributing  corporation  if  the  dis¬ 
tribution  occurs  after  October  20,  1951 
(see  section  112  (b)  (ID);  or 

(iii)  Of  stock  or  securities  in  such  cor¬ 
poration  or  in  another  corporation  a 
party  to  the  reorganization  in  any  tax¬ 
able  year  (beginning  before  January  1, 
1939,  or  on  or  after  such  date)  in  ex¬ 
change  for  its  stock  or  securities  (see 
section  112  (b)  (3) ) 

if  no  gain  to  the  distributees  from  the 
receipt  of  such  stock  or  securities  was 
recognized  by  law. 

(2)  The  distribution  in  any  taxable 
year  (beginning  before  January  1,  1939, 
or  on  or  after  such  date)  of  stock  or 
securities,  or  other  property  or  money, 
to  a  corporation  in  complete  liquidation 
of  another  corporation,  under  the  cir¬ 
cumstances  described  in  section  112  (b) 
(6)  of  the  Revenue  Act  of  1936,  or  of  the 
Revenue  Act  of  1938,  or  of  the  Internal 
Revenue  Code, 

(3)  The  distribution  in  any  taxable 
year  (beginning  after  December  31, 1938) 
of  stock  or  securities,  or  other  property 
or  money,  in  the  case  of  an  exchange  or 
distribution  described  in  section  371  (re¬ 
lating  to  exchanges  and  distributions  in 
obedience  to  orders  of  the  Securities  and 
Exchange  Commission) ,  if  no  gain  to  the 
distributees  from  the  receipt  of  such 
stock,  seemities,  or  other  property  or 
money  was  recognized  by  law, 

(4)  A  stock  dividend  which  was  not 
subject  to  tax  in  the  hands  of  the  dis¬ 
tributee  because  either  it  did  not  con¬ 
stitute  income  to  him  within  the  mean¬ 
ing  of  the  sixteenth  amendment  to  the 
Constitution  or  because  exempt  to  him 
under  section  115  (f )  of  the  Revenue  Act 
of  1934  or  a  corresponding  provision  of 
a  prior  Revenue  Act. 

(5)  The  distribution,  in  a  taxable  year 
of  the  distributee  beginning  after  De¬ 


cember  31,  1931,  by  or  on  behalf  of  an 
insolvent  corporation,  in  connection  with 
a  section  112  (b)  (10)  reorganization,  of 
stock  or  securities  in  a  corporation  or¬ 
ganized  or  made  use  of  to  effectuate  the 
plan  of  reorganization,  if  under  section 
112  (1)  no  gain  to  the  distributee  from 
the  receipt  of  such  stock  or  securities 
was  recognized  by  law, 

A  distribution  described  in  subparagraph 
(1),  (2),  (3),  (4),  or  (5)  of  this  para¬ 
graph  does  not  diminish  the  earnings  or 
profits  of  any  corporation.  In  such 
cases,  the  earnings  or  profits  remain  in¬ 
tact  and  available  for  distribution  as  div¬ 
idends  by  the  corporation  making  such 
distribution,  or  by  another  corporation 
to  which  the  earnings  or  profits  are 
transferred  upon  such  reorganization  or 
other  exchange.  In  the  case,  however, 
of  amounts  distributed  in  liquidation 
(other  than  a  tax-free  liquidation  or  re¬ 
organization  described  in  subparagraph 
(1),  (2),  (3),  or  (5)  of  this  paragraph) 
the  earnings  or  profits  of  the  corporation 
making  the  distribution  are  diminished 
by  the  portion  of  such  distribution  prop¬ 
erly  chargeable  to  earnings  or  profits  ac¬ 
cumulated  after  February  28,  1913,  after 
first  deducting  from  the  amount  of  such 
distribution  the  portion  thereof  allocable 
to  capital  account. 

(d)  For  the  purposes  of  this  section, 
the  terms  “reorganization”  and  “party 
to  the  reorganization”  shall,  for  any  tax¬ 
able  year  beginning  before  January  1, 

1934,  have  the  meanings  assigned  to 
such  terms  in  section  112  of  the  Revenue 
Act  of  1932;  for  any  taxable  year  begin¬ 
ning  after  December  31,  1933,  and  be¬ 
fore  January  1,  1936,  have  the  meanings 
assigned  to  such  terms  in  section  112  of 
the  Revenue  Act  of  1934;  for  any  tax¬ 
able  year  beginning  after  December  31, 

1935,  and  before  January  1,  1938,  have 
the  meanings  assigned  to  such  terms  in 
section  112  of  the  Revenue  Act  of  1936; 
and  for  any  taxable  year  beginning  after 
December  31, 1937,  and  before  January  1, 
1939,  have  the  meanings  assigned  to  such 
terms  in  section  112  of  the  Revenue  Act 
of  1938. 

§  39.115  (b)  Statutory  provisions; 
distributions  by  corporations:  source  of 
distribution. 

Sec.  115.  Distributions  by  corporations.. 

•  •  • 

(b)  Source  of  distributions.  For  the  pur¬ 
poses  of  this  chapter  every  distribution  is 
made  out  of  earnings  or  profits  to  the  ex¬ 
tent  thereof,  and  from  the  most  recently  ac¬ 
cumulated  earnings  or  profits.  Any  earnings 
or  profits  accumulated,  or  Increase  in  value 
of  property  accrued,  before  March  1.  1913, 
may  be  distributed  exempt  from  tax.  after 
the  earnings  and  profits  accumulated  after 
February  28,  1913,  have  been  distributed,  but 
any  such  tax-free  distribution  shall  be  ap¬ 
plied  against  and  reduce  the  adjusted  basis 
of  the  stock  provided  in  section  113.  The 
preceding  sentence  shall  not  apply  to  a  dis¬ 
tribution  which  is  a  dividend  within  the 
meaning  of  the  last  sentence  of  subsection 
(a). 

[Sec.  115  (b)  as  amended  by  sec.  186  (b). 
Rev.  Act  1942) 

§  39.115  (b)-l  Sources  of  distribution 
in  general,  (a)  For  the  purpose  of  in¬ 
come  taxation  every  distribution  made 
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by  a  corporation  is  made  out  of  earnings 
or  profits  to  the  extent  thereof  and  from 
the  most  recently  accumulated  earnings 
or  profits.  In  determining  the  source  of 
a  distribution,  consideration  should  be 
given  first,  to  the  earnings  or  profits  of 
the  taxable  year;  second,  to  the  earnings 
or  profits  accumulated  since  Pel^ruary  28, 
1913,  only  in  the  case  where,  and  to  the 
extent  that,  the  distributions  made  dur¬ 
ing  the  taxable  year  are  not  regarded  as 
out  of  the  earnings  or  profits  of  that 
year;  third,  to  the  earnings  or  profits 
accumulated  before  March  1,  1913,  only 
after  all  the  earnings  or  profits  of  the 
taxable  year  and  all  the  earnings  or 
profits  accumulated  since  February  28, 
1913,  have  been  distributed;  and,  fourth, 
to  sources  other  than  earnings  or  profits 
only  after  the  earnings  or  profits  have 
been  distributed. 

(b)  If  the  earnings  or  profits  of  the 
taxable  year  (computed  as  of  the  close  of 
the  year  without  diminution  by  reason 
of  any  distributions  made  during  the 
year  and  without  regard  to  the  amount 
of  earnings  or  profits  at  the  time  of  the 
distribution)  are  sufficient  in  amount  to 
cover  all  the  distributions  made  during 
that  year,  then  each  distribution  is  a  tax¬ 
able  dividend.  See  §  39.115  (a)-l.  If 
the  distributions  made  during  the  tax¬ 
able  year  exceed  the  earnings  or  profits 
of  such  year,  then  that  proportion  of 
each  distribution  which  the  total  of  the 
earnings  or  profits  of  the  year  bears  to 
the  total  distributions  made  during  the 
year  shall  be  regarded  as  out  of  the 
earnings  or  profits  of  that  year.  The 
F)ortion  of  each  such  distribution  which 
is  not  regarded  as  out  of  earnings  or 
profits  of  the  taxable  year  shall  be  con¬ 
sidered  a  taxable  dividend  to  the  extent 
of  the  earnings  or  profits  accumulated 
since  February  28,  1913,  and  available  on 
the  date  of  the  distribution.  In  any  case 
in  which  it  is  necessary  to  determine  the 
amount  of  earnings  or  profits  accumu¬ 
lated  since  February  28.  1913,  and  the 
actual  earnings  or  profits  to  the  date  of 
a  distribution  within  any  taxable  year 
(whether  beginning  before  January  1, 
1936,  or,  in  the  case  of  an  operating  de¬ 
ficit.  on  or  after  that  date)  cannot  be 
shown,  the  earnings  and  profits  for  the 
year  (or  accounting  period,  if  less  than 
a  year)  in  which  the  distribution  was 
made  shall  be  prorated  to  the  date  of  the 
distribution  not  counting  the  date  on 
which  the  distribution  was  made. 

(c)  The  provisions  of  this  section  may 
be  illustrated  by  the  following  example: 

Example.  At  the  beginning  of  the  calen¬ 
dar  year  1952,  the  M  Corporation  had  $12,000 
In  earnings  and  profits  accumulated  since 
February  28,  1913.  Its  earnings  and  profits 
for  1952  amounted  to  $30,000.  During  the 
year  it  made  quarterly  distributions  of 
$15,000  each.  Of  each  of  the  four  distribu¬ 
tions  made.  $7,500  (that  portion  of  $15,000 
which  the  amount  of  $30,000.  the  total  earn¬ 
ings  and  profits  of  the  taxable  year,  bears 
to  $60,000,  the  total  distributions  made  dur¬ 
ing  the  year)  was  paid  out  of  the  earnings 
and  profits  of  the  taxable  year;  and  of  the 
first  and  second  distributions,  $7,500  and 
$4,500,  respectively,  were  paid  out  of  the 
earnings  and  profits  accumulated  after  Feb¬ 
ruary  28,  1913,  and  before  the  taxable  year, 
as  follows: 


(d)  Any  distribution  by  a  corporation 
out  of  earnings  or  profits  accumulated 
before  March  1,  1913,  or  out  of  increase 
in  value  of  property  accrued  before 
March  1,  1913  (whether  or  not  realized 
by  sale  or  other  disposition,  and,  if  re¬ 
alized,  whether  before,  on,  or  after  March 
1,  1913),  is  not  a  dividend  within  the 
meaning  of  chapter  1. 

§  39.115  (c)  Statutory  provisions;  dis¬ 
tributions  by  corporations;  distributions 
in  liquidation. 

Sec.  115.  Distributions  by  corporations. 

*  •  • 

(c)  Distributions  in  liquidation.  Amounts 
distributed  in  complete  liquidation  of  a  cor¬ 
poration  shall  be  treated  as  in  full  payment 
in  exchange  for  the  stock,  and  amounts  dis¬ 
tributed  in  partial  liquidation  of  a  corpora¬ 
tion  shall  be  treated  as  in  part  or  full  pay¬ 
ment  in  exchange  for  the  stock.  The  gain 
or  loss  to  the  distributee  resulting  from  such 
exchange  shall  be  determined  under  section 
111,  but  shall  be  recognized  only  to  the  ex¬ 
tent  provided  in  section  112.  In  the  case  of 
amounts  distributed  (whether  before  Jan¬ 
uary  1.  1939,  or  on  or  after  such  date)  in 
partial  liquidation  (other  than  a  distribution 
to  which  the  provisions  of  subsection  (h)  of 
this  section  are  applicable)  the  part  of  such 
distribution  which  is  properly  chargeable  to 
capital  account  shall  not  be  considered  a 
distribution  of  earnings  or  profits.  If  any 
distribution  in  partial  liquidation  or  in  com¬ 
plete  liquidation  (including  any  one  of  a 
series  of  distributions  made  by  the  corpora¬ 
tion  in  complete  cancellation  or  redemption 
of  all  its  stock)  is  made  by  a  foreign  corpora¬ 
tion  which  with  respect  to  any  taxable  year 
beginning  on  or  before,  and  ending  after, 
August  26,  1937,  was  a  foreign  personal  hold¬ 
ing  company,  and  with  respect  to  which  a 
United  States  group  (as  defined  in  section 
331  (a)  (2))  existed  after  August  26.  1937, 
and  before  January  1,  1938,  then,  despite  the 
foregoing  provisions  of  this  subsection,  the 
gain  recognized  resulting  from  such  distribu¬ 
tion  shall  be  considered  as  a  gain  from  the 
sale  or  exchange  of  a  capital  asset  held  for 
not  more  than  6  months. 

[Sec.  115  (c)  as  amended  by  sec.  147,  Rev. 
Act  1942] 

§39.115  (c)-l  Distributions  in  liqui¬ 
dation.  (a)  Amounts  distributed  in 
complete  liquidation  of  a  corporation  are 
to  be  treated  as  in  full  payment  in  ex¬ 
change  for  the  stock,  and  amounts  dis¬ 
tributed  in  partial  liquidation  are  to  be 
treated  as  in  part  or  full  payment  in  ex¬ 
change  for  the  stock  so  canceled  or  re¬ 
deemed.  The  gain  or  loss  to  a  share¬ 
holder  from  a  distribution  in  liquidation 
is  to  be  determined,  as  provided  in  sec¬ 
tion  111  and  §  39.111-1,  by  comparing  the 
amount  of  the  distribution  with  the  cost 
or  other  basis  of  the  st(x;k  provided  in 
section  113;  but  the  gain  or  loss  will  be 
recognized  only  to  the  extent  provided 
in  section  112,  and  shall  be  subject  to  the 
provisions  of  section  117. 


(b)  The  term  “amounts  distributed  in 
partial  liquidation”  means  a  distribution 
by  a  corporation  in  complete  cancella¬ 
tion  or  redemption  of  a  part  of  its  stock, 
or  one  of  a  series  of  distributions  in  com¬ 
plete  cancellation  or  redemption  of  all  or 
a  portion  of  its  stock.  A  complete  can¬ 
cellation  or  redemption  of  a  part  of  the 
corporate  stock  may  be  accomplished, 
for  example,  by  the  complete  retirement 
of  all  the  shares  of  a  particular  prefer¬ 
ence  or  series,  or  by  taking  up  all  the 
old  shares  of  a  particular  preference  or 
series  and  issuing  new  shares  to  replace 
a  portion  thereof,  or  by  the  complete 
retirement  of  any  part  of  the  stock, 
whether  or  not  pro  rata  among  the 
shareholders, 

(c)  In  the  case  of  amounts  distributed 
in  partial  liquidation,  the  part  of  such 
distribution  which  is  properly  chargeable 
to  capital  account  shall  not  be  considered 
a  distribution  of  earnings  or  profits 
w’ithin  the  meaning  of  section  115  (b)  for 
the  purpose  of  determining  taxability  of 
subsequent  distributions  by  the  corpora¬ 
tion.  See  §§  39.27  (g)-l  and  39.115 
(a)-3. 

(d)  For  the  purposes  of  the  last  sen¬ 
tence  of  section  115  (c),  a  liquidation 
may  be  completed  before  the  actual  dis¬ 
solution  of  the  liquidating  corporation 
but  no  liquidation  is  completed  until  the 
liquidating  corporation  and  the  receiver 
or  trustees  in  liquidation  are  finally  di¬ 
vested  of  all  the  property  (both  tangible 
and  intangible). 

(e)  For  the  purposes  of  this  section 
the  determination  of  whether  a  foreign 
corporation  was  a  foreign  personal  hold¬ 
ing  company  with  respect  to  a  taxable 
year  beginning  on  or  before,  and  ending 
after  August  26,  1937,  shall  be  made  un¬ 
der  section  331  of  the  Revenue  Act  of 
1936  and  the  regulations  thereunder. 

(f)  The  provisions  of  this  section  may 
be  illustrated  by  the  following  examples: 

Example  (1).  A,  an  Individual  who  makes 
his  Income  tax  returns  on  the  calendar  year 
basis,  owns  20  shares  of  stock  of  the  P  Cor¬ 
poration,  a  domestic  corporation,  10  shares 
of  which  were  acquired  in  1941  at  a  cost  of 
$1,500,  and  the  remainder  of  10  shares  in 
December  1951  at  a  cost  of  $2,900.  He  re¬ 
ceives  in  April  1952  a  distribution  of  $250 
per  share  in  complete  liquidation,  or  $2,500 
on  the  10  shares  acquired  in  1941,  and  $2,500 
on  the  10  shares  acquired  in  December  1951. 
The  gain  of  $1,000  on  the  shares  acquired  in 
1941  Is  a  long-term  capital  gain  to  be  treated 
as  provided  in  section  117.  The  loss  of  $400 
on  the  shares  acquired  in  1951  is  a  short-term 
capital  loss  to  be  treated  as  provided  in 
section  117, 

Example  (2).  A,  an  individual  who  makes 
his  income  tax  returns  on  the  calendar  yeat 
basis,  owned  20  shares  of  participating 
ferred  stock  of  the  Z  Corporation,  10  shar« 
of  which  were  acquired  in  1943  for  $1,700  and 
10  shares  of  which  were  acquired  in  January 
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1952  for  $1,120.  In  May  1952  the  corporation 
In  a  transaction  qualifying  as  a  partial  liqui¬ 
dation  redeemed  the  entire  Issue  of  preferred 
stock  by  paying  the  holders  thereof  $152  per 
share.  A  received  $1,520  on  the  10  shares 
acquired  In  1943,  and  $1,520  on  the  10  shares 
acquired  In  January  1952.  The  loss  of  $180 
on  the  shares  acquired  In  1943  Is  a  long-term 
capital  loss  to  be  treated  as  provided  In  sec¬ 
tion  117.  The  gain  of  $400  on  the  shares^ 
acquired  In  January  1952  is  a  short-term  cap-  " 
Ital  gain  to  be  treated  as  provided  in  section 
117. 

§39.115  (d)  Statutory  provisions; 

distributions  by  corporations;  other  dis¬ 
tributions  from  capital. 

Sec.  115.  Distributions  by  corporations. 

•  •  • 

(d)  Other  distributions  from  capital.  If 
any  distribution  made  by  a  corporation  to 
its  shareholders  Is  not  out  of  Increase  In 
value  of  property  accrued  before  March  1, 
1913,  and  is  not  a  dividend,  then  the  amount 
of  such  distribution  shall  be  applied  against 
and  reduce  the  adjusted  basis  of  the  stock 
provided  In  section  113,  and  if  In  excess  of 
such  basis,  such  excess  shall  be  taxable  In 
the  same  manner  as  a  gain  from  the  sale  or 
exchange  of  property.  This  subsection  shall 
not  apply  to  a  distribution  in  partial  or  com¬ 
plete  liquidation  or  to  a  distribution  which, 
under  subsection  (f)  (1),  is  not  treated  as  a 
dividend,  whether  or  not  otherwise  a  divi¬ 
dend. 

(Sec.  115  (d)  as  amended  by  sec.  214  (b), 
Rev.  Act  1939] 

§  39.115  (d)-l  Distributions  other 
than  a  dividend,  (a)  Under  section  115 
(d),  any  distribution  (including  a  dis¬ 
tribution  out  of  earnings  or  profits  ac¬ 
cumulated  before  March  1,  1913)  other 
than : 

(1)  A  dividend  (see  §§  39.115  (a)-l 
and  39.115  (b)-l), 

(2)  A  distribution  out  of  increase  in 
value  of  property  accrued  before  March 
1,  1913, 

(3)  A  distribution  in  partial  or  com¬ 
plete  liquidation  (see  §  39.115  (c)-l),  or 

(4)  A  distribution  which,  under  sec¬ 
tion  115  (f )  (1) ,  is  not  treated  as  a  divi¬ 
dend  (see  §39.115  (f)-l, 

shall  be  applied  against  and  reduce  the 
adjusted  basis  of  the  stock  provided  in 
section  113  and  shall  be  taxable  to  the 
recipient  if,  and  to  the  extent  that,  such 
distribution  exceeds  such  basis.  The 
provisions  of  this  paragraph  are  applica¬ 
ble  to  such  distributions  received  by  one 
corporation  from  another  corporation. 
A  distribution  out  of  increase  in  value 
of  property  accrued  before  March  1, 
1913,  shall  be  applied  against  and  reduce 
the  adjusted  basis  of  the  stock  provided 
ill  section  113  (b) ,  but  the  fact  that  such 
distribution  Is  in  excess  of  such  basis 
does  not  render  such  excess  subject 
to  tax. 

(b)  The  application  of  paragiaph  (a) 
of  this  section  may  be  illustrated  by  the 
following  example: 

Example.  In  1952  the  M  Corporation  pur¬ 
chased  certain  shares  of  stock  In  the  O  Cor¬ 
poration  for  $10,000.  During  that  year  the 
M  Corporation  received  a  distribution  from 
the  O  Corporation  of  $2,000  paid  out  of 
earnings  or  profits  of  the  O  Corporation 
accumulated  before  March  1,  1913.  This 
distribution  must  be  applied  by  the  M  Cor¬ 
poration  against  the  basis  of  its  stock  in 
the  o  (Corporation  reducing  such  basis  to 


$8,000.  The  $2,000  does  not  constitute  a 
part  of  the  earnings  or  profits  of  the  M  Cor¬ 
poration.  If  the  M  Corporation  subse¬ 
quently  sells  the  stock  of  the  O  Corporation 
for  $9,000,  it  realizes  a  gain  of  $1,000,  which 
constitutes  a  part  of  its  earnings  or  profits 
for  the  year  in  which  the  stock  is  sold.  If 
the  distribution  had  amounted  to  $14,(X)0, 
the  gain  of  $4,000  would  be  taxable  to  the 
M  Corporation  and  would  have  constituted 
a  part  of  the  earnings  or  profits  of  that  cor¬ 
poration  for  the  year  in  which  the  distribu¬ 
tion  was  made. 

§  39.115  (d)-2  Distributions  from  de¬ 
pletion  or  depreciation  reserves.  A  re¬ 
serve  set  up  out  of  gross  income  by  a 
corporation  and  maintained  for  the  pur¬ 
pose  of  making  good  any  loss  of  capital 
assets  on  account  of  depletion  or  de¬ 
preciation  is  not  a  part  of  surplus  out  of 
which  ordinary  dividends  may  be  paid. 
A  distribution  made  from  a  depletion  or 
a  depreciation  reserve  based  upon  the 
cost  or  other  basis  of  the  property  will 
not  be  considered  as  having  been  paid 
out  of  earnings  or  profits,  but  the  amount 
thereof  shall  be  applied  against  and  re¬ 
duce  the  cost  or  other  basis  of  the  stock 
upon  which  declared.  If  such  a  distri¬ 
bution  is  in  excess  of  the  basis,  the  ex¬ 
cess  shall  be  taxed  as  a  gain  from  the 
sale  or  other  disposition  of  property  as 
provided  in  §  39.111-1.  A  distribution 
from  a  depletion  reserve  based  upon 
discovery  value  to  the  extent  that  such 
reserve  represents  the  excess  of  the  dis¬ 
covery  value  over  the  cost  or  other  basis 
for  determining  gain  or  loss,  is,  when 
received  by  the  shareholders,  taxable  as 
an  ordinary  dividend.  The  amount  by 
which  a  corporation’s  percentage  de¬ 
pletion  allowance  for  any  year  exceeds 
depletion  sustained  on  cost  or  other 
basis,  that  is,  determined  without  re¬ 
gard  to  discovery  or  percentage  deple¬ 
tion  allowances  for  the  year  of  distribu¬ 
tion  or  prior  years,  constitutes  a  part  of 
the  corporation’s  “earnings  or  profits  ac¬ 
cumulated  after  February  28,  1913,” 
within  the  meaning  of  section  115,  and, 
upon  distribution  to  shareholders,  is  tax¬ 
able  to  them  as  a  dividend.  A  distribu¬ 
tion  made  from  that  portion  of  a  deple¬ 
tion  reserve  based  upon  a  valuation  as 
of  March  1,  1913,  which  is  in  excess  of 
the  depletion  reserve  based  upon  cost, 
will  not  be  considered  as  having  been 
paid  out  of  earnings  or  profits,  but  the 
amount  of  the  distribution  shall  be  ap¬ 
plied  against  and  reduce  the  cost  or 
other  basis  of  the  stock  upon  which 
declared.  See  §§  39.111-1  and  39.115 
(d)-l.  No  distribution,  however,  can 
be  made  from  such  a  reserve  until  all 
the  earnings  or  profits  of  the  corpora¬ 
tion  have  first  been  distributed. 

§39.115  (ei  —  (f)  Statutory  provisions; 
distributions  by  corporations;  distribu¬ 
tions  by  personal  service  corporations; 
stock  dividends. 

Sec.  115.  Distributions  by  corporations. 

•  •  • 

(e)  Distributions  by  personal  service  cor¬ 
porations.  Any  distribution  made  by  a  cor¬ 
poration,  which  was  classified  as  a  personal 
service  corporation  under  the  provisions  of 
the  Revenue  Act  of  1918  or  the  Revenue  Act 
of  1921,  out  of  its  earnings  or  profits  which 
were  taxable  in  accordance  with  the  provi¬ 
sions  of  section  218  of  the  Revenue  Act  of 


1918,  40  Stat.  1070,  or  section  218  of  the 
Revenue  Act  of  1921,  42  Stat.  245,  shall  be 
exempt  from  tax  to  the  distributees. 

(f)  Stock  dividends — (1)  General  rule. 
A  distribution  made  by  a  corporation  to  its 
shareholders  in  its  stock  or  in  rights  to 
acquire  its  stock  shall  not  be  treated  as  a 
dividend  to  the  extent  that  it  does  not  con¬ 
stitute  income  to  the  shareholder  within 
the  meaning  of  the  Sixteenth  Amendment 
to  the  Constitution. 

(2)  Election  of  shareholders  as  to  medium 
of  payment.  Whenever  a  distribution  by  a 
corporation  is,  at  the  election  of  any  of  the 
shareholders  (whether  exercised  before  or 
after  the  declaration  thereof),  payable  either 
(A)  in  its  stock  or  in  rights  to  acquire  its 
stock,  of  a  class  which  if  distributed  without 
election  would  be  exempt  from  tax  under 
paragraph  (1),  or  (B)  in  money  or  any 
other  property  (including  its  stock  or  in 
rights  to  acquire  its  stock,  of  a  class  which 
if  distributed  without  election  would  not  be 
exempt  from  tax  under  paragraph  ( 1 ) ) ,  then 
the  distribution  shall  constitute  a  taxable 
dividend  in  the  hands  of  all  shareholders, 
regardless  of  the  medium  in  which  paid. 

§  39.115  (f)-l  Stock  dividends.  A 

distribution  made  by  a  corporation  to 
its  shareholders  in  its  stock  or  in  rights 
to  acquire  its  stock  shall  be  treated  as  a 
dividend  to  the  full  extent  that  it  consti¬ 
tutes  income  to  the  shareholders  within 
the  meaning  of  the  sixteenth  amend¬ 
ment  to  the  Constitution.  A  distribu¬ 
tion  made  by  a  corporation  to  its  share¬ 
holders  in  its  stock  or  in  rights  to  acquire 
its  stock  which  would  not  otherwise  be 
treated  as  a  dividend  shall  not  be  so 
treated  merely  because  such  distribution 
was  made  out  of  treasury  stock  or  con¬ 
sisted  of  rights  to  acquire  treasury  stock. 

§  39.115  (f)-2  Election  of  share¬ 
holders  as  to  medium  of  payment,  (a) 
If  the  shareholder  has  the  right  to  an 
election  or  option  with  respect  to 
whether  a  distribution  shall  be  paid 
either  in  money  or  any  other  property 
or  in  stock  or  rights  to  acquire  stock 
of  a  class  which,  if  distributed  without 
an  election,  would  not  constitute  income 
within  the  meaning  of  the  sixteenth 
amendment  to  the  Constitution,  then 
the  entire  distribution  is  a  taxable  div¬ 
idend  regardless  of — 

(1)  Whether  the  distribution  is  ac¬ 
tually  made,  in  whole  or  in  part,  in  stock 
or  in  stock  rights  which,  if  distributed 
without  election,  w’ould  not  constitute 
a  taxable  dividend; 

(2)  Whether  the  election  is  exercised 
or  exercisable  before  or  after  the  dec¬ 
laration  of  the  distribution ;  or 

(3)  Whether  the  declaration  of  the 
dividend  provides  that  payment  will  be 
made  in  one  medium  unless  the  share¬ 
holder  specifically  requests  payment  in 
the  other. 

(b)  As  used  in  this  section,  the  term 
“any  other  property”  includes  stock  of 
the  corporation  or  rights  to  acquire  its 
stock,  of  a  class  which,  if  distributed 
without  an  election,  would  constitute  in¬ 
come  within  the  meaning  of  the  six¬ 
teenth  amendment  to  the  Constitution. 
See  §  39.115  (f)-l. 

§  39.115  (g)  Statutory  provisions: 
distributions  by  corporations;  redemp¬ 
tion  of  stock. 
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Sec.  115.  Distributions  by  corpora¬ 
tions.  •  •  • 

(g)  Redemption  of  stock — (1)  In  general. 
If  a  corporation  cancels  or  redeems  its 
stock  (whether  or  not  such  stock  was  issued 
as  a  stock  dividend)  at  such  time  and  in 
such  manner  as  to  make  the  distribution 
and  cancellation  or  redemption  in  whole  or 
in  part  essentially  equivalent  to  the  distribu¬ 
tion  of  a  taxable  dividend,  the  amount  so 
distributed  in  redemption  or  cancellation 
of  the  stock,  to  the  extent  that  it  represents 
a  distribution  of  earnings  or  profits  accumu- 
l,.ted  after  February  28,  1913,  shall  be  treated 
as  a  taxable  dividend. 

(2)  Redemption  through  use  of  subsidiary 
corporation.  If  stock  of  a  corporation  (here¬ 
inafter  referred  to  as  the  issuing  corpora¬ 
tion)  is  acquired  by  another  corporation 
(hereinafter  referred  to  as  the  acquiring 
corporation)  and  the  issuing  corporation 
controls  (directly  or  indirectly)  the  acquir¬ 
ing  corporation,  the  amount  paid  for  the 
acquisition  of  the  stock  shall  constitute  a 
taxable  dividend  from  the  issuing  corpora¬ 
tion  to  the  extent  that  the  amount  paid  for 
such  stock  would  have  been  considered,  un¬ 
der  paragraph  (1),  as  essentially  equivalent 
to  a  taxable  dividend  if  such  amount  had 
been  distributed  by  the  acquiring  corpora¬ 
tion  to  the  issuing  corporation  and  had  been 
applied  by  the  issuing  corporation  in  re¬ 
demption  of  its  stock.  For  the  purposes  of 
this  paragraph,  control  means  the  owner¬ 
ship  of  stock  possessing  at  least  50  per  cen¬ 
tum  of  the  total  combined  voting  power  of 
all  classes  of  stock  entitled  to  vote  or  at  least 
50  per  centum  of  the  total  value  of  shares 
of  all  classes  of  stock  of  the  corporation. 

(3)  Redemption  of  stock  to  pay  death 
taxes.  The  provisions  of  this  subsection 
shall  not  apply  to  such  part  of  any  amount 
so  distributed  with  respect  to  stock  the 
value  of  which  is  included  in  determining 
the  value  of  the  gross  estate  of  a  decedent 
in  accordance  with  section  811,  as  is  dis¬ 
tributed  after  such  decedent’s  death  and 
within  the  period  of  limitations  for  the  as¬ 
sessment  of  estate  tax  provided  in  section 
874  (a)  (determined  without  the  application 
of  section  875)  or  within  90  days  after  the 
expiration  of  such  period,  and  as  is  not  in 
excess  of  the  estate,  inheritance,  legacy,  and 
succession  taxes  (Including  any  Interest  col¬ 
lected  as  a  part  of  such  tuxes)  Imposed  be¬ 
cause  of  such  decedent's  death:  Provided, 
That  the  value  of  the  stock  in  such  corpora¬ 
tion  for  estate  tax  purposes  comprises  more 
than  35  per  centum  of  the  value  of  the  gross 
estate  of  such  decedent. 

I  Sec.  115  (g)  as  amended  by  secs.  208  (a). 
209  (a).  Rev.  Act  1950;  sec.  320  (a).  Rev.  Act 
1951] 

§  39.115  <g)-l  Distribution  in  re¬ 

demption  or  cancellation  of  stock  taxable 
as  a  dividend — (a)  In  general.  (1)  If 
a  corporation  cancels  or  redeems  its 
stock  (whether  or  not  such  stock 
was  issued  as  a  stock  dividend)  at 
such  time  and  in  such  manner  as  to  make 
the  distribution  and  cancellation  or  re¬ 
demption  in  whole  or  in  part  essentially 
equivalent  to  the  distribution  of  a  tax¬ 
able  dividend,  the  amount  so  distributed 
in  redemption  or  cancellation  of  the 
stock,  to  the  extent  that  it  represents  a 
distribution  of  earnings  or  profits  ac¬ 
cumulated  after  February  28,  1913,  shall 
be  treated  as  a  taxable  dividend. 

(2)  The  question  whether  a  distribu¬ 
tion  in  connection  with  a  cancellation 
or  redemption  of  stock  is  essentially 
equivalent  to  the  distribution  of  a  tax¬ 
able  dividend  depends  up>on  the  circum¬ 
stances  of  each  case.  A  cancellation  or 
redemption  by  a  corporation  of  a  por¬ 


tion  of  its  stock  pro  rata  among  all  the 
shareholders  will  generally  be  considered 
as  effecting  a  distribution  essentially 
equivalent  to  a  dividend  distribution  to 
the  extent  of  the  earnings  and  profits 
accumulated  after  February  28,  1913. 
On  the  other  hand,  a  cancellation  or  re¬ 
demption  by  a  corporation  of  all  of  the 
stock  of  a  particular  shareholder,  so  that 
the  shareholder  ceases  to  be  interested  in 
the  affairs  of  the  corporation,  does  not 
effect  a  distribution  of  a  taxable  divi¬ 
dend.  A  bona  fide  distribution  in  com¬ 
plete  cancellation  or  redemption  of  all 
of  the  stock  of  a  corporation,  or  one  of  a 
series  of  bona  fide  distributions  in  com¬ 
plete  cancellation  or  redemption  of  all 
of  the  stock  of  a  corporation,  is  not  es¬ 
sentially  equivalent  to  the  distribution  of 
a  taxable  dividend.  If  a  distribution  is 
made  pursuant  to  a  corporate  resolution 
reciting  that  the  distribution  is  made  in 
liquidation  of  the  corporation,  and  the 
corporation  is  completely  liquidated  and 
dissolved  within  one  year  aUer  the  dis¬ 
tribution,  the  distribution  will  not  be 
considered  essentially  equivalent  to  the 
distribution  of  a  taxable  dividend;  in  all 
other  cases  the  facts  and  circumstances 
should  be  reported  to  the  Commissioner 
for  his  determination  whether  the  dis¬ 
tribution,  or  any  part  thereof,  is  essen¬ 
tially  equivalent  to  the  distribution  of  a 
taxable  dividend. 

(b)  Redemption  of  stock  through  use 
of  subsidiary  corporation.  (1)  If  stock 
of  one  corporation  (hereinafter  referred 
to  as  the  “issuing  corporation”)  is  ac¬ 
quired  from  a  shareholder  of  such 
corporation  by  another  corporation 
(hereinafter  referred  to  as  the  “acquir¬ 
ing  corporation”) ,  and  if  the  issuing  cor¬ 
poration  controls,  directly  or  indirectly, 
the  acquiring  corporation,  the  amount 
paid  for  such  stock  may  constitute  a 
taxable  dividend  to  such  shareholder. 
For  the  purpose  of  this  paragraph,  the 
issuing  corporation  is  deemed  to  con¬ 
trol  the  acquiring  corporation  if  it  owns, 
directly  cr  indirectly,  stock  possessing 
50  percent  or  more  of  the  total  combined 
voting  power  of  all  classes  of  stock  of 
the  acquiring  corporation  entitled  to  vote 
or  50  percent  or  more  of  the  total  value 
of  shares  of  all  classes  of  stock  of  such 
corporation. 

(2)  Where  st(x;k  of  one  corporation  Is 
acquired  by  another  corporation  and  the 
issuing  corporation  controls  the  acquir¬ 
ing  corporation,  the  amount  paid  for  the 
stock  shall  be  treated,  under  section 
115  (g) ,  as  though  such  amount  had  first 
been  distributed  to  the  issuing  corpora¬ 
tion  and  immediately  thereafter  had 
been  distributed  by  such  corporation  in 
redemption  of  such  stock,  to  the  share¬ 
holders  from  whom  such  stock  was  ac¬ 
quired.  If  and  to  the  extent  a  distribu¬ 
tion  by  the  issuing  corporation  under 
such  circumstances  would  be  treated  as 
essentially  equivalent  to  the  distribution 
of  a  taxable  dividend  under  the  princi¬ 
ples  of  paragraph  (a)  of  this  section,  the 
amount  paid  by  the  acquiring  corpora¬ 
tion  shall  be  considered  a  dividend  to  the 
shareholder  from  the  issuing  corporation. 

(c)  Redemption  of  stock  to  pay  death 
taxes.  (1)  Section  115  (g)  (3)  of  the 
Internal  Revenue  Code  provides  that  in 


certain  cases  a  distribution  In  cancella¬ 
tion  or  redemption  of  stock,  the  value  of 
which  is  included  in  determining  the 
value  of  the  gross  estate  of  a  decedent, 
shall  not  be  treated  as  a  dividend  under 
section  115  (g).  Section  115  (g)  (3) 
applies  only  where  the  distribution  is 
with  respect  to  stock  of  a  corporation  the 
value  of  whose  stock  in  the  gross  estate 
of  the  decedent  for  purposes  of  the  Fed¬ 
eral  estate  tax  is  an  amount  in  excess  of 
35  percent  of  the  gross  estate  of  such 
decedent, 

(2)  For  the  purpose  of  section  115  (g) 

(3),  the  term  “gross  estate”  means  the 
gross  estate  as  computed  in  accordance 
with  section  811  of  the  Code.  See 
§§81.10  to  81.28,  inclusive,  and  §81.38 
of  this  chapter  (Regulations  105). 

(3)  In  determining  whether  the  estate 
of  the  decedent  is  comprised  of  stock  of 
a  corporation  of  sufficient  value  to 
satisfy  the  percentage  requirements  of 
section  115  (g)  (3)  the  total  value,  in 
aggregate,  of  all  classes  of  stock  of  a 
corporation  includible  in  the  gross  estate 
is  taken  into  account.  Thus,  if  the  gross 
estate  of  the  decedent,  valued  for  pur¬ 
poses  of  the  Federal  estate  tax  at  $1,000,- 
000,  includes  common  stock  of  Corpora¬ 
tion  A  valued  at  $250,000,  preferred  stock 
of  Corporation  A  valued  at  $110,000,  pre¬ 
ferred  stock  of  Corporation  B  valued  at 
$370,000,  and  common  stock  of  Corpora¬ 
tion  C  valued  at  $50,000,  section  115 
(g)  (3)  is  applicable  to  distributions  in 
cancellation  or  redemption  of  either 
common  or  preferred  stock  of  Corpora¬ 
tion  A  (comprising  $360.000/$1,000,000 
or  36  percent  of  the  gross  estate)  or 
preferred  stock  of  Corporation  B  (com¬ 
prising  $370,000/$  1,000,000  or  37  percent 
of  the  gross  estate)  but  not  to  distribu¬ 
tions  in  cancellation  or  redemption  of 
stock  of  Corporation  C  (comprising  only 
5  percent  of  the  gross  estate), 

(4)  Section  115  (g)  (3)  applies  to 
distributions  made  after  the  death  of 
the  decedent  and  before  the  expiration 
of  the  3 -year  period  of  limitations  for 
the  assessment  of  estate  tax  provided 
in  section  874  (a)  (determined  without 
the  application  of  any  provision  of  law 
extending  or  suspending  the  running  of 
such  period  of  limitations)  or  within  90 
days  after  the  expiration  of  such  period. 
Since  the  period  for  as.sessment  of  estate 
tax  prescribed  in  section  874  (a)  is  a 
period  of  three  years  after  the  filing  of 
the  estate  tax  return,  section  115  (g)  (3) 
applies  only  to  distributions  made  not  j 
later  than  three  years  and  90  days  after 
the  filing  of  the  estate  tax  return. 

(5)  While  section  115  (g)  (3)  will  ■ 
most  frequently  have  application  in  the 
case  where  stock  is  canceled  or  redeemed 
from  the  executor  or  administrator  of 

an  estate,  the  section  is  also  applicable 
to  distributions  in  cancellation  or  re¬ 
demption  of  stock  included  in  the  de¬ 
cedent’s  gross  estate  and  held  at  the 
time  of  the  redemption  by  any  person 
who  acquired  the  stock  by  any  of  the 
means  comprehended  by  the  subdivi¬ 
sions  of  section  811,  including  the  heir, 
legatee,  or  donee  of  the  decedent,  a  sur¬ 
viving  joint  tenant,  surviving  spouse, 
appointee,  or  taker  in  default  of  ap¬ 
pointment,  or  a  trustee  of  a  trust  cre- 
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ft  ted  by  the  decedent.  Thus,  section  115 
(g)  (3)  may  apply  with  respect  to  a 
distribution  in  cancellation  or  redemp¬ 
tion  of  stock  from  a  donee  to  whom  the 
decedent  has  transferred  stock  in  con¬ 
templation  of  death  where  the  value  of 
such  stock  is  included  in  the  decedent’s 
gross  estate  under  section  811  (c)  (1) 
(A).  Similarly,  section  115  (g)  (3)  may 
apply  to  the  redemption  of  stock  from 
a  ^neficiary  of  the  estate  to  whom  an 
executor  has  distributed  the  stock  pur¬ 
suant  to  the  terms  of  the  will  of  the 
decedent.  However,  section  115  (g)  (3i 
is  not  applicable  to  the  case  where  stock 
is  redeemed  from  a  stockholder  who  has 
acquired  the  stock  by  gift  or  purchase 
from  any  person  to  whom  such  stock  has 
passed  from  the  decedent, 

(6)  The  total  application  of  section 
115  (g)  (3)  with  respect  to  stock  in¬ 
cluded  in  the  gross  estate  of  any  de¬ 
cedent  can  never  exceed  the  amoimt  of 
the  estate,  inheritance,  legacy,  and  suc¬ 
cession  taxes  (including  any  interest 
collected  as  a  part  of  such  taxes)  im¬ 
posed  because  of  the  decedent’s  death. 
In  determining  whether  the  total  distri¬ 
butions  in  redemption  of  such  stock  made 
within  the  period  of  time  prescribed  in 
section  115  (g)  (3)  exceed  the  amount 
of  such  taxes  and  interest,  account  shall 
be  taken  of  all  such  distributions  without 
regard  to  whether  any  distribution  would 
be  treated  as  a  dividend  were  it  not  for 
section  115  (g)  (3). 

(7)  For  the  purpose  of  section  115 
(g)  (3),  the  Federal  estate  tax  or  any 
other  estate,  inheritance,  legacy,  or  suc¬ 
cession  tax  shall  be  ascertained  after  the 
allowance  of  any  credit,  relief,  discount, 
refund,  remission,  or  reduction  of  tax. 

(8)  The  sole  effect  of  section  115  (g) 
(3)  is  to  exempt  from  tax  as  a  dividend 
a  distribution  to  which  such  section  is 
applicable  when  made  in  redemption  of 
stock  includible  in  a  decedent’s  gross 
estate.  Such  section  does  not,  however, 
iri  any  other  manner  affect  the  principles 
set  forth  in  paragraph  (a)  of  this  sec¬ 
tion.  'Thus,  if  stock  of  a  corporation  is 
owned  equally  by  A,  B,  and  the  C  Estate, 
and  the  corporation  redeems  one-half 
of  the  stock  of  each  shareholder,  the 
determination  of  whether  the  distribu¬ 
tions  to  A  and  B  are  essentially  equivalent 
to  dividends  shall  be  made  without  re¬ 
gard  to  the  effect  which  section  115  (g) 
(3)  may  have  upon  the  taxability  of  the 
distribution  to  the  C  Estate. 

§39.115  (h)-(j)  Statutory  provi¬ 

sions;  distributions  by  corporations;  ef- 
fect  on  earnings  and  profits  of  distribu¬ 
tions  of  ,stock;  definition  of  nartial 
liquidation;  valuation  of  dividend. 

Sec.  115.  Distributions  by  corporations, 

•  •  • 

(h)  Effect  on  earnings  and  profits  of  dis¬ 
tributions  of  stock.  The  distribution 
(whether  before  January  1,  1939,  or  on  or 
after  such  date)  to  a  distributee  by  or  on 
behalf  of  a  corporation  of  its  stock  or  se¬ 
curities,  of  stock  or  securities  in  another 
corporation,  or  of  property  or  money,  shall 
not  be  considered  a  distribution  of  earnings 
or  profits  of  any  corporation — 

( 1 )  If  no  gain  to  such  distributee  from  the 
receipt  of  such  stock  or  securities,  property 
or  money,  was  recognized  by  law,  or 


(2)  If  the  distribution  was  not  subject  to 
tax  In  the  hands  of  such  distributee  because 
It  did  not  constitute  income  to  him  within 
the  meaning  of  the  Sixteenth  Amendment  to 
the  Constitution  or  because  exempt  to  him 
under  section  115  (f)  of  the  Revenue  Act 
of  1934,  48  Stat.  712,  or  a  corresponding  pro¬ 
vision  of  a  prior  Revenue  Act. 

As  used  In  this  subsection  the  term  "stock 
or  securities”  includes  rights  to  acquire  stock 
or  securities. 

*  (1)  Definition  of  partial  liquidation.  As 
used  in  this  section  the  term  “amounts  dis¬ 
tributed  In  partial  liquidation”  means  a  dis¬ 
tribution  by  a  corporation  in  complete  can¬ 
cellation  or  redemption  of  a  part  of  its  stock, 
or  one  of  a  series  of  distributions  In  complete 
cancellation  or  redemption  of  all  or  a  por¬ 
tion  of  Its  stock. 

(J)  Valuation  of  dividend.  If  the  whole 
or  any  part  of  a  dividend  Is  paid  to  a  share¬ 
holder  In  any  medium  other  than  money  the 
property  received  other  than  money  shall 
be  included  in  gross  income  at  its  fair  mar¬ 
ket  value  at  the  time  as  of  which  it  be¬ 
comes  Income  to  the  shareholder. 

§  39.115  (j)-l  Dividends  paid  in  prop¬ 
erty.  If  the  whole  or  any  part  of  a 
dividend  is  paid  to  a  shareholder  in  any 
medium  other  than  money,  the  property 
received  other  than  money  shall  be  in¬ 
cluded  in  gross  income  at  its  fair  mar¬ 
ket  value  at  the  time  as  of  which  it 
becomes  income  to  the  shareholder.  See 
§  39.42-3.  Scrip  dividends  are  subject 
to  tax  for  the  year  in  which  the  war¬ 
rants  are  issued. 

§  39.115  (k) — (1)  Statutory  provi¬ 
sions;  distributions  by  corporations; 
cross  reference;  effect  on  earnings  and 
profits  of  gain  or  loss  and  of  receipt  of 
tax-free  distributions. 

Sec.  115.  Distributions  by  corpora¬ 
tions  •  •  • 

(k)  Consent  distributions.  For  taxability 
as  dividends  of  amounts  agreed  to  be  Included 
In  gross  income  by  shareholders’  consents, 
see  section  28. 

(l)  Effect  on  earnings  and  profits  of  gain 
or  loss  and  of  receipt  of  tax-free  distributions. 
The  gain  or  loss  realized  from  the  sale  or 
other  disposition  (after  February  28,  1913) 
of  property  by  a  corporation — 

( 1 )  For  the  purpose  of  the  computation  of 
earnings  and  profits  of  the  corporation,  shall 
be  determined,  except  as  provided  In  para¬ 
graph  (2),  by  using  as  the  adjusted  basis  the 
adjusted  basis  (under  the  law  applicable  to 
the  year  In  which  the  sale  or  other  disposi¬ 
tion  was  made)  for  determining  gain,  except 
that  no  regard  shall  be  had  to  the  value  of 
the  property  as  of  March  1,  1913:  but 

(2)  For  the  purpose  of  the  computation  of 
earnings  and  profits  of  the  corporation  for 
any  period  beginning  after  February  28,  1913, 
shall  be  determined  by  using  as  the  adjusted 
basis  the  adjusted  basis  (under  the  law  ap¬ 
plicable  to  the  year  in  which  the  sale  or  other 
disposition  was  made)  for  determining  gain. 

Gain  or  loss  so  realized  shall  increase  or  de¬ 
crease  the  earnings  and  profits  to,  but  not 
beyond,  the  extent  to  which  such  a  realized 
gain  or  loss  was  recognized  in  computing  net 
income  under  the  law  applicable  to  the  year 
in  which  such  sale  or  disposition  was  made. 
Where  in  determining  the  adjusted  basis 
used  in  computing  such  realized  gain  or 
loss  the  adjustment  to  the  basis  differs  from 
the  adjustment  proper  for  the  purpose  of 
determining  earnings  or  profits,  then  the 
latter  adjustment  shall  be  used  in  determin¬ 
ing  the  increase  or  decrease  above  provided. 
For  the  purposes  of  this  subsection,  a  loss 
with  respect  to  which  a  deduction  is  disal¬ 
lowed  under  section  118,  or  a  corresponding 


provision  of  a  prior  income-tax  law,  shall 
not  be  deemed  to  be  recognized.  Where  a 
corporation  receives  (after  February  28. 1913) 
a  distribution  from  a  second  corporation 
which  (under  the  law  applicable  to  the  year 
in  which  the  distribution  was  made)  was  not 
a  taxable  dividend  to  the  shareholders  of  the 
second  corporation,  the  amount  of  such  dis¬ 
tribution  shall  not  increase  the  earnings 
and  profits  of  the  first  corporation  in  the 
following  cases: 

(1)  No  such  increase  shall  be  made  in  re¬ 
spect  of  the  part  of  such  distribution  w’hlch 
(under  such  law)  is  directly  applied  in  re¬ 
duction  of  the  basis  of  the  stock  in  respect 
of  which  the  distribution  was  made. 

(2)  No  such  increase  shall  be  made  if 
(under  such  law)  the  distribution  causes 
the  basis  of  the  stock  in  respect  of  which 
the  distribution  was  made  to  be  allocated 
between  such  stock  and  the  property  received. 

(Sec.  115  (1)  as  added  by  sec.  501  (a).  Sec¬ 
ond  Rev.  Act  1940;  amended  by  sec.  146  (a). 
Rev.  Act  1942] 

§  39.115  (1)-1  Effect  on  earnings  and 
profits  of  gain  or  loss  realized  after  Feb¬ 
ruary  28,  1913.  (a)  In  order  to  deter¬ 

mine  the  effect  on  earnings  and  profits  of 
gain  or  loss  realized  from  the  sale  or 
other  disposition  (after  February  28, 
1913)  of  property  by  a  corporation,  sec¬ 
tion  115  (1)  prescribes  certain  rules  for 

(1)  The  computation  of  the  total 
earnings  and  profits  of  the  corporation, 
of  most  frequent  application  in  deter¬ 
mining  invested  capital;  and 

(2)  The  computation  of  earnings  and 
profits  of  the  corporation  for  any  period 
beginning  after  February  28,  1913,  of 
most  frequent  application  in  determining 
the  source  of  dividend  distributions. 

Such  rules  are  applicable  whenever  under 
any  provision  of  chapter  1  or  2  it  is  neces¬ 
sary  to  compute  either  the  total  earnings 
and  profits  of  the  corporation  or  the 
earnings  and  profits  for  any  period  be¬ 
ginning  after  February  28,  1913.  For 
example,  since  the  earnings  and  profits 
accumulated  after  February  28,  1913,  or 
the  earnings  and  profits  of  the  taxable 
year,  are  earnings  and  profits  for  a  pe¬ 
riod  beginning  after  February  28.  1913, 
the  determination  of  either  must  be  in 
accordance  with  the  rules  herein  pre¬ 
scribed  for  the  ascertainment  of  earnings 
and  profits  for  any  period  beginning  after 
February  28,  1913.  Under  subparagraph 

(1)  of  this  paragraph,  such  gain  or  loss 
is  determined  by  using  the  adjusted  basis 
(under  the  law  applicable  to  the  year  in 
which  the  sale  or  other  disposition  was 
made)  for  determining  gain,  but  disre¬ 
garding  value  as  of  March  1. 1913,  Under 
subparagraph  (2)  of  this  paragraph 
above,  there  is  used  such  adjusted  basis 
for  determining  gain,  giving  effect  to  the 
value  as  of  March  1,  1913,  whenever  ap¬ 
plicable.  In  both  cases  the  rules  are  the 
same  as  those  governing  depreciation  and 
depletion  in  computing  earnings  and 
profits  (see  §  39.115  (a)-2).  Under  both 
subparagraphs  (1)  and(2)  of  this  para¬ 
graph  above,  the  adjusted  basis  is 
subject  to  the  limitations  of  the  third 
sentence  of  section  115  (1)  requiring  the 
use  of  adjustments  proper  in  determin¬ 
ing  earnings  and  profits.  The  proper 
adjustments  may  differ  under  (1)  and 

(2)  of  the  first  sentence  of  section  115  (1) 
depending  upon  the  basis  to  which  the 
adjustments  are  to  be  made.  If  the  ap- 
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plication  of  (2)  of  the  first  sentence  of 
section  115  (1)  results  in  a  loss  and  if  the 
application  of  (1)  of  such  sentence  to 
the  same  transaction  reaches  a  different 
result,  then  the  loss  under  (2)  of  such 
first  sentence  will  be  subject  to  the  ad¬ 
justment  thereto  required  by  section  115 
(m)  (2).  See  §39.115  (m)-l. 

(b)  (1 )  The  gain  or  loss  so  realized  in¬ 
creases  or  decreases  the  earnings  and 
profits  to,  but  not  beyond,  the  extent  to 
which  such  gain  or  loss  was  recognized 
in  computing  net  income  under  the  law 
applicable  to  the  year  in  which  such 
sale  or  disF>osition  was  made.  As  used 
in  this  paragraph,  the  term  “recognized” 
has  reference  to  that  kind  of  realized 
gain  or  loss  which  is  recognized  for  in¬ 
come  tax  purposes  by  the  statute  appli¬ 
cable  to  the  year  in  which  the  gain  or 
loss  was  realized,  for  example,  see  sec¬ 
tion  112.  A  loss  (other  than  a  wash 
sale  loss  with  respect  to  which  a  deduc¬ 
tion  is  disallowed  under  the  provisions 
of  section  118  or  corresponding  provi¬ 
sions  of  prior  revenue  laws)  may  be 
recognized  though  not  allowed  as  a  de¬ 
duction  (by  reason,  for  example,  of  the 
operation  of  section  24  (b)  and  117  and 
corresponding  provisions  of  prior  rev¬ 
enue  laws)  but  the  mere  fact  that  it  is 
not  allowed  does  not  prevent  decrease  in 
earnings  and  profits  by  the  amount  of 
such  disallowed  loss.  Wash  sale  losses, 
however,  disallowed  under  section  118 
and  corresponding  provisions  of  prior 
revenue  laws,  are  deemed  nonrecognized 
losses  and  do  not  reduce  earnings  or 
profits.  The  “recognized”  gain  or  loss 
for  the  purpose  of  computing  earnings 
and  profits  is  determined  by  applying 
the  recognition  provisions  to  the  re¬ 
alized  gain  or  loss  computed  under  the 
provisions  of  section  115  (1)  as  distin¬ 
guished  from  the  realized  gain  or  loss 
used  in  computing  net  income. 

(2)  The  application  of  subparagraph 
of  (1)  of  this  paragraph  may  be  illus¬ 
trated  by  the  following  examples: 

Example  (i).  The  X  Corporation  on  Jan¬ 
uary  1,  1952.  owned  stock  In  the  Y  Corpo¬ 
ration  which  it  had  acquired  from  the  Y 
Corporation  In  December  1951,  in  an  ex¬ 
change  transaction  in  which  no  gain  or  loss 
was  recognized.  The  adjusted  basis  to  the 
X  Corporation  of  the  property  exchanged 
by  it  for  the  stock  in  the  Y  Corporation  was 
$30,000.  The  fair  market  value  of  the  stock 
In  the  Y  Corporation  when  received  by  the 
X  Corporation  was  $930,000.  On  April  9, 
1952.  the  X  Corporation  made  a  cash  dis¬ 
tribution  of  $900,000  and.  except  for  the 
possible  effect  of  the  transaction  in  1951, 
had  no  earnings  or  profits  accumulated  after 
February  28,  1913,  and  had  no  earnings  or 
profits  for  the  taxable  year.  The  amount 
of  $900,000  representing  the  excess  of  the 
fair  market  value  of  the  stock  of  the  Y  Cor¬ 
poration  over  the  adjusted  basis  of  the  prop¬ 
erty  exchanged  therefor  was  not  recognized 
gain  to  the  X  Corporation  under  the  pro¬ 
visions  of  section  112.  Accordingly,  the 
earnings  and  profits  of  the  X  Corporation 
are  not  increased  by  $900,000,  the  amount 
of  the  gain  realized  but  not  recognized  in 
tile  exchange,  and  the  distribution  was  not 
a  taxable  dividend.  The  basis  in  the  hands 
of  the  Y  Corporation  of  the  property  ac¬ 
quired  by  it  from  the  X  Corporation  is  $30,- 
000.  If  such  property  is  thereafter  sold 
by  the  Y  Corporation,  gain  or  loss  will  be 
computed  on  such  basis  of  $30,000,  and  earn¬ 


ings  and  profits  will  be  Increased  or  decreased 
accordingly. 

Example  (2).  On  January  2.  1910,  the 
M  Corporation  acquired  nondepreciable  prop¬ 
erty  at  a  cost  of  $1,000.  On  March  1,  1913, 
the  fair  market  value  of  such  property  In 
the  hands  of  the  M  Corporation  was  $2,200. 
On  December  31,  1952,  the  M  Corporation 
transfers  such  property  to  the  N  Corpora¬ 
tion  in  exchange  for  $1,900  in  cash  and  all 
the  N  Corporation  stock,  which  has  a  fair 
market  value  of  $1,100.  For  the  purpose 
of  computing  the  total  earnings  and  profits 
of  the  M  Corporation  the  gain  on  such  trans¬ 
action  is  $2,000  (the  sum  of  $1,900  in  cash 
and  stock  worth  $1,100  minus  $1,000,  the 
adjusted  basis  for  computing  gain,  deter¬ 
mined  without  regard  to  March  1,  1913, 
value),  $1,900  of  which  is  recognized  under 
section  112  (c),  since  this  was  the  amount 
of  money  received,  although  for  the  purpose 
of  computing  net  income  the  gain  is  only 
$800  (the  sum  of  $1,900  in  cash  and  stock 
worth  $1,100,  minus  $2,200,  the  adjusted 
basis  for  computing  gain  determined  by 
giving  effect  to  March  1,  1913,  value).  Such 
earnings  and  profits  will  therefore  be  in¬ 
creased  by  $1,900.  In  computing  the  earn¬ 
ings  and  profits  of  the  M  Corporation  for 
any  period  beginning  after  February  28,  1913, 
however,  the  gain  arising  from  the  transac¬ 
tion.  like  the  taxable  gain,  is  only  $300, 
all  of  which  is  recognized  under  section  112 
(c).  the  money  received  being  in  excess  of 
such  amount.  Such  earnings  and  profits 
will  therefore  be  Increased  by  only  $800  as 
a  result  of  the  transaction.  For  increase  in 
that  part  of  the  earnings  and  profits  consist¬ 
ing  of  increase  in  value  of  property  accrued 
before,  but  realized  on  or  after,  March  1,  1913, 
see  §  39.115  (m)-l. 

Example  (3).  On  July  31.  1952,  the  R 
Corporation  owned  oil  producing  property 
acquired  after  February  28,  1913,  at  a  cost 
of  $200,000,  but  having  an  adjusted  basis 
(by  reason  of  taking  percentage  depletion) 
of  $100,000  for  determining  gain  in  comput¬ 
ing  net  income.  However,  the  adjusted  basis 
of  such  property  to  be  used  in  computing 
gain  or  loss  for  the  purpose  of  earnings  and 
profits  is,  because  of  the  provisions  of  the 
third  sentence  of  section  115  (1),  $150,000. 
On  such  day  the  R  Corporation  transferred 
such  property  to  the  S  Corporation  in  ex¬ 
change  for  $25,000  in  cash  and  all  of  the  S 
Corporation  stock,  which  had  a  fair  market 
value  of  $100,000.  For  the  purpose  of  com¬ 
puting  net  Income  the  R  Corporation  has 
realized  a  gain  of  $25,000  as  a  result  of  this 
transaction,  all  of  which  is  recognized  under 
section  112  (c).  For  the  purpose  of  com¬ 
puting  earnings  and  profits,  however,  the  R 
Corpioration  has  realized  a  loss  of  $25,000, 
none  of  which  is  recognized  owing  to  the  pro¬ 
visions  of  section  112  (e).  Tlie  earnings  and 
profits  of  the  R  Corporation  are  therefore 
neither  Increased  nor  decreased  as  a  result 
of  the  transaction.  The  adjusted  basis  of 
the  S  Corporation  stock  in  the  hands  of  the 
R  Corporation  for  purposes  of  computing 
earnings  and  profits,  however,  will  be  $125,- 
000  (though  only  $100,000  for  the  purpose  of 
computing  net  income),  computed  as  fol¬ 
lows: 


Basis  of  property  transferred _ $200, 000 

Less  money  received  on  exchange _  25,  000 

Plus  gain  or  minus  loss  recognized 

on  exchange _ _  None 


Basis  of  stock _  175, 000 

Less  adjustments  (same  as  those 
used  in  determining  adjusted 
basis  of  property  transferred)  ___  50,000 


Adjusted  basis  of  stock _  125,000 


If.  therefore,  the  R  Corporation  should  sub¬ 
sequently  sell  the  S  Corporation  stock  for 
$100,000,  a  loss  of  $25,000  will  again  be  real¬ 
ized  lor  the  purpose  of  computing  earnings 


and  profits,  all  of  which  will  be  recognized 
and  will  be  applied  to  decrease  the  earnings 
and  profits  of  the  R  Corporation. 

(c)  (1)  The  third  sentence  of  section 
115  (1)  provides  for  cases  in  which  the 
adjustments,  prescribed  in  section  113,  to 
the  basis  indicated  in  (1)  or  (2),  as  the 
case  may  be,  of  the  first  sentence  of  sec¬ 
tion  115  (1),  differ  from  the  adjustments 
to  such  basis  proper  for  the  purpose  of 
determining  earnings  or  profits.  The 
adjustments  provided  by  such  third  sen¬ 
tence  reflect  the  treatment  provided  by 
§  39.115  (a) -2  relative  to  cases  where  the 
deductions  for  depletion  and  deprecia¬ 
tion  in  computing  net  income  differ  from 
the  deductions  proper  for  the  purpose  of 
computing  earnings  and  profits. 

(2)  The  effect  of  the  third  sentence 
of  section  115  (1)  may  be  illustrated  by 
the  following  examples: 

Example  (1).  The  X  Corporation  pur¬ 
chased  on  January  2,  1931,  an  oil  lease  at  a 
cost  of  $10,000.  The  lease  was  operated  only 
for  the  years  1931  and  1932.  The  deduction 
for  depletion  in  each  of  the  years  1931  and 
1932  amounted  to  $2,750,  of  which  amount 
$1,750  represented  percentage  depletion  in 
excess  of  depletion  based  on  cost.  The  lease 
was  sold  in  1952  for  $15,000.  Under  section 
113  (b)  (1)  (B),  in  determining  the  gain 
or  loss  from  the  sale  of  the  property,  the  basis 
must  be  adjusted  for  cost  depletion  of  $1,000 
in  1931  and  percentage  depletion  of  $2,750  in 
1932.  However,  the  adjustment  of  such 
basis,  proper  for  the  determination  of  earn¬ 
ings  and  profits,  is  $1,000  for  each  year,  or 
$2,0C0.  Hence,  the  cost  is  to  be  adjusted  only 
to  the  extent  of  $2,000,  leaving  an  adjusted 
basis  of  $8,000  and  the  earnings  and  profits 
will  be  increased  by  $7,000,  and  not  by  $8,750. 
The  difference  of  $1,750  is  equal  to  the 
amount  by  which  the  percentage  depletion 
for  the  year  1932  ($2,750)  exceeds  the  deple¬ 
tion  on  cost  for  that  year  ($1,000)  and  has 
already  been  applied  in  the  computation  of 
earnings  and  profits  for  the  year  1932  by  tak¬ 
ing  into  account  only  $1,000  Instead  of  $2,750 
for  depletion  in  the  computation  of  such 
earnings  and  profits  (see  §§  39.115  (a) -2  and 
39.115  (c)-l). 

Example  (2).  If,  in  example  (1),  above, 
the  property.  Instead  of  being  sold.  Is  ex¬ 
changed  in  a  transaction  described  in  sec¬ 
tion  112  (c)  for  like  property  having  a  fair 
market  value  of  $7,750  and  cash  of  $7,250, 
then  the  Increase  in  earnings  and  profits 
amounts  to  $7,000,  that  is,  $15,000  ($7,750 
plus  $7,250)  minus  the  basis  of  $8.0C0.  How¬ 
ever,  in  computing  net  Income  of  the  X 
Corpioratlon.  the  gain  is  $8,750,  that  is,  $15,- 
000  minus  $6,250  ($10,000  less  depletion  of 
$3,750),  of  which  only  $7,250  is  recognized 
because  the  recognized  gain  cannot  exceed 
the  sum  of  money  received  in  the  transac¬ 
tion.  See  section  112  (c)  (1)  and  the  cor¬ 
responding  provisions  of  prior  revenue  laws. 
If,  however,  the  cash  received  was  only 
$2,250  and  the  value  of  the  property  received 
was  $12,750,  then  the  Increase  in  earnings 
and  profits  would  be  $2,250,  that  amount 
being  the  gain  recognized  under  section  112- 

(d)  For  adjustment  and  allocation  of 
the  earnings  and  profits  of  the  trans¬ 
feror  as  between  the  transferor  and  the 
transferee  in  cases  where  the  transfer 
of  property  by  one  corporation  to  an¬ 
other  corporation  results  in  the  nonrec¬ 
ognition  in  whole  or  in  part  of  gain  or 
loss,  see  §39.115  (a)-3. 

§  39.115  (l)-2  Effect  on  earnings  and 
profits  of  receipt  of  tax-free  distribu¬ 
tions  requiring  adjustment  or  allocation 
of  basis  of  stock,  (a)  In  order  to  deter- 
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mine  the  effect  on  earnings  and  profits, 
where  a  corporation  receives  (after  Feb- 
niary  28,  1913)  from  a  second  corpora¬ 
tion  a  distribution  which  (under  the  law 
applicable  to  the  year  in  which  the  dis¬ 
tribution  was  made)  was  not  a  taxable 
dividend  to  the  shareholders  of  the  sec¬ 
ond  corporation,  section  115  (1)  pre¬ 
scribes  certain  rules.  It  provides  that 
the  amount  of  such  distribution  shall  not 
increase  the  earnings  and  profits  of  the 
first  or  receiving  corporation  in  the  fol¬ 
lowing  cases:  (1)  No  such  increase  shall 
be  made  in  respect  of  the  part  of  such 
distribution  which  (under  the  law  ap¬ 
plicable  to  the  year  in  which  the  distri¬ 
bution  was  made)  is  directly  applied  in 
reduction  of  the  basis  of  the  stock  in  re¬ 
spect  of  which  the  distribution  was  made 
and  (2)  no  such  increase  shall  be  made 
if  (under  the  law  applicable  to  the  year 
in  which  the  distribution  was  made)  the 
distribution  causes  the  basis  of  the  stock 
in  respect  of  which  the  distribution  was 
made  to  be  allocated  between  such  stock 
and  the  property  received.  Where, 
therefore,  the  law  (applicable  to  the  year 
in  which  the  distribution  was  made,  as, 
for  example,  a  distribution  in  1934  from 
earnings  and  profits  accumulated  before 
March  1, 1913)  requires  that  the  amount 
of  such  distribution  shall  be  applied 
against  and  reduce  the  basis  of  the  stock 
with  respect  to  which  the  distribution 
was  made,  there  is  no  increase  in  the 
earnings  and  profits  by  reason  of  the  re¬ 
ceipt  of  such  distribution.  Similarly, 
where  there  is  received  by  a  corporation 
a  distribution  from  another  corporation 
in  the  form  of  a  stock  dividend  and  the 
law  applicable  to  the  year  in  which  such 
distribution  was  made  requires  the  allo¬ 
cation,  as  between  the  old  stock  and  the 
stock  received  as  a  dividend,  of  the  basis 
of  the  old  stock,  then  there  is  no  in¬ 
crease  in  the  earnings  and  profits  by 
reason  of  the  receipt  of  such  stock  divi¬ 
dend  even  though  such  stock  dividend 
constitutes  income  within  the  meaning 
of  the  sixteenth  amendment  to  the  Con¬ 
stitution. 

(b)  The  principles  set  forth  in  para¬ 
graph  (a)  of  this  section  may  be  illus¬ 
trated  by  the  following  examples: 

Example  (1).  The  X  Corporation  in  1952 
distributed  to  the  Y  Corporation,  one  of  Its 
riiareholders,  $10,000  which  was  out  of  earn¬ 
ings  or  profits  accumulated  before  March  1, 
1913,  and  did  not  exceed  the  adjusted  basis 
of  the  stock  in  respect  of  which  the  distri¬ 
bution  was  made.  This  amount  of  $10,000 
was,  therefore,  a  tax-free  distribution  and 
under  the  provisions  of  section  115  (b)  must 
be  applied  against  and  reduce  the  adjusted 
basis  of  the  stock  in  respect  of  which  the 
distribution  was  made.  The  earnings  and 
profits  of  the  Y  Corporation  are  not  in¬ 
creased  by  reason  of  the  receipt  of  this 
distribution. 

Example  (2).  The  Z  Corporation  in  1934 
bad  outstanding  common  and  preferred 
etock  of  which  the  Y  Corporation  held  100 
^ares  of  the  common  and  no  preferred. 
The  stock  had  a  cost  basis  to  the  Y  Corpo- 
Wlon  of  $100  per  share,  or  a  total  cost  of 
•10.000.  In  December  of  that  year  it  re¬ 
vived  a  dividend  of  100  shares  of  the  pre¬ 
ferred  stock  of  the  Z  Corporation.  Such 
distribution  is  a  stock  dividend  which,  under 
**ctlon  115  (f)  of  the  Revenue  Act  of  1934, 
^  not  taxable  and  was  accordingly  not 
fncluded  in  the  gross  income  of  the  Y  Cor¬ 
poration.  The  original  cost  of  $10,000  is 
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allocated  to  the  200  shares  of  the  Z  Cor¬ 
poration  none  of  which  has  been  sold  or 
otherwise  disposed  of  by  the  Y  Corporation. 
See  section  113  (a)  (19)  and  $§39,113  (a) 
(19)-1  and  39.113  (a)  (12)-1.  The  earn¬ 
ings  and  profits  of  the  Y  Corporation  are  not 
increased  by  reason  of  the  receipt  of  such 
stock  dividend. 

§  39.115  (m)  Statutory  provisions; 
distributions  by  corporations:  earnmgs 
and  profits,  increase  in  value  of  property 
accrued  before  March  1,  1913. 

Sec.  115.  Distributions  by  corpora¬ 
tions.  •  •  • 

(m)  Earnings  and  profits;  increase  in 
value  accrued  before  March  1,  1913.  (1)  If 

any  increase  or  decrease  in  the  earnings  or 
profits  for  any  period  beginning  after  Febru¬ 
ary  28,  1913,  with  respect  to  any  matter 
would  be  different  had  the  adjusted  basis  of 
the  property  involved  been  determined  with¬ 
out  regard  to  its  March  1,  1913,  value,  then, 
except  as  provided  in  paragraph  (2),  an  in¬ 
crease  (properly  reflecting  such  difference) 
shall  be  made  in  that  part  of  the  earnings 
and  profits  consisting  of  increase  in  value  of 
property  accrued  before  March  1,  1913. 

(2)  If  the  application  of  subsection  (1) 
to  a  sale  or  other  disposition  after  February 
28,  1913,  results  In  a  loss  which  Is  to  be  ap¬ 
plied  In  decrease  of  earnings  and  profits  for 
any  period  beginning  after  February  28,  1913, 
then,  notwithstanding  subsection  (1)  and  in 
lieu  of  the  rule  provided  in  paragraph  (1) 
of  this  subsection,  the  amount  of  such  loss  so 
to  be  applied  shall  be  reduced  by  the  amount, 
if  any,  by  which  the  adjusted  basis  of  the 
property  used  in  determining  the  loss,  ex¬ 
ceeds  the  adjusted  basis  computed  without 
regard  to  the  value  of  the  property  on  Mtu'ch 
1,  1913,  and  if  such  amount  so  applied  in 
reduction  of  the  decrease  exceeds  such  loss, 
the  excess  over  such  loss  shall  increase  that 
part  of  the  earnings  and  profits  consisting  of 
increase  in  value  of  property  accrued  before 
March  1,  1913. 

(Sec.  115  (m)  as  added  by  sec.  501  (a).  Sec¬ 
ond  Rev.  Act  19401 

§  39.115  (m)-l  Adjustments  to  earn¬ 
ings  and  profits  reflecting  increase  in 
value  accrued  before  March  1, 1913.  (a) 

In  order  to  determine,  for  the  purpose  of 
ascertaining  the  source  of  dividend 
distributions,  that  part  of  the  earnings 
and  profits  which  is  represented  by  in¬ 
crease  in  value  of  property  accrued  be¬ 
fore,  but  realized  on  or  after,  March  1, 
1913,  section  115  (m)  prescribes  certain 
rules. 

(b)  (1)  Section  115  (m)  (1)  sets  forth 
the  general  rule  with  respect  to  comput¬ 
ing  the  increase  to  be  made  in  that  part 
of  the  earnings  and  profits  consisting  of 
increase  in  value  of  property  accrued 
before,  but  realized  on  or  after,  March  1, 
1913. 

(2)  The  effect  of  section  115  (m)  (1) 
may  be  illustrated  by  the  following 
examples: 

Example  (f).  The  X  Corporation  acquired 
nondepreciable  property  before  March  1, 
1913,  at  a  cost  of  $10,000.  Its  fair  market 
value  as  of  March  1,  1913,  was  $12,000  and  it 
was  sold  in  1952  for  $15,000.  The  increase 
in  earnings  and  profits  based  on  the  value 
as  of  March  1,  1913,  representing  earnings 
and  profits  accumulated  since  February  28, 
1913,  is  $3,000.  If  the  basis  is  determined 
without  regard  to  the  value  as  of  March  1, 
1913,  there  would  be  an  increase  in  earnings 
and  profits  of  $5,000.  The  difference  of  $2,000 
($5,000  minus  $3,000)  represents  the  increase 
to  be  made  in  that  part  of  the  earnings  and 
profits  of  the  X  Corporation  consisting  of 
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the  increase  in  value  of  property  accrued 
before,  but  realized  on  or  after,  March  1,  1913. 

Example  (2).  The  Y  Corporation  acquired 
depreciable  property  in  1908  at  a  cost  of 
$100,000.  Assuming  no  additions  or  better¬ 
ments,  and  that  the  depreciation  sustained 
before  March  1,  1913,  was  $10,000,  the  ad¬ 
justed  cost  as  of  that  date  was  $90,000.  Its 
fair  market  value  as  of  March  1,  1913,  was 
$94,000  and  on  February  29,  1952,  it  was  sold 
for  $25,000.  For  the  purpose  of  determining 
gain  from  the  sale,  the  basis  of  the  property 
is  the  fair  market  value  of  $94,000  as  of 
March  1,  1913,  adjusted  for  depreciation  for 
the  period  subsequent  to  February  28,  1913, 
computed  on  such  fair  market  value.  If  the 
amount  of  the  depreciation  deduction  al¬ 
lowed  after  February  28,  1913,  and  properly 
allowable  for  each  of  such  years  to  the  date 
of  the  sale  in  1952  is  the  aggregate  sum  of 
$81,467,  the  adjusted  basis  for  determining 
gain  in  1952  ($94,000  less  $81,467)  is  $12,533 
and  the  gain  would  be  $12,467  ($25,000  less 
$12,533).  The  increase  in  earnings  and  prof¬ 
its  accumulated  since  February  28,  1913,  by 
reason  of  the  sale,  based  on  the  value  as  of 
March  1,  1913,  adjusted  for  depreciation,  is 
$12,467.  If  the  depreciation  since  February 
28,  1913,  had  been  based  on  the  adjusted  cost 
of  $90,000  ($100,000  less  $10,000)  instead  of 
the  March  1,  1913,  value  of  $94,000,  the  depre¬ 
ciation  sustained  from  that  date  to  the  date 
of  sale  would  have  been  $78,000  Instead  of 
$81,467  and  the  actual  gain  on  the  sale  based 
on  the  cost  of  $100,000  adjusted  by  deprecia¬ 
tion  on  such  cost  to  $12,000  ($100,000  reduced 
by  the  sum  of  $10,000  and  $78,000)  would  bo 
$13,000  ($25,000  less  $12,000).  If  the  ad¬ 
justed  basis  of  the  property  was  determined 
without  regard  to  the  value  as  of  March  1, 
1913,  there  would  be  an  Increase  in  earnings 
and  profits  of  $13,000.  The  difference  of  $533 
($13,000  minus  $12,467)  represents  the  in¬ 
crease  to  be  made  in  that  part  of  the  earnings 
and  profits  of  the  Y  Corp>oratlon  consisting  of 
the  Increase  in  value  of  property  accrued 
before,  but  realized  on  or  after,  March  1, 
1913. 

(c)  (1)  Section  115  (m)  (2)  is  an  ex¬ 
ception  to  the  general  rule  in  section 
115  (m)  (1)  and  also  operates  as  a  limi¬ 
tation  on  the  application  of  section  115 
(1).  It  provides  that,  if  the  application 
of  (2)  of  the  first  sentence  of  section  115 

(1)  to  a  sale  or  other  disposition  after 
February  28,  1913,  results  in  a  loss  which 
is  to  be  applied  in  decrease  of  earnings 
and  profits  for  any  period  beginning 
after  February  28,  1913,  then,  notwith¬ 
standing  section  115  (1)  and  in  lieu  of  the 
rule  provided  in  section  115  (m)  (1),  the 
amount  of  such  loss  so  to  be  applied  shall 
be  reduced  by  the  amount,  if  any,  by 
which  the  adjusted  basis  of  the  property 
used  in  determining  the  loss,  exceeds  the 
adjusted  basis  computed  without  regard 
to  the  fair  market  value  of  the  property 
on  March  1,  1913.  If  the  amount  so 
applied  in  reduction  of  the  loss  exceeds 
such  loss,  the  excess  over  such  loss  shall 
increase  that  part  of  the  earnings  and 
profits  consisting  of  increase  in  value 
of  property  accrued  before,  but  realized 
on  or  after,  March  1,  1913. 

(2)  The  application  of  section  115  (m) 

(2)  may  be  illustrated  by  the  following 
examples: 

Example  (1).  The  Y  Corporation  acquired 
nondepreciable  property  before  March  1.  1913, 
at  a  cost  of  $8,000.  Its  fair  market  value  as 
of  March  1,  1913,  was  $13,000,  and  it  was  sold 
in  1952  for  $10,000.  Under  (2)  of  the  first 
sentence  of  section  115  (1)  the  adjusted  basis 
would  be  $13,000  and  there  would  be  a  loss 
of  $3,000.  The  application  of  (2)  of  the 
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first  sentence  of  section  115  (1)  would  result 
in  a  loss  from  the  sale  In  1952  to  be  applied 
In  decrease  of  earnings  and  profits  for  that 
year.  Section  115  (m)  (2),  however,  ap¬ 

plies  and  the  loss  of  $3,000  is  reduced  by  the 
amount  by  which  the  adjusted  basis  of  $13,- 
000  exceeds  the  cost  of  $8,000  (the  adjusted 
basis  computed  without  regard  to  the  value 
on  March  1,  1913),  namely,  $5,000.  The 
amount  of  the  loss  is,  accordingly,  reduced 
from  $3,000  to  zero  and  there  is  no  decrease 
in  earnings  and  profits  of  the  Y  Corpora¬ 
tion  for  the  year  1952  as  a  result  of  the  sale. 
The  amount  applied  in  reduction  of  the 
decrease,  namely,  $5,000,  exceeds  $3,000.  Ac¬ 
cordingly,  as  a  result  of  the  sale  the  excess 
of  $2,000  increases  that  part  of  the  earn¬ 
ings  and  profits  of  the  Y  Corporation  con¬ 
sisting  of  increase  in  value  of  property  ac¬ 
crued  before,  but  realized  on  or  after,  March 
1,  1913. 

Example  (2).  The  Z  Corporation  acquired 
nondepreciable  property  before  March  1,  1913, 
at  a  cost  of  $10,000.  Its  fair  market  value  as 
of  March  1,  1913,  was  $12,000,  and  it  was 
sold  in  1952  for  $8,000.  Under  (2)  of  the 
first  sentence  of  section  115  (1)  the  adjusted 
basis  would  be  $12,000  and  there  would  be 
a  loss  of  $4,000.  The  application  of  (2) 
of  the  first  sentence  of  section  115  (1)  would 
result  in  a  loss  from  the  sale  in  1952  to  be 
applied  in  decrease  of  earnings  and  profits 
for  that  year.  Section  115  (m)  (2),  how¬ 
ever,  applies  and  the  loss  of  $4,000  is  re¬ 
duced  by  the  amount  by  which  the  ad¬ 
justed  basis  of  $12.0(K)  exceeds  the  cost  of 
$10,000  (the  adjusted  basis  computed  with¬ 
out  regard  to  the  value  on  March  1.  1913), 
namely,  $2,000.  The  amount  of  the  loss  is, 
accordingly,  reduced  from  $4,000  to  $2,000 
and  the  decrease  in  earnings  and  profits  of 
the  Z  Corporation  for  the  year  1952  as  a  re¬ 
sult  of  the  sale  is  $2,000  instead  of  $4,000. 
The  amount  applied  in  reduction  of  the  de¬ 
crease.  namely  $2,000,  does  not  exceed  $4,000. 
Accordingly,  as  a  result  of  the  sale  there 
is  no  Increase  in  that  part  of  the  earnings 
and  profits  of  the  Z  Corporation  consist¬ 
ing  of  increase  in  value  of  property  accrued 
before,  but  realized  on  or  after,  March  1, 
1913. 

§39.116  Statutory  provisions:  addi¬ 
tional  exclusions  from  gross  income. 

Sec.  116.  Exclusions  from  gross  income.  In 
addition  to  the  items  specified  in  section  22 

(b),  the  following  items  shall  not  be  in¬ 
cluded  in  gross  income  and  shall  be  exempt 
from  taxation  under  this  chapter: 

(a)  Earned  income  from  sources  without 
the  United  States — ( 1 )  Bona  fide  resident  of 
foreign  country.  In  the  case  of  an  individual 
citizen  of  the  United  States,  who  establishes 
to  the  satisfaction  of  the  Secretary  that  he 
has  been  a  bona  fide  resident  of  a  foreign 
country  or  countries  for  an  uninterrupted 
period  which  includes  an  entire  taxable  year, 
amounts  received  from  sources  without  the 
United  States  (except  amounts  paid  by  the 
United  States  or  any  agency  thereof )  if  such 
amounts  constitute  earned  Income  (as  de¬ 
fined  in  paragraph  (3)  )  attributable  to  such 
period;  but  such  individual  shall  not  be  al¬ 
lowed  as  a  deduction  from  his  gross  income 
any  deductions  properly  allocable  to  or 
chargeable  against  amounts  excluded  from 
gross  Income  under  this  paragraph. 

(2)  Presence  in  foreign  country  for  n 
months.  In  the  case  of  an  individual  citizen 
of  the  United  States,  who  during  any  period 
of  18  consecutive  months  is  present  in  a 
foreign  country  or  countries  during  at  least 
610  full  days  in  such  i>eriod,  amounts  re¬ 
ceived  from  sources  without  the  United 
States  (except  amounts  paid  by  the  United 
States  or  any  agency  thereof)  if  such 
amounts  constitute  earned  income  (as  de¬ 
fined  in  paragraph  (3) )  attributable  to  such 
period;  but  such  individual  shall  not  be  al¬ 
lowed  as  a  deduction  from  his  gross  income 


any  deductions  properly  allocable  to  or 
chargeable  against  amounts  excluded  from 
gross  income  under  this  paragraph.  If  the 
18  month  period  includes  the  entire  taxable 
year,  the  amount  excluded  under  this  para¬ 
graph  for  such  taxable  year  shall  not  exceed 
$20,000.  If  the  18  month  period  does  not 
Include  the  entire  taxable  year,  the  amount 
excluded  under  this  paragraph  for  such  tax¬ 
able  year  shall  not  exceed  an  amount  w'hich 
bears  the  same  ratio  to  $20,000  as  the  number 
of  days  in  the  part  of  the  taxable  year  within 
the  18  month  period  bears  to  the  total 
number  of  days  in  such  year. 

(3)  Definition  of  earned  income.  For  the 
purposes  of  this  subsection,  “earned  income” 
means  wages,  salaries,  professional  fees,  and 
other  amounts  received  as  compensation  for 
personal  services  actually  rendered,  but  does 
not  include  that  part  of  the  compensation 
derived  by  the  taxpayer  for  personal  services 
rendered  by  him  to  a  corporation  which  rep¬ 
resents  a  distribution  of  earnings  or  profits 
rather  than  a  reasonable  allowance  as  com¬ 
pensation  for  the  personal  services  actually 
rendered.  In  the  case  of  a  taxpayer  engaged 
in  a  trade  or  business  in  which  both  personal 
services  and  capital  are  material  income  pro¬ 
ducing  factors,  under  regulations  prescribed 
by  the  Commissioner  with  the  approval  of 
the  Secretary,  a  reasonable  allowance  as  com¬ 
pensation  for  the  personal  services  rendered 
by  the  taxpayer,  not  in  excess  of  20  per 
centum  of  his  share  of  the  net  profits  of  such 
trade  or  business,  shall  be  considered  as 
earned  income. 

(b)  Teachers  in  Alaska  and  Hawaii.  (Re¬ 
pealed  by  sec.  2,  Public  Salary  Tax  Act  1939] 

(c)  Income  of  foreign  governments  and  of 
international  organizations.  The  income  of 
foreign  governments  or  international  organ¬ 
izations  received  from  investments  in  the 
United  States  in  stocks,  bonds,  or  other  do¬ 
mestic  securities,  owned  by  such  foreign  gov¬ 
ernments  or  by  international  organizations, 
or  from  Interest  on  deposits  in  banks  in  the 
United  States  of  moneys  belonging  to  such 
foreign  governments  or  International  organ¬ 
izations.  or  from  any  other  source  within  the 
United  States. 

(d)  Income  of  States,  municipalities,  etc. 
Income  derived  from  any  public  utility  or 
the  exercise  of  any  essential  governmental 
function  and  accruing  to  any  State,  Terri¬ 
tory.  or  the  District  of  Columbia,  or  any  po¬ 
litical  subdivision  of  a  State  or  Territory, 
or  Income  accruing  to  the  government  of  any 
possession  of  the  United  States,  or  any  politi¬ 
cal  subdivision  thereof. 

Whenever  any  State,  Territory,  or  the  Dis¬ 
trict  of  Columbia,  or  any  political  subdivi¬ 
sion  of  a  State  or  Territory,  prior  to  Sep¬ 
tember  8.  1916,  entered  in  good  faith  into 
a  contract  with  any  person,  the  object  and 
purpose  of  which  is  to  acquire,  construct, 
operate,  or  maintain  a  public  utility — 

( 1 )  If  by  the  terms  of  such  contract  the 
tax  Imposed  by  this  chapter  is  to  be  paid 
out  of  the  proceeds  from  the  operation  of 
such  public  utility,  prior  to  any  division  of 
such  proceeds  between  the  person  and  the 
State,  Territory,  political  subdivision,  or  the 
District  of  Columbia,  and  if,  but  for  the  im¬ 
position  of  the  tax  imposed  by  this  chapter, 
a  part  of  such  proceeds  for  the  taxable  year 
would  accrue  directly  to  or  for  the  use  of 
such  State,  Territory,  political  subdivision, 
or  the  District  of  Columbia,  then  a  tax  upon 
the  net  income  from  the  operation  of  such 
public  utility  shall  be  levied,  assessed,  col¬ 
lected,  and  paid  in  the  manner  and  at  the 
rates  prescribed  in  this  chapter,  but  there 
shall  be  refunded  to  such  State,  Territory, 
political  subdivision,  or  the  District  of 
Columbia  (under  rules  and  regulations  to  be 
prescribed  by  the  Commissioner  with  the  ap¬ 
proval  of  the  Secretary)  an  amount  which 
bears  the  same  relation  to  the  amount  of 
the  tax  as  the  amount  which  (but  for  the 
imposition  of  the  tax  imposed  by  this  chap¬ 


ter)  would  have  accrued  directly  to  or  for 
the  use  of  such  State,  Territory,  political 
subdivision,  or  the  District  of  Columbia, 
bears  to  the  amount  of  the  net  income  from 
the  operation  of  such  public  utility  for  such 
taxable  year. 

(2)  If  by  the  terms  of  such  contract  no 
part  of  the  proceeds  from  the  operation  of 
the  public  utility  for  the  taxable  year  would, 
irrespective  of  the  tax  imposed  by  this  chap¬ 
ter.  accrue  directly  to  or  for  the  use  of  such 
State,  Territory,  political  subdivision,  or  the 
District  of  Columbia,  then  the  tax  upon  the 
net  income  of  such  person  from  the  operation 
of  such  public  utility  shall  be  levied,  as¬ 
sessed,  collected,  and  paid  in  the  manner 
and  at  the  rate  prescribed  in  this  chapter. 

(e)  Bridges  to  be  acquired  by  State  or 
political  subdivision.  Whenever  any  State 
or  political  subdivision  thereof,  in  pursuance 
of  a  contract  to  which  it  is  not  a  party 
entered  into  before  May  29,  1928,  is  to  acquire 
a  bridge — 

(1)  If  by  the  terms  of  such  contract  the 
tax  Imposed  by  this  chapter  is  to  be  paid 
out  of  the  proceeds  from  the  operation  of 
such  bridge  prior  to  any  division  of  such 
proceeds,  and  if,  but  for  the  imposition  of 
the  tax  imposed  Hy  this  chapter,  a  part  of 
such  proceeds  for  the  taxable  year  would 
accrue  directly  to  or  for  the  use  of  or  would 
be  applied  for  the  benefit  of  such  State  or 
political  subdivision,  then  a  tax  upon  the 
net  Income  from  the  operation  of  such  bridge 
shall  be  levied,  assessed,  collected,  and  paid 
in  the  manner  and  at  the  rates  prescribed 
in  this  chapter,  but  there  shall  be  refunded 
to  such  State  or  political  subdivision  (under 
rules  and  regulations  to  be  prescribed  by 
the  Commissioner  with  the  approval  of  the 
Secretary)  an  amount  which  bears  the  same 
relation  to  the  amount  of  the  tax  as  the 
amount  which  (but  for  the  tax  imposed  by 
this  chapter)  would  have  accrued  di¬ 
rectly  to  or  for  the  use  of  or  would  be  ap¬ 
plied  for  the  benefit  of  such  State  or  political 
subdivision,  bears  to  the  amount  of  the  net 
income  from  the  operation  of  such  bridge 
for  such  taxable  year.  No  such  refund  shall 
be  made  unless  the  entire  amount  of  the 
refund  is  to  be  applied  in  part  payment  for 
the  acquisition  of  such  bridge. 

(2)  If  by  the  terms  of  such  contract  no 
part  of  the  proceeds  from  the  operation  of 
the  bridge  for  the  taxable  year  would,  irre¬ 
spective  of  the  tax  Imposed  by  this  chapter, 
accrue  directly  to  or  for  the  use  of  or  to  be 
applied  for  the  benefit  of  such  State  or 
political  subdivision,  then  the  tax  upon  the 
net  Income  from  the  operation  of  such 
bridge  shall  be  levied,  assessed,  collected,  and 
paid  in  the  manner  and  at  the  rates  pre¬ 
scribed  in  this  chapter. 

(f)  Dividend  from  “China  Trade  Act"  Cor¬ 
poration.  In  the  case  of  a  person,  amounts 
distributed  as  dividends  to  or  for  his  benefit 
by  a  corporation  organized  under  the  China 
Trade  Act.  1922,  42  Stat.  849  (U.  S.  C..  Title 
15,  c.  4),  if,  at  the  time  of  such  distribution, 
he  is  a  resident  of  China,  and  the  equitable 
right  to  the  Income  of  the  shares  of  stock  of 
the  corporation  is  in  good  faith  vested  in  him. 

(g)  Shipowners'  Protection  and  Indemnity 
Associations.  The  receipts  of  shipowners' 
mutual  protection  and  indemnity  associa¬ 
tions  not  organized  for  profit,  and  no  part 
of  the  net  earnings  of  which  inures  to  the 
benefit  of  any  private  shareholder;  but  such 
corporations  shall  be  subject  as  other  per¬ 
sons  to  the  tax  upon  their  net  income  from 


nterest,  dividends,  and  rents. 

(h)  Compensation  of  employees  of  foreign 
governments  or  of  the  Commonwealth  oj 
he  Philippines — (1)  Rule  for  exclusion- 
Vages,  fees,  or  salary  of  any  employee  of » 
oreign  government  or  of  an  international  or- 
;anizatlon  or  of  the  Commonwealth  of  the 
Philippines  (including  a  consular  or  other 
>fflcer,  or  a  non-diplomatlc  representative), 
eceived  as  compensation  for  official  services 
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to  such  government,  international  organi¬ 
zation.  or  such  Commonwealth — 

(A)  If  such  employee  is  not  a  citizen  of 
the  United  States,  or  Is  a  citizen  of  the  Com¬ 
monwealth  of  the  Philippines  (whether  or 
not  a  citizen  of  the  United  States);  and 

(B)  If,  In  the  case  of  an  employee  of  a 
foreign  government  or  of  the  Commonwealth 
of  the  Philippines,  the  services  are  of  a  char¬ 
acter  similar  to  those  performed  by  em¬ 
ployees  of  the  Government  of  the  United 
States  in  foreign  countries  or  in  the  Com¬ 
monwealth  of  the  Philippines,  as  the  case 
may  be;  and 

(C)  If,  in  the  case  of  an  employee  of  a 
foreign  government  or  the  Commonwealth  of 
the  Philippines,  the  foreign  government,  or 
the  Commonwealth  grants  an  equivalent 
exemption  to  employees  of  the  Government 
of  the  United  States  performing  similar  serv¬ 
ices  in  such  foreign  country  or  such  Com¬ 
monwealth.  as  the  case  may  be. 

(2)  Certificate  by  Secretary  of  State.  The 
Secretary  of  State  shall  certify  to  the  Secre¬ 
tary  of  the  Treasury  the  names  of  the  foreign 
countries  which  grant,  an  equivalent  exemp¬ 
tion  to  the  employees  of  the  Government  of 
the  United  States,  performing  services  in 
such  foreign  countries,  and  the  character  of 
the  services  performed  by  employees  of  the 
Government  of  the  United  States  in  foreign 
countries.  If  the  Commonwealth  of  the 
Philippines  grants  an  equivalent  exemption 
to  the  employees  of  the  United  States  per¬ 
forming  services  in  such  Commonwealth  the 
Secretary  of  State  shall  certify  such  fact  to 
the  Secretary  of  the  Treasury  and  the  char¬ 
acter  of  the  services  performed  by  employees 
of  the  Government  of  the  United  States  In 
luch  Commonwealth. 

(I)  Treasury  bills.  For  exemption  from 
taxation  of  gain  derived  from  the  sale  or 
other  disposition  of  Treasury  Bills,  issued 
after  June  17,  1930,  under  the  second  Liberty 
bond  act,  as  amended,  see  act  of  .Tune  17, 
1930.  c.  512,  46  Stat.  775  (U.  S.  C.,  Title  31, 
see.  754). 

(J)  In  the  case  of  a  clerk  or  employee  in 
the  Foreign  Service  of  the  United  States, 
amounts  received  as  cost-of -living  allow¬ 
ances  under  authority  of  section  3,  as 
amended,  of  the  act  of  February  23,  1931;  and 
in  the  case  of  an  ambassador,  minister,  diplo¬ 
matic,  consular,  or  Foreign  Service  officer, 
amounts  received  as  post  allowances  under 
the  authority  of  section  12,  as  amended  and 
renumbered,  of  the  act  of  May  24,  1924;  and 
in  the  case  of  other  civilian  officers  or  em¬ 
ployees  of  the  Government  of  the  United 
States  stationed  outside  continental  United 
States,  amounts  received  as  cost-of-living 
allowances  in  accordance  with  regulations 
approved  by  the  President. 

(k)  In  the  case  of  an  officer  or  employee  of 
the  Foreign  Service  of  the  United  States, 
amounts  received  by  such  officer  or  employee 
as  allowances  or  otherwise  under  the  terms 
of  title  IX  of  the  Foreign  Service  Act  of  1940. 

(l)  Income  from  sources  within  Puerto 
Rico — (1)  Resident  of  Puerto  Rico  for  entire 
taxable  year.  In  the  case  of  an  individual 
»ho  is  a  bona  flde  resident  of  Puerto  Rico 
during  the  entire  taxable  year.  Income  de¬ 
rived  from  sources  within  Puerto  Rico  (ex¬ 
cept  amounts  received  for  services  performed 
&8  an  employee  of  the  United  States  or  any 
agency  thereof);  but  such  individual  shall 
hot  be  allowed  as  a  deduction  from  his  gross 
Income  any  deductions  properly  allocable  to 
or  chargeable  against  amounts  excluded  from 
gross  Income  under  this  paragraph. 

(2)  Taxable  year  of  change  of  residence 
/rom  Puerto  Rico.  In  the  case  of  an  Indl- 
Tldual  citizen  of  the  United  States,  who  has 
^n  a  bona  flde  resident  of  Puerto  Rico  for 
a  period  of  at  least  two  years  before  the  date 
^  which  he  changes  his  residence  from 
^erto  Rico,  Income  derived  from  sources 
wereln  (except  amounts  received  from  serv¬ 
es  performed  as  an  employee  of  the  United 


States  or  any  agency  thereof)  which  is  at¬ 
tributable  to  that  part  of  such  period  of 
Puerto  Rican  residence  before  such  date;  but 
such  individual  shall  not  be  allowed  as  a 
deduction  from  his  gross  income  any  deduc¬ 
tions  properly  allocable  to  or  chargeable 
against  amounts  excluded  from  gross  income 
under  this  paragraph. 


[Sec.  116  as  amended  by  sec.  2,  Public  Salary 
Tax  Act  1939;  secs.  148  (a),  and  149  (a),  Rev. 
Act,  1942;  secs.  107  and  125  (a) ,  Rev.  Act  1943; 
sec.  4,  Pub.  Law  291  (79th  Cong.);  sec.  1051, 
Foreign  Service  Act  1946;  sec.  221  (c).  Rev. 
Act  1950;  sec.  321  (a).  Rev.  Act  1951;  sec.  204 
(a)  and  (c).  Technical  Changes  Act  19531 


§  39.116-1  Earned  income  from 
sources  without  the  United  States — (a) 
Resident  of  a  foreign  country.  (1) 
Amounts  constituting  earned  income  as 
defined  in  section  116  (a)  (3)  shall  be 
excluded  from  gross  income  in  the  case 
of  an  individual  citizen  of  the  United 
States  who  establishes  to  the  satisfaction 
of  the  Commissioner  that  he  has  been  a 
bona  fide  resident  of  a  foreign  country 
or  countries  for  an  uninterrupted  period 
which  includes  an  entire  taxable  year,  if 
such  amounts  are  (i)  from  sources  with¬ 
out  the  United  States,  (ii)  attributable  to 
such  uninterrupted  period,  and  (iii)  not 
paid  by  the  United  States  or  any  agency 
or  instrumentality  thereof.  The  exemp¬ 
tion  from  tax  thus  provided  is  applicable 
to  such  amounts  as  are  attributable  to 
that  portion  of  an  uninterrupted  period 
of  bona  fide  foreign  residence  which 
falls  within  a  taxable  year  during  the 
course  of  which  the  citizen  begins  or  ter¬ 
minates  bona  fide  residence  in  a  foreign 
country,  provided  that  such  period  in¬ 
cludes  at  least  one  entire  taxable  year. 
If  attributable  to  an  uninterrupted 
period  in  respect  of  which  the  citizen 
qualifies  for  the  exemption  from  tax 
thus  provided,  the  amounts  shall  be  ex¬ 
cluded  from  gross  income  irrespective 
of  when  they  are  received.  The  period 
during  which  the  citizen  was  a  bona  fide 
resident  of  a  foreign  country  or  countries 
prior  to  the  commencement  of  his  first 
taxable  year  beginning  after  December 
31,  1951,  may  be  taken  into  account  in 
determining  whether  such  citizen  has 
been  a  bona  flde  resident  of  a  foreign 
country  or  countries  for  an  uninter¬ 
rupted  period  which  includes  an  entire 
taxable  year. 

(2)  Though  the  period  of  bona  fide 
foreign  residence  must  be  continuous 
and  uninterrupted,  once  bona  fide  resi¬ 
dence  in  a  foreign  country  or  countries 
has  been  established,  temporary  visits  to 
the  United  States  or  elsewhere  on  vaca¬ 
tion  or  business  trips  will  not  necessarily 
deprive  the  citizen  of  his  status  as  a  bona 
fide  resident  of  a  foreign  country. 
Whether  the  individual  citizen  of  the 
United  States  is  a  bona  flde  resident  of  a 
foreign  country  shall  be  determined  by 
the  application,  to  the  extent  feasible,  of 
the  principles  of  §§  39.211-2,  39.211-3, 
39.211-4,  and  39.211-5,  relating  to  what 
constitutes  residence  or  nonresidence,  as 
the  case  may  be,  in  the  United  States  in 
the  case  of  an  alien  individual. 

(3)  In  any  case  in  which  any  amount 
otherwise  constituting  gross  income  is 
excluded  from  gross  income  under  the 
provisions  of  section  116  (a),  there  shall 
not  be  allowed  as  a  deduction  from  gross 


income  any  items  of  expenses  or  losses 
or  other  deductions  properly  applicable 
to  or  chargeable  against  the  amounts  so 
excluded  from  gross  income.  The  ap¬ 
portionment  and  allocation  of  such  ex¬ 
penses,  losses,  or  deductions  as  between 
income  from  sources  within,  and  income 
from  sources  without,  the  United  States 
shall  be  determined  in  accordance  with 
the  principles  of  section  119  and  the 
regulations  thereunder, 

(4)  The  entire  amount  received  as 
professional  fees  may  be  treated  as 
earned  income  if  the  taxpayer  is  engaged 
in  a  professional  occupation,  such  as  a 
doctor  or  a  law^rer,  even  though  he  em¬ 
ploys  assistants  to  perform  part  or  all 
of  the  services,  provided  the  patients  or 
clients  are  those  of  the  taxpayer  and 
look  to  the  taxpayer  as  the  person  re¬ 
sponsible  for  the  services  performed. 

(5)  In  the  case  of  a  taxpayer  engaged 
in  a  trade  or  business  in  which  both 
personal  services  and  capital  are  ma¬ 
terial  income-producing  factors,  a  rea¬ 
sonable  allowance  as  compensation  for 
the  personal  services  actually  rendered 
by  the  taxpayer  shall  be  considered 
earned  income,  but  the  total  amount 
which  shall  be  treated  as  the  earned 
income  of  the  taxpayer  from  such  a 
trade  or  business  shall,  in  no  case,  exceed 
20  percent  of  his  share  of  the  net  profits 
of  such  trade  or  business.  No  general 
rule  can  be  prescribed  defining  the 
trades  or  businesses  in  which  personal 
services  and  capital  are  material  in¬ 
come-producing  factors,  but  this  ques¬ 
tion  must  be  determined  with  respect  to 
the  facts  of  the  individual  cases. 

(6)  An  amount  constituting  earned 

income  as  defined  in  section  116  (a)  (3) 
which  is  derived  from  sources  without 
the  United  States  shall  not  be  included 
in  gross  income  solely  because  it  is  re¬ 
ceived  within  the  United  States,  since 
the  place  of  receipt  is  immaterial  in  de¬ 
termining  whether  any  items  shall  be 
excluded  from  gross  income  under  the 
provisions  of  section  116  (a).  No 

amounts  received  for  services  performed 
within  the  United  States  shall  be  ex¬ 
cluded  from  gross  income  by  such  sec¬ 
tion.  For  the  allocation  or  segregation 
as  between  sources  within,  and  sources 
without,  the  United  States  in  the  case 
of  compensation  for  labor  or  personal 
services,  see  section  119  and  the  regu¬ 
lations  thereunder. 

(7)  Any  return  filed  before  the  com¬ 
pletion  of  the  period  necessary  to  qual¬ 
ify  a  citizen  for  the  exemption  under  sec¬ 
tion  116  (a)  shall  be  filed  without  regard 
to  the  exemption  provided  by  that  sec¬ 
tion,  but  claim  for  credit  or  refund  of 
any  overpayment  of  tax  may  be  filed  if 
the  taxpayer  subsequently  qualifies  for 
the  exemption  imder  section  116  (a).  A 
taxpayer  desiring  an  extension  of  time 
(in  addition  to  that  granted  by  §  39.53-3) 
for  filing  the  return  until  after  the  com¬ 
pletion  of  the  qualifying  period  under 
section  116  (a)  shall  make  application, 
therefor  with  the  district  director  of  in¬ 
ternal  revenue,  setting  forth  the  facts 
relied  upon  to  justify  the  extension  of 
time  requested  and  including  a  statement 
as  to  the  earliest  date  he  expects  to  be 
in  a  position  to  determine  whether  he 
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will  be  entitled  to  the  exclusion  provided 
by  section  116  < a).  An  extension  of  time 
may  be  Rranted  for  more  than  6  months 
in  the  case  of  taxpayers  who  are  abroad. 
For  extensions  of  time  for  filing  returns, 
see  section  53  (a )  (2)  and  §  39.53-2, 

(8)  In  estimating  his  gross  income  for 
the  purpose  of  making  a  declaration  of 
estimated  tax  for  any  taxable  year,  a 
citizen  of  the  United  States  is  not  re¬ 
quired  to  take  into  account  income  which 
it  is  reasonable  to  believe  will  be  excluded 
from  gross  income  under  the  provisions 
of  section  116  (a)  and  tlie  regulations 
thereunder. 

(9)  The  term  “foreign  counti*y” 
means  territory  under  the  sovereignty 
of  a  government  other  than  that  of  the 
United  States.  It  does  not  include  a 
possession  or  territory  of  the  United 
States. 

(b)  Presence  in  a  foreign  country. 

(1)  Amounts  constituting  earned  income 
as  defined  in  section  116  (a)  (3)  shall  be 
excluded  from  gross  income  in  the  case 
of  an  individual  citizen  of  the  United 
States  who  during  any  period  of  18  con¬ 
secutive  months  is  present  in  a  foreign 
country  or  countries  during  a  total  of  at 
least  510  full  days,  if  such  amounts  are 
(i)  from  sources  without  the  United 
States,  (ii)  attributable  to  such  period, 
and  (iii)  not  paid  by  the  United  States 
or  any  agency  or  instrumentality  thereof. 
If  attributable  to  a  period  of  18  consec¬ 
utive  months  in  respect  of  which  the  citi¬ 
zen  qualifies  for  the  exemption  from  tax 
thus  provided,  the  amounts  shall  be  ex¬ 
cluded  from  gross  income  irrespective  of 
when  they  are  received. 

(2)  For  taxable  years  ending  before 
January  1,  1953,  there  is  no  limitation 
upon  the  amount  which  may  be  excluded 
from  gross  income  pursuant  to  subpara¬ 
graph  (1),  For  taxable  years  ending 
after  December  31,  1952,  but  only  with 
respect  to  amounts  received  after  such 
date,  the  amount  excluded  from  gross 
income  under  the  provisions  of  section 
116  (a)  (2)  shall  not  exceed  $20,000  if 
the  18-month  period  includes  the  entire 
taxable  year.  If  the  18-month  period 
does  not  include  the  entire  taxable  year, 
the  amount  excluded  fron  gross  income 
under  such  section  for  sue  'i  taxable  year 
shall  not  exceed  an  amoui  t  which  bears 
the  same  ratio  to  $20,000  as  the  number 
of  days  in  the  part  of  the  taxable  year 
within  the  18-month  period  bears  to  the 
total  number  of  days  in  such  year.  In 
th.e  case  of  a  fiscal  year  beginning  in 
1952  and  ending  in  1953  the  exclu.sion 
of  amounts  received  after  December  31, 
1952,  shall  not  exceed  the  lesser  of  the 
amount  determined  under  the  two  pre¬ 
ceding  sentences  or  an  amount  which  is 
the  same  proportion  of  $20,0C#  as  the 
number  of  days  in  such  taxable  year 
after  such  date  is  of  365  days.  There  is 
no  limitation  as  to  the  total  amount  of 
the  exclusion  for  amounts  received  prior 
to  January  1,  1953,  in  the  case  of  such  a 
fiscal  year. 

( 3 )  The  period  during  which  the  citi¬ 
zen  was  present  in  a  foreign  country  or 
countries  before  the  commencement  of 
his  first  taxable  year  beginning  after 
December  31,  1951,  may  be  taken  into 
account  in  determining  whether  such 


citizen  is  present  in  a  foreign  country 
or  countries  during  at  least  510  full  days 
during  any  period  of  18  consecutive 
months. 

(4)  Any  return  filed  before  the  com¬ 
pletion  of  the  period  necessary  to  qualify 
a  citizen  for  the  exemption  under  sec¬ 
tion  116  (a)  shall  be  filed  without  regard 
to  the  exemption  provided  by  that  sec¬ 
tion,  but  claim  for  credit  or  refund  of 
any  overpayment  of  tax  may  be  filed  if 
the  taxpayer  subsequently  qualifies  for 
the  exemption  under  section  116  (a).  A 
taxpayer  desiring  an  extension  of  time 
(in  addition  to  that  granted  by  §  39.53- 
3)  for  filing  the  return  until  after  the 
completion  of  the  qualifying  period  un¬ 
der  section  116  (a)  shall  make  applica¬ 
tion  therefor  with  the  district  director 
of  internal  revenue,  setting  forth  the 
facts  relied  upon  to  justify  the  extension 
of  time  requested  and  including  a  state¬ 
ment  as  to  the  earliest  date  he  expects  to 
be  in  a  position  to  determine  whether  he 
will  be  entitled  to  the  exclusion  provided 
by  section  116  (a).  An  extension  of 
time  may  be  granted  for  more  than  6 
months  in  the  case  of  taxpayers  who  are 
abroad.  For  extensions  of  time  for  fil¬ 
ing  returns,  see  section  53  (a)  (2)  and 
§  39.53-2. 

(5)  In  estimating  his  gross  income  for 
the  purpose  of  making  a  declaration  of 
estimated  tax  for  any  taxable  year,  a 
citizen  of  the  United  States  is  not  re¬ 
quired  to  take  into  account  income  which 
it  is  reasonable  to  believe  will  be  ex¬ 
cluded  from  gross  income  under  the  pro¬ 
visions  of  section  116  (a)  and  the  regu¬ 
lations  thereunder. 

(6)  The  provisions  of  paragraph  (a) 
of  this  section  respecting  the  disallow¬ 
ance  of  certain  deductions,  the  definition 
of  earned  income,  the  source  of  income, 
and  the  immateriality  of  the  place  of 
receipt  of  amounts  constituting  earned 
income  are  equally  effective  in  the  appli¬ 
cation  of  this  paragraph. 

(7)  The  term  “foreign  country” 
means  territory  under  the  sovereignty 
of  a  government  other  than  that  of  the 
United  States  and  includes  the  air  space 
over  such  territory.  It  does  not  include 
a  possession  or  territory  of  the  United 
States. 

(8)  The  exclusion  provided  by  section 
116  (a)  (2)  applies  to  income  attributa¬ 
ble  to  any  period  of  18  consecutive 
months  during  which  the  citizen  satis¬ 
fies  the  510  full-day  requirement,  even 
though  such  period  constitutes  a  part  of 
a  longer  period  of  presence  in  a  foreign 
counti-y  or  countries.  For  this  purpose, 
the  term  “18  consecutive  months’’  means 
any  period  of  such  duration,  that  is,  any 
period  commencing  with  the  beginning 
of  any  day  of  a  calendar  month  and 
terminating  (i)  with  the  close  of  the  day 
which  precedes  that  day  in  the  eight¬ 
eenth  succeeding  calendar  month  nu¬ 
merically  corresponding  to  the  day  of 
the  period’s  beginning,  or,  if  there  is  no 
such  corresponding  day,  (ii)  with  the 
close  of  the  last  day  of  such  eighteenth 
succeeding  month.  Such  period  need  not 
necessarily  commence  with  the  day  of 
arrival  in  a  foreign  country,  nor  termi¬ 
nate  with  the  day  of  departure  there¬ 
from.  In  no  event  will  the  510  full-day 


requirement  be  prorated  over  a  period  of 
less  than  18  consecutive  months.  i 

(9)  Thus,  a  citizen  who  arrives  in  a 
foreign  country  on  January  1,  1952, 
makes  several  return  trips  to  the  United  '' 
States,  and  then  finally  departs  from  the  ’ 
foreign  country  on  February  14,  1954, 
may  not  be  present  in  such  country  for  i 
510  full  days  during  the  18-month  period  ; 
commencing  with  January  1,  1952,  and  ■ 
ending  with  the  close  of  June  30,  1953,  s 
because  of  his  visits  to  the  United  States  ? 
during  such  period,  but  may  satisfy  the 
510  full-day  requirement  during  the  18-  I 
month  period  commencing  with  Febru-  * 
ary  15,  1952,  and  ending  with  the  close 

of  August  14,  1953.  In  such  event,  the 
exclusion  will  apply  to  income  attribut¬ 
able  to  the  latter  period,  but  not  to 
income  attributable  to  the  period  com¬ 
mencing  with  January  1,  1952,  and  end¬ 
ing  with  the  close  of  February  14,  1952. 
For  such  purpose,  it  is  assumed  that  no 
part  of  the  period  ending  with  the  close 
of  February  14,  1952,  is  included  in  any 
18-month  period  during  which  the  510 
full-day  requirement  is  satisfied.  Fur¬ 
thermore,  the  mere  fact  that  the  510 
full-day  requirement  has  been  satisfied 
with  respect  to  the  period  ending  with 
the  close  of  August  14,  1953,  does  not 
mean  that  income  earned  thereafter  will 
be  excluded  under  section  116  (a)  (2) 
unless  such  income  is  attributable  to 
another  18-month  period  during  which 
there  is  compliance  with  the  510  full-day 
requirement.  Thus,  the  510  full-day  re¬ 
quirement  cannot  be  prorated  over  the 
6 -month  period  commencing  w’ith  August 
15,  1953,  and  ending  with  the  close  of 
February  14,  1054,  in  order  to  determine 
whether  the  exclusion  allowed  by  sec¬ 
tion  116  (a)  (2)  applies  to  income  attrib¬ 
utable  to  such  6-month  period.  There¬ 
fore,  assuming  that  the  citizen  is  present 
in  the  foreign  country  170  full  days  (Vj 
of  510  full  days)  during  such  6-month 
period  ( Vs  of  18  consecutive  months) ,  the 
exclusion  will  not  be  applicable  to  income 
attributable  to  any  part  of  such  6-month 
period  if  no  part  thereof  is  included  in 
any  18-month  period  during  which  the 
510  full-day  requirement  is  satisfied. 

(10)  The  term  “full  day’’  means,  not 
any  24-consecutive-hour  period,  but  a 
continuous  period  of  twenty-four  hours 
commencing  from  midnight  and  ending 
w'ith  the  following  midnight.  In  com¬ 
puting  the  minimum  of  510  full  days  of 
presence  in  a  foreign  country  or  coun¬ 
tries,  all  separate  periods  of  such  pres¬ 
ence  during  the  period  of  18  consecutive 
months  are  to  be  aggregated.  The  510 
full  days  need  not  be  consecutive,  but 
may  be  interrupted  by  a  number  of  short 
periods  during  which  the  citizen  is  not 
present  in  a  foreign  country.  Time 
spent  in  a  foreign  country  in  the  em¬ 
ployment  of  the  United  States  Govern¬ 
ment  will  count  toward  satisfaction  of 
the  510  full-day  requirement,  even 
though  amounts  paid  by  such  Govern¬ 
ment  are  not  exempt  from  tax  under 
section  116  (a)  (2). 

(11)  In  each  of  the  following  examples 
It  is  assumed  that  the  facts  are  such  that 
the  limitations  upon  the  amount  to  be 
excluded,  which  were  added  by  section 
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204  of  the  Technical  Changes  Act  of  1953, 
are  not  applicable. 

Example  (1).  On  February  1,  1953,  Mr. 
White,  a  citizen  of  the  United  States  privately 
employed,  arrived  in  Puerto  Rico  on  a  busi¬ 
ness  assignment.  Upon  completion  of  the 
assignment  he  departed  for  a  new  assignment 
in  Venezuela.  On  June  1,  1953,  at  9  a.  m.  he 
arrived  In  Venezuela,  where  he  remained 
until  2  p.  m.  on  October  25,  1954,  at  which 
time  he  departed  for  another  assignment  in 
Puerto  Rico,  On  January  10,  1955,  he  left 
Puerto  Rico  for  a  new  assignment  In  the 
United  States.  During  the  18-month  period 
commencing  with  April  25,  1953,  and  ending 
with  the  close  of  October  24,  1954,  the  tax¬ 
payer  was  In  a  foreign  country  an  aggregate 
of  510  full  days;  in  addition,  during  the 
18-month  period  commencing  with  June  2, 
1953,  and  ending  with  the  close  of  December 
1, 1954,  he  was  in  a  foreign  country  an  aggre¬ 
gate  of  510  full  days.  The  exemption  from 
tax  granted  by  section  116  (a)  (2)  will  thus 
apply  to  income  attributable  to  the  entire 
period  which  commences  with  April  25,  1953, 
and  ends  with  the  close  of  December  1,  1954, 
a  period  of  approximately  19  consecutive 
months. 

Example  (2).  At  2  p.  m.  on  January  18. 
1952,  Mr.  Brown,  a  citizen  of  the  United 
States  privately  employed,  arrived  in  Eng¬ 
land  on  a  business  trip  from  the  United 
States.  On  May  19.  1952,  at  10  p.  m.  he  de¬ 
parted  from  England  by  steamer  and  ar¬ 
rived  in  the  United  States  on  May  25.  1952. 
After  spending  a  period  therein  on  official 
business,  he  left  the  United  States  by  steamer 
on  June  9,  1952,  and  arrived  in  France  at 
3  p.  m.,  June  14.  1952.  At  8  a.  m.  on  Feb¬ 
ruary  3,  1953,  he  departed  from  France  by 
airplane  for  a  brief  visit  to  Puerto  Rico,  ar¬ 
riving  there  on  February  4;  and  thence  went 
to  England,  arriving  there  at  1  a.  m.  on  Feb¬ 
ruary  12,  1953,  where  he  remained  until 
midnight,  July  18,  1953,  at  which  time  the 
610  full-day  requirement  was  satisfied  in 
respect  of  the  period  of  18  consecutive 
months  which  began  with  January  19,  1952. 
Mr.  Brown  continued  his  presence  in  Eng¬ 
land,  not  leaving  such  country  until  5  a.  m. 
on  November  18,  1953,  at  which  time  he  de¬ 
parted  for  the  United  States.  During  the 
18-month  period  commencing  with  Janu¬ 
ary  19,  1952,  and  ending  with  the  close  of 
July  18,  1953,  the  taxpayer  was  in  a  for¬ 
eign  country  or  countries  an  aggregate  of 
610  full  days;  in  addition,  during  the  18- 
month  period  commencing  with  June  16, 
1952,  and  ending  with  the  close  of  Decem¬ 
ber  15,  1953,  he  was  in  a  foreign  country 
or  countries  an  aggregate  of  510  full  days. 
The  exemption  from  tax  granted  by  section 
116  (a)  (2)  will  thus  apply  to  income  attrib¬ 
utable  to  the  entire  period  which  commences 
with  January  19,  1952,  and  ends  with  the 
close  of  December  15,  1953.  The  computa¬ 
tion  with  respect  to  each  period  may  be 


Illustrated  as  follows: 

Full  days 

First  18-month  period  (1-19-52  in  foreign 
through  7-18-53)  :  country 

1- 19-52  to  5-  18-52 . 121 

5- 19-52  to  6-14-52 . 0 

6- 15-52  to  2-2-53___ . 233 

2- 3-53  to  2-12-53.. . 0 

2-13-53  to  7-18-53— .  156 


Total  full  days _  510 


Second  18-month  period  (6-16-52 
through  12-15-53): 

6-16-52  to  2  2-53 . - _ _  232 

2-3-53  to  2-12-53 . . . .  0 

2-13-53  to  11-17-53 . . .  278 

11-18  -53  to  12-15-53 . . .  0 


Total  full  days .  510 


Example  (3).  On  March  6,  1952,  at  3  p.  m. 
Mr.  Green,  a  citizen  privately  employed,  ar¬ 
rived  in  Cuba  where  he  remained  until  9 
p.  m.,  June  25,  1952,  at  which  time  he  de¬ 
parted  from  Cuba  for  a  short  business  trip 
to  Puerto  Rico.  Upon  completion  of  his 
negotiations  in  that  possession,  he  departed 
for  Mexico,  arriving  there  at  2  p.  m.  on  July 
24,  1952,  where  he  remained  until  10  a.  m., 
August  22,  1953,  at  which  time  he  departed 
from  such  country  for  a  vacation  in  the 
United  States.  He  arrived  again  in  Mexico  at 
9  a.  m.  on  September  5,  1953,  where  he  re¬ 
mained  until  8  a.  m.,  January  1.  1954,  at 
which  time  he  departed  from  such  country 
for  a  new  assignment  in  the  United  States. 
During  the  18-month  period  commencing 
with  March  7,  1952,  and  ending  with  the 
close  of  September  6,  1953,  the  taxpayer  was 
in  a  foreign  country  or  countries  an  aggre¬ 
gate  of  504  full  days;  during  the  18-month 
p>erlod  commencing  with  July  1,  1952,  and 
ending  with  the  close  of  December  31,  1953, 
he  was  in  a  foreign  country  an  aggregate  of 
510  full  days.  The  exemption  from  tax 
granted  by  section  116  (a)  (2)  will  thus  not 
apply  to  income  attributable  to  any  part  of 
the  period  beginning  with  March  6,  1952,  and 
ending  with  the  close  of  June  30,  1952;  it  will 
apply  to  income  attributable  to  the  period 
commencing  with  July  1,  1952,  and  ending 
with  the  close  of  December  31,  1953.  The 
computation  with  respect  to  each  period  may 


be  illustrated  as  follows: 

Full  days 

First  18-month  period  (3-7-52  in  foreign 
through  9  -6-53) :  country 

3-7-52  to  6-24-52... . -  110 

6- 25-52  to  7-24-52 . 0 

7- 25-52  to  8-21-53 .  393 

8- 22-53  to  9-5-53 .  0 

9- 6-53 .  1 


Total  full  days _  504 

Second  18-month  period  (7-1-52 
through  12-31-53)  ; 

7-1-52  to  7-24-52 .  0 

7- 25-52  to  8-21-53 . -  393 

8- 22-53  to  9-5-53 . 0 

9- 6-53  to  12-31-53 .  117 


Total  full  days _  510 


§  39.116-2  Income  of  foreign  govern¬ 
ments,  international  organizations,  and 
their  employees — (a)  Foreign  govern¬ 
ments  and  their  employees.  (1)  The 
exemption  of  the  income  of  foreign  gov¬ 
ernments  applies  also  to  their  political 
subdivisions.  Any  income  collected  by 
foreign  governments  from  investments 
in  the  United  States  in  stocks,  bonds,  or 
other  domestic  securities,  which  are  not 
actually  owned  by  but  are  loaned  to  such 
foreign  governments,  is  subject  to  tax. 

(2)  All  employees  of  a  foreign  govern¬ 
ment  (including  consular  or  other  offi¬ 
cers,  or  nondiplomatic  representatives) 
w’ho  are  not  citizens  of  the  United  States 
are  exempt  from  Federal  income  tax 
w'ith  respect  to  wages,  fees,  or  salaries 
received  by  them  as  compensation  for 
official  services  rendered  to  such  foreign 
government,  provided  (i)  the  services 
are  of  a  character  similar  to  those  per¬ 
formed  by  employees  of  the  Government 
of  the  United  States  in  such  foreign 
country  and  (ii)  the  foreign  government 
whose  employees  are  claiming  exemption 
grants  an  equivalent  exemption  to  em¬ 
ployees  of  the  Government  of  the  United 
States  performing  similar  services  in 
such  foreign  country.  Section  116  (h) 
(2)  provides  that  the  Secretary  of  State 


shall  certify  to  the  Secretary  of  the 
Treasury  the  names  of  the  foreign  coun¬ 
tries  which  grant  an  equivalent  exemp¬ 
tion  to  the  employees  of  the  Government 
of  the  United  States  performing  services 
in  such  foreign  countries,  and  the  char¬ 
acter  of  the  services  performed  by  em¬ 
ployees  of  the  Government  of  the  United 
States  in  foreign  countries.  The  income 
received  by  employees  of  foreign  gov¬ 
ernments  from  sources  other  than  their 
salaries,  fees,  or  wages,  referred  to 
above,  is  subject  to  Federal  income  tax. 
The  compensation  of  citizens  of  the 
United  States  who  are  officers  or  employ¬ 
ees  of  a  foreign  government  is  not  ex¬ 
empt  from  income  tax.  But  see  section 
116  (a). 

(b)  International  organizations  and 
their  employees.  (1)  Subject  to  the  pro¬ 
visions  of  section  1  of  the  International 
Organizations  Immunities  Act  (22 
U.  S.  C.  288),  the  income  of  an  inter¬ 
national  organization  (as  defined  in 
section  3797  (a)  (18))  received  from 
investments  in  the  United  States 
in  stocks,  bonds,  or  other  domestic  se¬ 
curities,  owned  by  such  international 
organization,  or  from  interest  on  de¬ 
posits  in  banks  in  the  United  States  of 
moneys  belonging  to  such  international 
organizations,  or  from  any  other  source 
within  the  United  States,  is  exempt  from 
Federal  income  tax.  An  organization 
designated  by  the  President  through  ap¬ 
propriate  Executive  order  as  entitled  to 
enjoy  the  privileges,  exemptions,  and 
immunities  provided  in  the  International 
Organizations  Immunities  Act  (22 
U.  S.  C.  288-288f)  may  enjoy  the 
benefits  of  the  exemption  with  re¬ 
spect  to  income  of  the  prescribed  char¬ 
acter  received  by  such  organization  be¬ 
fore  the  date  of  the  issuance  of  such 
Executive  order,  if  (i)  the  Executive 
order  does  not  provide  otherwise  and 
(ii)  the  organization  is  a  public  interna¬ 
tional  organization  in  which  the  United 
States  participates,  pursuant  to  a  treaty 
or  under  the  authority  of  an  Act  of  Con¬ 
gress  authorizing  such  participation  or 
making  an  appropriation  for  such  par¬ 
ticipation,  at  the  time  such  income  is 
received. 

(2)  Subject  to  the  provisions  of  sec¬ 
tions  1,  8,  and  9  (22  U.  S.  C.  288, 
288e,  and  288f)  of  the  International 
Organizations  Immunities  Act,  wages, 
fees,  or  salary  of  any  officer  or  employee 
of  an  international  organization  (as  de¬ 
fined  in  section  3797  (a)  (18))  received 
as  compensation  for  official  services  to 
such  international  organization  is  ex¬ 
empt  from  Federal  income  tax,  if  such 
officer  or  employee  is  not  a  citizen  of  the 
United  States.  An  individual  of  the  pre¬ 
scribed  class  who  receives  wages,  fees,  or 
salary  as  compensation  for  official  serv¬ 
ices  to  an  organization  designated  by 
the  President  through  appropriate  Ex¬ 
ecutive  order  as  entitled  to  enjoy  the 
privileges,  exemptions,  and  immunities 
provided  in  the  International  Organiza¬ 
tions  Immunities  Act  and  who  has  been 
duly  notified  to  and  accepted  by  the 
Secretary  of  State  as  an  officer  or  em¬ 
ployee  of  such  organization,  or  who  has 
been  designated  by  the  Secretary  of 
State,  prior  to  formal  notification  and 
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acceptance,  as  a  prospective  oflBcer  or 
employee  of  such  organization,  may  en¬ 
joy  the  benefltf;  of  the  exemption  with 
respect  to  compensation  of  the  pre¬ 
scribed  character  earned  by  such  indi¬ 
vidual  either  before  the  date  of  the 
issuance  of  such  Executive  order,  or  be¬ 
fore  the  date  of  such  acceptance  or  des¬ 
ignation  by  the  Secretary  of  State,  for 
official  services  to  such  organization,  if 

(i)  the  Executive  order  does  not  provide 
otherwise,  (ii)  the  organization  is  a  pub¬ 
lic  international  organization  in  which 
the  United  States  participates,  pursuant 
to  a  treaty  or  under  the  authority  of  an 
Act  of  Congress  authorizing  such  partici¬ 
pation  or  making  an  appropriation  for 
such  participation,  at  the  time  such  com¬ 
pensation  is  earned,  and  (iii)  the  indi¬ 
vidual  is  an  officer  or  employee  of  such 
organization  at  such  time.  The  compen¬ 
sation  of  citizens  of  the  United  States 
who  are  officers  or  employees  of  an  inter¬ 
national  organization  is  not  exempt  from 
income  tax.  But  see  section  116  (a). 

(3)  Sections  1,  8,  and  9  of  the  Inter¬ 
national  Organizations  Immunities  Act 
provide  in  part  as  follows: 

Section  1.  For  the  purposes  of  this  title 
I  International  Organizations  Immunities 
ActJ,  the  term  “international  organization” 
means  a  public  international  organization 
in  which  the  United  States  participates 
pursuant  to  any  treaty  or  under  the  au¬ 
thority  of  any  Act  of  Congress  authorizing 
such  participation  or  making  an  appropria¬ 
tion  for  such  participation,  and  which  shall 
have  been  designated  by  the  President 
through  appropriate  Executive  order  as  being 
entitled  to  enjoy  the  privileges,  exemptions, 
and  Immunities  herein  provided.  The 
President  shall  be  authorized,  in  the  light 
of  the  functions  performed  by  any  such 
international  organization,  by  appropriate 
Ebcecutive  order  to  withhold  or  withdraw 
from  any  such  organization  or  its  oflicers 
or  employees  any  of  the  privileges,  exemp¬ 
tions,  and  immunities  provided  for  in  this 
title  (including  the  amendments  made  by 
this  title)  or  to  condition  or  limit  the  enjoy¬ 
ment  by  any  such  organization  or  its  officers 
or  employees  of  any  such  privilege,  exemp¬ 
tion.  or  immunity.  The  President  shall  be 
authorized,  if  in  his  judgment  such  action 
should  be  justified  by  reason  of  the  abuse 
by  an  international  organization  or  its 
officers  and  employees  of  the  privileges,  ex¬ 
emptions.  and  immunities  herein  provided 
or  for  any  other  reason,  at  any  time  to  revoke 
the  designation  of  any  International  organ¬ 
ization  under  this  section,  whereupon  the 
International  organization  in  question  shall 
cease  to  be  classed  as  an  international 
organization  for  the  purposes  of  this  title. 

Sec.  8.  (a)  No  person  shall  be  entitled  to 
the  benefits  of  this  title  [International 
Organizations  Immunities  Actj  unless  he 
(1)  shall  have  been  duly  notified  to  and 
accepted  by  the  Secretary  of  State  as 
a  •  *  •  officer,  or  employee:  or  '2)  shall 

have  been  designated  by  the  Secretary  of 
State,  prior  to  formal  notification  and  ac¬ 
ceptance,  as  a  prospective  •  •  •  officer, 

or  employee:  *  •  •. 

(b)  Should  the  Secretary  of  State  de¬ 
termine  that  the  continued  presence  in  the 
United  States  of  any  person  entitled  to  the 
benefits  of  this  title  is  not  desirable,  he 
shall  so  Inform  the  •  •  •  international 
organization  concerned  •  •  •,  and  after 

such  ijerson  shall  have  had  a  reasonable 
length  of  time,  to  be  determined  by  the 
Secretary  of  State,  to  depart  from  the 
United  States,  he  shall  cease  to  be  entitled 
to  such  benefits. 
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(c)  No  person  shall,  by  reason  of  the  pro¬ 
visions  of  this  title,  be  considered  as  re¬ 
ceiving  diplomatic  status  or  as  receiving 
any  of  the  privileges  incident  thereto  other 
than  such  as  are  specifically  set  forth  herein. 

Sec.  9.  The  privileges,  exemptions,  and 
immunities  of  international  organizations 
and  of  their  officers  and  employees  •  •  •  , 
provided  for  in  this  title  [International  Or¬ 
ganizations  Immunities  Act],  shall  be 
granted  notwithstanding  the  fact  that  the 
similar  privileges,  exemptions,  and  immu¬ 
nities  granted  to  a  foreign  government,  its 
officers,  or  eriployees,  may  be  conditioned 
upon  the  existence  of  reciprocity  by  that 
foreign  government:  Provided,  That  noth¬ 
ing  contained  in  this  title  shall  be  construed 
as  precluding  the  Secretary  of  State  from 
withdrawing  the  privileges,  exemptions,  and 
immunities  herein  provided  from  persons 
who  are  nationals  of  any  foreign  country 
on  the  ground  that  such  country  is  falling 
to  accord  corresponding  privileges,  exemp¬ 
tions,  and  Immunities  to  citizens  of  the 
United  States. 

§  39.116-3  Bridges  to  he  acquired  hy 
State  or  political  subdivisions,  (a)  Any 
State  or  political  subdivision  thereof 
claiming  a  refund  under  the  provisions 
of  section  116  (e)  of  an  amount  equal 
to  all  or  a  portion  of  any  income  tax 
levied,  assessed,  collected,  and  paid  in 
the  manner  and  at  the  rates  prescribed 
in  chapter  1,  shall  file  a  claim  therefor 
on  Form  843  (to  which  there  shall  be 
attached  as  exhibits  the  matter  herein¬ 
after  prescribed)  with  the  district  direc¬ 
tor  of  internal  revenue  for  the  internal 
revenue  district  in  which  the  tax  was 
paid,  which  claim  shall  be  executed  on 
behalf  of  such  State  or  political  subdivi¬ 
sion  thereof  by  the  treasurer  or  other 
fiscal  officer  thereof  and  shall  contain: 

(1)  A  statement  of  the  name  of 'the 
taxpayer,  of  the  amount  of  tax  levied, 
assessed,  collected,  and  paid  for  the  tax¬ 
able  year  or  period  in  respect  of  which 
the  claim  is  made,  and  the  amount  of 
refund  thereby  sought; 

(2)  A  full  statement  of  the  facts  con¬ 
sidered  by  the  claimant  sufficient  to  en¬ 
title  it  to  receive  the  refund,  including 
copies  of  all  contracts  and  other  docu¬ 
ments  bearing  on  the  case,  and  a  state¬ 
ment  that  the  claim  is  submitted  under 
the  provisions  of  section  116  (e) ; 

(3)  A  showing  which  will  establish  to 
the  satisfaction  of  the  Commissioner 
that  the  fiscal  officer  presenting  the  claim 
has  authority  to  receive  the  amount  of 
the  refund  on  behalf  of  the  State  or  po¬ 
litical  subdivision  which  he  assumes  to 
represent  and  to  apply  without  delay 
the  entire  amount  of  such  refund  in  part 
payment  for  the  acquisition  of  such 
bridge,  including  copies  of  the  laws,  ordi¬ 
nances,  or  similar  enactments  considered 
by  the  claimant  sufficient  to  establish  its 
authority  to  receive  the  refund  and  so  to 
apply  it,  together  with  a  statement  that 
such  fiscal  officer  will  receive  and  imme¬ 
diately  so  apply  the  entire  amount  of 
the  refund;  and 

(4)  A  statement,  verified  by  a  written 
declaration  that  it  is  made  under  the 
penalties  of  perjury,  made  by  or  on  behalf 
of  the  taxpayer  that  the  taxpayer 
thereby  joins  with  and  concurs  in  the  re¬ 
quest  of  the  State  or  political  subdivision 
thereof  that  a  refund  of  an  amount  equal 
to  all  or  a  portion  of  the  tax  previously 
paid  by  such  taxpayer  be  made  to  such 


State  or  political  subdivision,  that  the 
taxpayer  agrees  to  receive  the  amount 
refunded  from  the  State  or  political  sub¬ 
division  to  which  it  is  paid  and  immedi¬ 
ately  to  apply  the  entire  amount  of  such 
refund  in  part  payment  for  the  acquisi¬ 
tion  of  such  bridge,  and  that  if  for  an/ 
reason  the  contract  which  is  the  basis  cf 
the  claim  for  refund  is  not  fully  executed 
and  performed,  the  taxpayer  will  repoy 
to  the  United  States  upon  its  demard 
the  entire  amount  of  the  refund  wi':h 
interest  at  6  percent  per  annum  from 
the  date  the  refund  is  made  without 
seeking  or  claiming  the  benefit  of  any 
statute  of  limitations  which  prior  thereto 
may  have  run  against  the  United  Spates. 

(b)  No  refund  shall  be  made  of  any 
amount  in  excess  of  the  amount  of  the 
tax  levied,  assessed,  collected,  and  paid 
by  the  taxpayer  for  any  taxable  year  or 
period.  A  separate  claim  shall.be  made 
in  respect  of  each  separate  taxable  year 
or  period.  If  by  the  terms  of  the  con¬ 
tract  on  which  the  claim  is  based  two 
or  more  States  or  political  subdivisions 
of  a  State  or  States  are  entitled  to  ac¬ 
quire  the  bridge,  the  claim  for  refund  in 
respect  of  each  separate  taxable  year 
or  period  must  be  made  jointly  by  the 
States  or  political  subdivisions  thereof 
so  entitled.  The  amount  refunded  un¬ 
der  section  116  (e)  and  this  section  is 
not  considered  an  overpayment  within 
the  meaning  of  section  3771,  relating  to 
interest  on  overpayments,  and  no  inter¬ 
est  shall  be  allowed  or  paid  upon  the 
amount  of  the  refund. 

(c)  A  check  or  voucher  in  payment 
of  a  claim  for  refund  allowed  under  sec¬ 
tion  116  (e)  w  ill  be  drawn  in  the  name  of 
the  fiscal  officer  or  officers  having  au¬ 
thority,  as  established  under  paragraph 
(a)  (3)  of  this  section,  to  receive  the 
same,  and  will  contain  an  express  pro¬ 
vision  that  it  is  issued  for  the  sole  pur¬ 
pose  and  subject  to  the  conditions  pre¬ 
scribed  in  section  116  (e)  and  this 
section. 

§  39.116-4  Exclusion  of  certain  cost- 
of -living  allowances,  (a)  Amounts  re¬ 
ceived  by  Government  civilian  personnel 
stationed  outside  the  continental  United 
States  as  cost-of-living  or  post  allow¬ 
ances  in  accordance  with  regulations 
approved  by  the  President  are.  by  the 
provisions  of  section  116  (j),  excluded 
from  gross  income.  Such  allowances 
shall  be  considered  as  retaining  their 
characteristics  under  section  116  <j)  not¬ 
withstanding  any  possible  combination 
thereof  with  any  other  allowance,  such 
as  a  quarters  allowance,  as,  for  example, 
in  a  “living  and  quarters  allowance/’ 
whether  or  not  such  other  allowance  is 
excluded  from  gross  income.  ■ 

(b)  For  the  purposes  of  section  116  ll 
( j ) ,  the  term  “continental  United  States  ”  ■ 

includes  only  the  States  of  the  Union  and  ■ 
the  District  of  Columbia.  ■ 

§39.116-5  Exclusion  of  certain  allow-  I 
ances  of  Foreign  Service  personal  H 
Amounts  received  by  personnel  of  the  ■ 
Foreign  Service  of  the  United  States  as  ■| 
allowances  or  otherwise  under  the  terms  ■I 
of  title  IX  of  the  Foreign  Service  Act  ■ 
of  1946  (22  U.  S.  C.  1131  et  seq.)  arc.  by  ■ 
the  provisions  of  section  116  (k),  ex-  ■ 
eluded  from  gross  income.  K 
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5  39.11S-6  Exclusion  of  certain  in~ 
come  from  sources  within  Puerto  Rico. 

(a)  There  is  excluded  from  gross  income 
in  the  case  of  an  individual  (whether  a 
citizen  of  the  United  States  or  an  alien) 
who  is  a  bona  fide  resident  of  Puerto 
Rico  during  the  entire  taxable  year  in¬ 
come  derived  from  sources  within  Puerto 
Rico,  except  such  income  as  consists  of 
amounts  received  for  services  performed 
as  an  employee  of  the  United  States  or 
any  agency  thereof.  Whether  the  indi- 
ndual  is  a  bona  fide  resident  of  Puerto 
Rico  shall  be  determined  in  general  by 
applying  to  the  facts  and  circumstances 
in  each  case  the  principles  of  5§  39.211-2, 
39.211-3,  39.211-4,  and  39.211-5,  relating 
to  what  constitutes  residence  or  non¬ 
residence,  as  the  case  may  be,  in  the 
United  States  in  the  case  of  an  alien  in¬ 
dividual.  Once  bona  fide  residence  in 
Puerto  Rico  has  been  established,  tem¬ 
porary  absence  therefrom  in  the  United 
States  or  elsewhere  on  vacation  or  busi¬ 
ness  trips  will  not  necessarily  deprive  an 
individual  of  his  status  as  a  bona  fide 
resident  of  Puerto  Rico.  An  individual 
taking  up  residence  in  Puerto  Rico  dur¬ 
ing  the  course  of  the  taxable  year  is  not 
entitled  for  such  year  to  the  exclusion 
provided  in  section  116  (1). 

(b)  There  is  excluded  from  gross  in¬ 
come,  in  the  case  of  an  individual  citi¬ 
zen  of  the  United  States  who  during  such 
taxable  year  changes  his  residence  from 
Puerto  Rico  to  a  place  outside  Puerto 
Rico  after  having  been  a  bona  fide  resi¬ 
dent  of  Puerto  Rico  for  a  period  of  at 
least  two  years  immediately  preceding 
the  date  of  such  change  in  residence,  in¬ 
come  derived  from  sources  within  Puerto 
Rico  which  is  attributable  to  that  part 
of  such  period  of  Puerto  Rican  residence 
which  precedes  the  date  of  such  change 
in  residence,  except  such  income  as  con¬ 
sists  of  amounts  received  for  services  per¬ 
formed  as  an  employee  of  the  United 
States  or  any  agency  thereof. 

(c)  In  any  case  in  which  any  amount 
otherwise  constituting  gross  income  is 
excluded  from  gross  income  under  the 
provisions  of  section  116  (1),  there  shall 
not  be  allowed  as  a  deduction  from  gross 
income  any  items  of  expenses  or  losses 
or  other  deductions  properly  allocable 
to,  or  chargeable  against,  the  amounts  so 
excluded  from  gross  income.  The  ap¬ 
portionment  and  allocation  of  such  ex¬ 
penses,  losses,  or  deductions  as  between 
income  from  sources  within  Puerto  Rico 
and  income  from  other  sources  shall  be 
determined  in  accordance  with  the  prin¬ 
ciples  of  section  119  and  the  regulations 
thereunder. 

S  39.117  (a)  Statutory  provisions; 

capital  gains  and  losses;  definitions. 

Sec.  117.  Capital  gains  and  losses — (a) 
Definitions,  As  used  In  this  chapter — 

(1)  Capital  assets.  The  term  “capital  as- 
*®t8’’  means  property  held  by  the  taxpayer 
(Whether  or  not  connected  with  his  trade  or 
business),  but  does  not  include — 

(A)  stock  in  trade  of  the  taxpayer  or  other 
properly  of  a  kind  which  would  prop>erly  be 
Included  in  the  Inventory  of  the  taxpayer  if 
on  band  at  the  close  of  the  taxable  year,  or 
property  held  by  the  taxpayer  primarily  for 
to  customers  in  the  ordinary  course  of 
nis  trade  or  business; 


(B)  Property,  used  in  his  trade  or  busi¬ 
ness,  of  a  character  which  is  subject  to  the 
allowance  for  depreciation  provided  in  sec¬ 
tion  23  ( 1 ) ,  or  real  property  used  in  his  trade 
or  business; 

(C)  A  copyright:  a  literary,  musical,  or 
artistic  composition;  or  similar  property; 
held  by — 

(1)  A  taxpayer  whose  {}ersonal  efforts 
created  such  property,  or 

(il)  A  taxpayer  in  whose  hands  the  basis 
of  such  property  is  determined,  for  the  pur¬ 
pose  of  determining  gain  from  a  sale  or  ex¬ 
change,  in  whole  or  in  part  by  reference  to 
the  basis  of  such  property  in  the  hands  of 
the  person  whose  personal  efforts  created 
such  property;  or 

(D)  An  obligation  of  the  United  States  or 
any  of  its  possessions,  or  of  a  State  or  Ter¬ 
ritory,  or  any  political  subdivision  thereof, 
or  of  the  District  of  Columbia,  Issued  on  or 
after  March  1,  1941,  on  a  discount  basis  and 
payable  without  interest  at  a  fixed  maturity 
date  not  exceeding  one  year  from  the  date  of 
issue. 

(2)  Short-term  capital  gain.  The  term 
“short-term  capital  gain’*  means  gain  from 
the  sale  or  exchange  of  a  capital  asset  held 
for  not  more  than  6  months,  if  and  to  the 
extent  such  gain  is  taken  into  account  in 
computing  gross  Income; 

(3)  Short-term  capital  loss.  The  term 
“short-term  capital  loss’’  means  loss  from 
the  sale  or  exchange  of  a  capital  asset  held 
few  not  more  than  6  months,  if  and  to  the 
extent  such  loss  is  taken  into  account  in 
computing  net  income; 

(4)  Long-term  capital  gain.  The  term 
“long-term  capital  gain”  means  gain  from 
the  sale  or  exchange  of  a  capital  asset  held 
for  more  than  6  months,  if  and  to  the  extent 
such  gain  is  taken  into  account  in  computing 
gross  income: 

(5)  Long-term  capital  loss.  The  term 
“long-term  capital  loss’’  means  loss  from  the 
sale  or  exchange  of  a  capital  asset  held  for 
more  than  6  months,  if  and  to  the  extent 
such  loss  is  taken  into  account  in  computing 
net  Income; 

(6)  Net  short-term  capital  gain.  The 
term  “net  short-term  capital  gain’’  means  the 
excess  of  short-term  capital  gains  for  the 
taxable  year  over  the  short-term  capital 
losses  for  such  year; 

(7)  Net  short-term  capital  loss.  The  term 
“net  short-term  capital  loss’’  means  the  ex¬ 
cess  of  short-term  capital  losses  for  the  taxa¬ 
ble  year  over  the  short-term  ci^ltal  gains  for 
such  year; 

(8)  Net  long-term  capital  gain.  The  term 
“net  long-term  capital  gain’’  means  the  ex¬ 
cess  of  long-term  capital  gains  for  the  taxa¬ 
ble  year  over  the  long-term  capital  losses  for 
such  year; 

(9)  Net  long-term  capital  loss.  'The  term 
“net  loi  g-term.capltal  loss’’  means  the  ex¬ 
cess  of  long-term  capital  losses  for  the  taxa¬ 
ble  year  over  the  long-term  capital  gains  for 
such  year. 

(10)  Net  capital  gain — (A)  Corporations, 
In  the  case  of  a  corporation,  the  term  “net 
capital  gain’’  means  the  excess  of  the  gains 
from  sales  or  exchanges  of  capital  assets  over 
the  losses  from  such  sales  or  exchanges;  and 

(B)  Other  taxpayers.  In  the  case  of  a  tax¬ 
payer  other  than  a  corporation,  the  term  “net 
capital  gain”  means  the  excess  of  (i)  the  sum 
of  the  gains  from  sales  or  exchanges  of  capi¬ 
tal  assets,  plus  net  Income  of  the  taxpayer 
or  $1,000,  whichever  is  smaller,  over  (il)  the 
losses  from  such  sales  or  exchanges.  For 
purposes  of  this  subparagraph,  net  income 
shall  be  computed  without  regard  to  gains  or 
losses  from  sales  or  exchanges  of  capital  as¬ 
sets.  If  the  tax  is  to  be  computed  under 
Supplement  T,  “net  Income”  as  used  in  this 
subparagraph  shall  be  read  as  "adjusted  gross 
Income”. 

(11)  Net  capital  loss.  The  term  “net  capi¬ 
tal  loss’’  means  the  excess  of  the  losses  from 


sales  or  exchanges  of  capital  assets  over  the 
sum  allowed  under  subsection  (d).  For  the 
purpose  of  determining  losses  under  this 
paragraph,  amounts  which  are  short-term 
capital  losses  under  subsection  (e)  (1)  shall 
be  excluded. 

(Sec.  117  (a)  as  amended  by  sec.  115  (b). 
Rev.  Act  1941;  secs.  150  (a)  (b) ,  151  (a) ,  Rev, 
Act  1942;  sec.  8  (d)  (1),  Individual  Income 
Tax  Act  1944;  sec.  210  (a).  Rev.  Act  1950;  sec. 
322  (c)  (2),  Rev.  Act  19511 

§  39.117  (a)-l  Meaning  of  terms. 

(a)  The  term  “capital  assets"  includes  all 
classes  of  property  not  specifically  ex¬ 
cluded  by  section  117  (a)  (1).  In  de¬ 
termining  whether  property  is  a  “capital 
asset,”  the  period  for  which  held  is  im¬ 
material. 

(b)  The  exclusion  from  the  term 
“capital  assets”  of  property  used  in  the 
trade  or  business  of  a  taxpayer  of  a 
character  which  is  subject  to  the  allow¬ 
ance  for  depreciation  provided  in  section 
23  (1)  and  of  real  property  used  in  the 
trade  or  business  of  a  taxpayer  is  limited 
to  such  propierty  used  by  the  taxpayer  in 
the  trade  or  business  at  the  time  of  the 
sale,  exchange,  or  involuntary  conver¬ 
sion.  Gains  and  losses  from  the  sale  or 
exchange  of  such  property  are  not 
treated  as  gains  and  losses  from  the  sale 
or  exchange  of  capital  assets,  except  to 
the  extent  provided  in  section  117  (j). 
See  §  39.117  (j)-l.  Property  held  for  the 
production  of  income,  but  not  used  in  a 
trade  or  business  of  the  taxpayer,  is  not 
excluded  from  the  tenn  “capital  assets” 
even  though  depreciation  may  have  been 
allowed  with  respect  to  such  property 
under  section  23  (1)  before  its  amend¬ 
ment  by  section  121  (c)  of  the  Revenue 
Act  of  1942.  However,  gain  or  loss  upon 
the  sale  or  exchange  of  land  held  by  a 
taxpayer  primarily  for  sale  to  customers 
in  the  ordinary  course  of  his  business,  as 
in  the  case  of  a  dealer  in  real  estate,  is 
not  subject  to  the  provisions  of  section 
117.  The  term  “ordinary  net  income,” 
as  used  in  the  regulations  in  this  part 
for  the  purposes  of  section  117,  means 
net  income  exclusive  of  gains  and  losses 
from  the  sale  or  exchange  of  capital 
assets. 

(c)  A  copyright,  a  literary,  musical,  or 
artistic  composition,  and  similar  prop¬ 
erty  are  excluded  from  the  term  “capital 
assets”  if  held  by  a  taxpayer  whose  per¬ 
sonal  efforts  created  such  property,  or 
if  held  by  a  taxpayer  in  whose  hands  the 
basis  of  such  property  is  determined,  for 
the  purpose  of  determining  gain  from  a 
sale  or  exchange,  in  whole  or  in  part  by 
reference  to  the  basis  of  such  property 
in  the  hands  of  the  person  whose  per¬ 
sonal  efforts  created  such  property.  As 
to  the  application  of  section  117  (j)  to 
the  sale  or  exchange  of  such  property 
held  by  such  a  taxpayer,  see  §39.117 
(j)-l.  The  phrase  “similar  property" 
includes,  for  example,  such  property  as 
a  theatrical  production,  a  radio  program, 
a  newspaper  (»rtoon  strip,  or  any  other 
property  eligible  for  copyright  protec¬ 
tion  (whether  imder  statute  or  common 
law),  but  does  not  include  a  patent  or  an 
invention,  or  a  design  which  may  be 
protected  only  under  the  patent  law  and 
not  under  the  copyright  law. 

(d)  Obligations  of  the  United  States 
or  any  of  its  possessions,  or  of  a  State  or 
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Territory,  or  any  political  subdivision 
thereof,  or  of  the  District  of  Columbia, 
issued  on  or  after  March  1, 1941,  on  a  dis¬ 
count  basis  and  payable  without  interest 
at  a  fixed  maturity  date  not  exceeding 
one  year  from  the  date  of  issue,  are  ex¬ 
cluded  from  the  term  “capital  assets.” 
An  obligation  may  be  issued  on  a  dis¬ 
count  basis  even  though  the  price  paid 
exceeds  the  face  amount.  Thus,  al¬ 
though  the  Second  Liberty  Bond  Act  (31 
U.  S.  C.  754)  provides  that  United  States 
Treasury  bills  shall  be  issued  on  a  dis¬ 
count  basis,  the  issuing  price  paid  for  a 
particular  bill  may,  by  reason  of  com¬ 
petitive  bidding,  actually  exceed  the  face 
amount  of  the  bill.  Since  the  obliga¬ 
tions  of  the  type  described  in  this  para¬ 
graph  are  excluded  from  the  term 
“capital  assets,”  gains  or  losses  from  the 
sale  or  exchange  of  such  obligations  are 
not  subject  to  the  limitations  provided 
in  section  117.  It  is,  therefore,  not  nec¬ 
essary  for  a  taxpayer,  other  than  a  life 
insurance  company  subject  to  taxation 
only  on  interest,  dividends,  and  rents,  to 
segregate  the  original  discount  accrued 
(see  §  39.42-7)  and  the  gain  or  loss  real¬ 
ized  upon  the  sale  or  other  disposition 
of  any  such  obligation. 

Example  ( 7 ) .  A  ( not  a  life  Insurance  com¬ 
pany)  buys  a  $100,000  90-day  Treasury  bill 
upon  Issuance  for  $99,998.  As  of  the  close 
of  the  forty-fifth  day  of  the  life  of  such  bill, 
he  sells  It  to  B  (not  a  life  Insurance  com¬ 
pany)  for  $99,999.50.  The  entire  net  gain  to 
A  of  $1.50  may  be  taken  Into  account  as  a 
single  Item  of  Income,  without  allocating  $1 
to  Interest  and  $0.50  to  gain.  If  B  holds  the 
bill  until  maturity  his  net  gain  of  $0.50  may 
similarly  be  taken  Into  account  as  a  single 
Item  of  Income,  without  allocating  $1  to 
interest  and  $0.50  to  loss. 

Example  (2).  The  facts  In  this  example 
are  the  same  as  In  example  (1)  except  that 
the  selling  price  to  B  Is  $99,998.50.  The  net 
gain  to  A  of  $0.50  may  be  taken  Into  account 
without  allocating  $1  to  Interest  and  $0.50 
to  loss,  and,  similarly,  if  B  holds  the  bill  until 
maturity  his  entire  net  gain  of  $1.50  may  be 
taken  Into  account  as  a  single  Item  of  Income 
w’lthout  allocating  $1  to  Interest  and  $0.50 
to  gain. 

(e)  The  phrase  “short-term”  applies 
to  the  category  of  gains  and  losses  arising 
from  the  sale  or  exchange  of  capital  as¬ 
sets  held  for  six  months  or  less;  the 
phrase  “long-term”  to  the  category  of 
gains  and  losses  arising  from  the  sale  or 
exchange  of  capital  assets  held  for  more 
than  six  months.  The  fact  that  some 
part  of  a  loss  from  the  sale  or  exchange 
of  a  capital  asset  may  be  finally  disal¬ 
lowed  b^ause  of  the  operation  of  section 
117  (d)  does  not  mean  that  such  loss  is 
not  “taken  into  account  in  computing  net 
income”  within  the  meaning  of  that 
phrase  as  used  in  section  117  (a)  (3)  and 
(5). 

(f)  In  the  definition  of  “net  short¬ 
term  capital  gain,”  as  provided  in  section 
117  (a)  (6),  the  amounts  brought  for¬ 
ward  to  the  taxable  year  under  section 
117  (e)  are  short-tenn  capital  losses  for 
such  taxable  year. 

(g)  Gains  and  losses  from  the  sale  or 
exchange  of  capital  assets  held  for  not 
more  than  six  months  (described  as 
short-term  capital  gains  and  short-term 
capital  losses)  shall  be  segregated  from 
gains  and  losses  arising  from  the  sale 


or  exchange  of  such  assets  held  for  more 
than  six  months  (described  as  long-term 
capital  gains  and  long-term  capital 
losses). 

(h)  In  the  case  of  a  corporation,  the 
term  “net  capital  gain”  means  the  excess 
of  the  gains  from  sales  or  exchanges  of 
capital  assets  over  the  losses  from  such 
sales  or  exchanges,  which  losses  include 
any  amounts  brought  forward  pursuant 
to  section  117  (e).  In  the  case  of  a  tax¬ 
payer  other  than  a  corporation,  the  term 
“net  capital  gain”  means  the  excess  of 
(1)  the  sum  of  the  gains  from  sales  or 
exchanges  of  capital  assets,  plus  net  in¬ 
come  (computed  without  regard  to  gains 
and  losses  from  sales  or  exchanges  of 
capital  assets)  of  the  taxpayer  or  $1,000, 
whichever  is  smaller,  over  (2)  the  losses 
from  such  sales  or  exchanges,  which 
losses  include  amounts  brought  forward 
under  section  117  (e).  In  the  case  of  a 
taxpayer  whose  tax  liability  is  computed 
under  Supplement  T,  the  term  “net  in¬ 
come,”  as  used  in  the  preceding  sentence, 
shall  be  read  as  “adjusted  gross  income.” 
For  application  of  the  term  “net  capital 
gain,”  in  computing  the  capital  loss 
carry-over  under  section  117  (e),  see 
paragraph  (c)  of  §  39.117  (b)-l. 

(i)  The  term  “net  capital  loss”  means 
the  excess  of  the  losses  from  sales  or 
exchanges  of  capital  assets  over  the  sum 
allowed  under  section  117  (d) .  However, 
amounts  which  are  short-term  capital 
losses  under  section  117  (e)  (1)  are  ex¬ 
cluded  in  determining  such  “net  capital 
loss.” 

(j)  See  section  23  (g)  and  (k),  under 
which  losses  from  worthless  stocks, 
bonds,  and  other  securities  (if  they  con¬ 
stitute  capital  Eissets)  are  required  to  be 
treated  as  losses  under  section  117  from 
the  sale  or  exchange  of  capital  assets, 
even  though  such  securities  are  not 
actually  sold  or  exchanged.  See  also 
section  117  (j)  and  §  39.117  (j)-l  for  the 
determination  of  whether  or  not  gains 
and  losses  from  the  involuntary  conver¬ 
sion  of  capital  assets  and  from  the  sale, 
exchange,  or  involuntary  conversion  of 
certain  property  used  in  the  trade  or 
business  shall  be  treated  as  gains  and 
losses  from  the  sale  or  exchange  of  capi¬ 
tal  assets.  See  also  section  117  (n)  and 
§  39.117  (n)-l  for  the  determination  of 
whether  or  not  gains  from  the  sale  or 
exchange  of  securities  by  a  dealer  in 
securities  shall  be  treated  as  capital 
gains,  or  whether  losses  from  such  sales 
or  exchanges  shall  be  treated  as  ordinary 
losses. 

(k)  In  the  case  of  nonresident  alien 
individuals  not  engaged  in  trade  or  busi¬ 
ness  within  the  United  States,  see  section 
211  and  the  regulations  thereunder  for 
the  determination  of  the  net  amount 
of  capital  gains  subject  to  tax. 

§  39.117  (b)  Statutory  provisions; 

capital  gains  and  losses;  deduction  from 
gross  income. 

Sec.  117.  Capital  gains  and  losses.  •  •  • 

(b)  Deduction  from  gross  income.  In  the 
case  of  a  taxpayer  other  than  a  corporation. 
If  for  any  taxable  year  the  net  long-term 
capital  gain  exceeds  the  net  short-term  capi¬ 
tal  loss,  50  per  centum  of  the  amount  of  such 
excess  shall  be  a  deduction  from  gross  In¬ 
come.  In  the  case  of  an  estate  or  trust,  the 


deduction  shall  be  computed  by  excluding 
the  portion  (If  any),  of  the  gains  for  the 
taxable  year  from  sales  or  exchanges  of  capi¬ 
tal  assets,  which,  under  section  162  (b)  or 
(c).  Is  Includible  by  the  Income  beneficiaries 
as  gain  derived  from  the  sale  or  exchange  of 
capital  assets. 

|Sec.  117  (b)  as  amended  by  sec.  150  (c). 
Rev.  Act  1942;  sec.  322  (a)  (2) ,  Rev.  Act  1951) 


§  39.117  (b)-l  Deduction  for  long¬ 
term  capital  gains,  (a)  In  computing 
gross  income,  adjusted  gross  income,  net 
income,  net  capital  gain,  and  net  capital 
loss,  100  percent  of  any  gain  or  loss 
(computed  under  section  111,  recognized 
under  section  112,  and  taken  into  ac¬ 
count  without  regard  to  section  117) 
upon  the  sale  or  exchange  of  a  capital 
asset  shall  be  taken  into  ac.ount  regard¬ 
less  of  the  period  for  which  the  capital 
asset  has  been  held.  Nevertheless,  the 
net  short-term  capital  gain  or  loss  and 
the  net  long-term  capital  gain  or  loss 
must  be  separately  computed.  In  com¬ 
puting  the  adjusted  gross  income  or  the 
net  income  of  a  taxpayer  other  than  a 
corporation,  if  for  any  taxable  year 
the  net  long-term  capital  gain  exceeds 
the  net  short-term  capital  loss,  50  per¬ 
cent  of  the  amount  of  the  excess  is  al¬ 
lowable  as  a  deduction  from  gross  income 
under  sections  23  (ee)  and  117  (b).  For 
instance,  if  an  individual  realizes  $2,000 
of  long-term  capital  gain  and  sustains 
$1,500  of  short-term  capital  loss  during 
the  taxable  year,  the  whole  amount  of 
the  gain  ($2,000)  is  includible  in  gross 
income.  Since  the  net  long-term  capital 
gain  exceeds  the  net  short-term  capital 
loss  by  $500,  50  percent  of  the  excess 
($250)  is  allowable  as  a  deduction  under 
section  23  (ee)  and  117  (b). 

(b)  In  the  case  of  an  estate  or  trust, 
for  the  purpose  of  computing  the  deduc¬ 
tion  allowable  under  sections  23  (ee)  and 
117  (b),  any  long-term  or  short-term 
capital  gains  which,  under  section  162 
(b)  or  (c),  are  includible  in  the  gross 
income  of  its  income  beneficiaries  as 
gains  derived  from  the  sale  or  exchange 
of  capital  assets  must  be  excluded  in  de¬ 
termining  whether,  for  the  taxable  year 
of  the  estate  or  trust,  its  net  long-term 
capital  gain  exceeds  its  net  short-term 
capital  loss.  For  example,  during  1952 
a  trust  realized  a  gain  of  $1,000  upon  the 
sale  of  stock  held  for  10  months.  Under 
the  terms  of  the  trust  instrument  all  of 
such  gain  must  be  distributed  not  later 
than  30  days  after  the  close  of  the  year 
to  A.  the  sole  income  beneficiary.  The 
trust  is  not  entitled  to  any  deduction  with 
respect  to  such  gain  under  sections  23 
(ee)  and  117  (b).  On  the  other  hand, 
assuming  A  had  no  other  capital  gains 
or  losses  in  1952,  he  would  be  entitled  to 
a  deduction  of  $500. 

§39.117  (c)  Statutory  provisions; 

capital  gains  and  losses;  alternative 
taxes. 

Sec.  in.  Capital  gains  and  losses.  *  *  * 

(c)  Alternative  taxes — (1)  Corporations. 
If  for  any  taxable  year  the  net  long-ter® 
capital  gain  of  any  corporation  exceeds  tw 
net  short-term  capital  loss,  there  shall  W 
levied,  collected,  and  paid,  In  lieu  of  the  tax 
Imposed  by  sections  13,  14,  15,  204,  207  (* 
(1)  or  (3),  421,  and  500,  a  tax  determine 
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as  follows.  If  and  only  if  such  tax  Is  less  than 
the  tax  Imposed  by  such  sections: 

(A)  A  partial  tax  shall  first  be  computed 
upon  the  net  Income  reduced  by  the  amount 
of  such  excess,  at  the  rates  and  In  the  man¬ 
ner  as  If  this  subsection  had  not  been 
enacted. 

(B)  There  shall  then  be  ascertained  an 
amount  equal  to  25  per  centum  of  such  ex¬ 
cess,  except  that  In  the  case  of  any  taxable 
year  beginning  after  March  31,  1951,  and 
before  April  1,  1954,  there  shall  be  ascertained 
an  amount  equal  to  26  per  centum  of  such 
excess. 

(C)  The  total  tax  shall  be  the  partial  tax 
computed  under  subparagraph  (A)  plus  the 
amount  computed  under  subparagraph  (B). 

(2)  Other  taxpayers.  II  for  any  taxable 
year  the  net  long-term  capital  gain  of  any 
taxpayer  (other  than  a  corporation)  exceeds 
the  net  short-term  capital  loss,  there  shall 
be  levied,  collected,  and  paid.  In  lieu  of  the 
tax  imposed  by  sections  11  and  12  (or,  In  the 
case  of  certain  tax-exempt  trusts,  in  lieu  of 
the  tax  imposed  by  section  421),  a  tax  de¬ 
termined  as  follows.  If  and  only  if  such  tax 
is  less  than  the  tax  Imposed  by  such  sections: 

(A)  A  partial  tax  shall  first  be  computed 
upon  the  net  Income  reduced  by  an  amount 
equal  to  50  per  centum  of  such  excess,  at  the 
rates  and  in  the  manner  as  if  this  subsection 
had  not  been  enacted. 

(B)  There  shall  then  be  ascertained  an 
amount  equal  to  25  per  centum  of  the  excess 
of  the  net  long-term  capital  gain  over  the 
net  short-term  capital  loss.  In  the  case  of 
any  taxable  year  beginning  after  October  31, 
1951,  and  before  November  1, 1953,  there  shall 
be  ascertained,  in  lieu  of  the  amount  com¬ 
puted  under  the  preceding  sentence,  an 
amount  equal  to  26  per  centum  of  the  excess 
of  the  net  long-term  capital  gain  over  the 
net  short-term  capital  loss. 

(C)  The  total  tax  shall  be  the  partial  tax 
computed  under  subparagraph  (A)  plus  the 
amount  computed  under  subparagraph  (B). 

|Sec.  117  (c)  as  amended  by  sec.  150  (c), 
Be\.  Act  1942:  sec.  301  (c)  (2)  (3).  Rev.  Act 
1950;  secs.  123  and  322  (b).  Rev.  Act  1951 1 

§  39.117  (c)-l  Alternative  tax  in  case 
net  long-term  capital  gain  exceeds  net 
ihort-term  capital  loss,  (a)  In  case  the 
net  long-term  capital  gain  of  a  taxpayer 
(other  than  a  corporation)  exceeds  the 
net  short-term  capital  loss,  section  117 

(c)  (2)  imposes  an  alternative  tax  in 
lieu  of  the  tax  imposed  by  sections  11 
and  12  (or,  in  the  case  of  certain  tax- 
exempt  trusts,  the  tax  imposed  by  section 
421),  if  and  only  if  such  alternative  tax 
is  less  than  the  tax  imposed  by  sections 
11  and  12  (or,  in  the  case  of  certain  tax- 
exempt  trusts,  the  tax  imposed  by  sec¬ 
tion  421).  This  alternative  tax  is  the 
sum  of  ( 1 )  a  partial  tax,  computed  at  the 
rates  provided  by  sections  11  and  12  (or, 
in  the  case  of  certain  tax-exempt  trusts, 
the  tax  imposed  by  section  421)  on  the 
net  income  reduced  by  an  amount  equal 
to  50  percent  of  the  excess  of  the  net 
long-term  capital  gain  (determined  by 
taking  into  account  100  percent  of  the 
gains  and  losses  upon  the  sale  or  ex¬ 
change  of  capital  assets  held  for  more 
than  six  months)  over  the  net  short¬ 
term  capital  loss,  plus  (2)  25  percent  (26 
percent  if  the  taxable  year  begins  before 
November  1,  1953)  of  the  excess  of  the 
net  long-term  capital  gain  over  the  net 
short-term  capital  loss. 


(b)  In  case  the  net  long-term  capital 
gain  of  any  corporation  exceeds  the  net 
short-term  capital  loss,  section  117  (c) 

( 1 )  imposes  an  alternative  tax  in  lieu  of 
the  tax  imposed  by  sections  13,  15,  204, 
207  (a)  (1)  or  (3),  421,  and  500,  if  and 
only  if  such  alternative  tax  is  less  than 
the  tax  imposed  by  such  sections.  This 
alternative  tax  is  the  sum  of  ( 1 )  a  partial 
tax  computed  at  the  rates  provided  by 
sections  13,  15,  204,  207  (a)  (1)  or  (3), 
421,  and  500  on  the  net  income  of  the 
taxpayer,  excluding  therefrom  for  this 
purpose  the  amount  of  such  excess  of  the 
net  long-term  capital  gain  over  the  net 
short-term  capital  loss,  plus  (2)  25  per¬ 
cent  (26  percent  if  the  taxable  year  be¬ 
gins  before  April  1,  1954)  of  such  excess. 

(c)  In  applying  section  117  (c),  in  the 
case  of  tax-exempt  trusts  or  organiza¬ 
tions  subject  to  the  tax  imposed  by  sec¬ 
tion  421,  the  only  amount  which  is  taken 
into  account  as  capital  gain  or  loss  is  that 
which  is  taken  into  account  in  computing 
unrelated  business  net  income  under  sec¬ 
tion  422.  Under  section  422,  the  only 
amount  taken  into  account  as  capital 
gain  or  loss  is  that  resulting  from  the 
application  of  section  117  (k)  (1). 

(d)  In  the  case  of  a  joint  return  made 
by  husband  and  wife,  the  excess  of  any 
net  long-term  capital  gain  over  any  net 
short-term  capital  loss  is  to  be  deter¬ 
mined  by  combining  the  long-term 
capital  gains  and  losses  and  the  short¬ 
term  capital  gains  and  losses  of  the 
spouses. 

(e)  The  following  example  illustrates 
the  application  of  the  provisions  of  sec¬ 
tion  117  (c)  and  of  this  section  in  the 
case  of  an  individual  taxpayer: 

Example.  A,  a  single  Individual,  has  for 
the  calendar  year  1952  an  ordinary  net  in¬ 
come  of  $100,000.  He  Is  entitled  to  one  ex¬ 
emption  of  $600.  He  realizes  In  1952  a  gain 
of  $50,000  on  the  sale  of  a  capital  asset  held 
for  19  months  and  sustains  a  loss  of  $20,000 
on  the  sale  of  a  capital  asset  held  for  five 
months.  Since  the  alternative  tax  Is  less 
than  the  tax  otherwise  computed  under 
sections  11  and  12,  the  tax  payable  Is  the 
alternative  tax.  that  Is,  $77,488.  The  tax  Is 
computed  as  follows: 

Tax  under  sections  11  and  12 

Ordinary  net  Income _ $100,  000 

Net  long-term  capital  gain 

( 100  percent  of  $50,000)  _  $50,  000 
Net  short-term  capital  loss 

(100  percent  of  $20,000)  _  20,  000 

Excess  of  net  long-term  capital  gain 
over  the  net  short-term  capital 
loss _  30,  000 

130,000 

Deduction  of  50  percent  of  excess 
of  net  long-term  capital  gain 
over  the  net  short-term  capital 


loss _  15,  000 

Net  Income _  115,000 

Less  exemption _  600 

Income  subject  to  normal 
tax  and  surtax _  114,  400 

Combined  normal  tax  and 
surtax  under  sections  11 
and  12 _  83,  176 


Alternative  tax  under  section  117  (c)  (2) 


Net  Income _ $115,000 

Less  50  percent  of  excess  of  net 
long-term  capital  gain  over  net 
short-term  capital  loss _  15, 000 

Ordinary  net  income _  100,  000 

Less  exemption _  600 

Income  subject  to  normal 

tax  and  surtax _  99,  400 

Partial  tax  (combined  normal  tax 

and  surtax  on  $99,400) _  69,688 

Plus  26  percent  of  $30,000 _  7,  800 

Total  alternative  tax  under 

section  117  (c)  (2) _  77,488 


(f)  On  amounts  received  or  accrued 
from  the  disposal  of  coal  to  which  the 
provisions  of  section  117  (k)  (2)  are  ap¬ 
plicable,  the  computation  under  section 
117  (c)  (1)  of  a  tax  in  lieu  of  the  tax 
imposed  by  section  500  shall  be  made 
without  regard  to  section  117  (k)  (2) ; 
that  is,  the  partial  tax  under  section  117 
(c)  (1)  (A),  insofar  as  it  involves  the 
tax  under  section  500,  is  computed  with¬ 
out  regard  to  section  117  (k)  (2). 

§  39.117  (d)  Statutory  provisions: 

capital  gains  and  losses;  limitation  on 
capital  losses. 

Sec.  117.  Capital  gains  and  losses.  •  •  • 

(d)  Limitation  on  capital  losses — (1) 
Corporation.  In  the  case  of  a  corporation, 
losse.  from  sales  or  exchanges  of  capital  as¬ 
sets  shall  be  allowed  only  to  the  extent  of 
gains  from  such  sales  or  exchanges. 

(2)  Other  taxpayers.  In  the  case  of  a  tax¬ 
payer,  other  than  a  corpKiratlon,  losses  from 
sales  or  exchanges  of  capital  assets  shall  be 
allowed  only  to  the  extent  of  the  gains  from 
such  sales  or  exchanges,  plus  the  net  income 
of  the  taxpayer  of  (orj  $1,000,  whichever  Is 
smaller.  For  purposes  of  this  paragraph,  net 
income  shall  be  computed  without  regard  to 
gains  or  losses  from  sales  or  exchanges  of 
capital  assets.  If  the  tax  Is  to  be  computed 
under  Supplement  T,  “net  Income”  as  used 
in  this  paragraph  shall  be  read  as  “adjusted 
gross  Income”. 

[Sec.  117  (d)  as  amended  by  sec.  212  (a). 
Rev.  Act  1939;  sec.  150  (c),  Rev.  Act  1942;  sec. 
8  (d)  (2),  Individual  Income  Tax  Act  1944] 

§  39.117  (d)-l  Limitation  on  capital 
losses,  (a)  Section  117  (d)  (1)  provides 
that,  in  the  case  of  a  corporation,  losses 
from  sales  or  exchanges  of  capital  assets 
shall  be  allowed  as  deductions  only  to 
the  extent  of  the  gains  from  such  sales 
or  exchanges,  and  section  117  (d)  (2) 
provides  that,  in  the  case  of  a  taxpayer 
other  than  a  corporation,  the  losses  from 
sales  or  exchanges  of  capital  assets  shall 
be  allowed  as  a  deduction  only  to  the 
extent  of  the  gains  from  such  sales  or 
exchanges,  plus  net  income  (computed 
without  regard  to  such  gains  or  losses) 
of  the  taxpayer  or  $1,000,  whichever  is 
smaller.  Thus,  where  an  individual  tax¬ 
payer  having  an  ordinary  net  income  of 
$5,000,  has  a  loss  of  $4,000  from  the  sale 
of  a  capital  asset  which  he  held  for  more 
than  six  months,  such  net  long-term 
capital  loss  of  $4,000  is  allowable  only  to 
the  extent  of  $1,000,  the  remaining  $3,000 
being  a  net  capital  loss.  If  the  taxpayer’s 
ordinary  net  income  had  been  $400  in¬ 
stead  of  $5,000,  only  $400  of  the  net  long¬ 
term  capital  loss  of  $4,000  would  have 
been  allowed,  leaving  a  net  capital  loss 
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of  $3,600.  For  carry-over  of  a  net  capital 
loss,  see  S  39.117  (e)-l. 

(b)  In  the  case  of  a  bank,  as  defined 
in  section  104,  the  limitation  under  sec¬ 
tion  117  (d)  (1)  is  modified  by  section 
117  (i)  so  that  the  excess  of  any  losses 
of  the  taxable  year  from  sales  or  ex¬ 
changes  of  bonds,  debentures,  notes  or 
certificates,  or  other  evidences  of  an  in¬ 
debtedness  issued  by  any  corporation  (in¬ 
cluding  those  issued  by  a  government  or 
political  subdivision  thereof)  with  inter, 
est  coupons  or  in  registered  form,  over 
gains  of  the  taxable  year  from  such  sales 
or  exchanges  may  be  deductible  in  full 
as  an  ordinary  loss. 

(c)  In  case  the  tax  is  computed  under 
Supplement  T,  the  term  “net  income” 
shall  be  read  as  “adjusted  gross  income.” 

(d)  In  the  case  of  a  joint  return  made 
by  a  husband  and  wife,  the  limitation  im- 
der  section  117  (d)  (2),  relating  to  the 
allowance  of  losses  from  sales  or  ex¬ 
changes  of  capital  assets,  is  to  be  com¬ 
puted  and  the  net  capital  loss  determined 
with  respect  to  the  combined  capital 
gains  and  losses  of  the  spouses. 

S  39.117  (e)  Statutory  provisions; 

capital  gains  and  losses;  capital  loss 
carry-over. 

Sec.  117.  Capital  gains  and  losses.  •  •  • 

(e)  Capital  loss  carry-over — (1)  Method 
of  computation.  If  for  any  taxable  year  be¬ 
ginning  after  December  31.  1941,  the  tax¬ 
payer  has  a  net  capital  loss,  the  amount 
thereof  shall  be  a  short-term  capital  loss  in 
each  of  the  five  succeeding  taxable  years  to 
the  extent  that  siiCh  amount  exceeds  the 
total  of  any  net  capital  gains  of  any  taxable 
years  Intervening  between  the  taxable  year 
in  which  the  net  capital  loss  arose  and  such 
succeeding  taxable  year.  For  purposes  of 
this  paragraph  a  net  capital  gain  shall  be 
computed  without  regard  to  such  net  cap¬ 
ital  loss  or  to  any  net  capital  losses  arising 
in  any  such  Intervening  taxable  years. 

(2)  Rule  for  application  of  capital  loss 
carry-over  from  1941.  (Not  applicable  in 
1952  and  subsequent  years.] 

[Sec.  117  (e)  as  amended  by  sec.  212  (b). 
Rev.  Act  1939;  sec.  150  (c).  Rev.  Act  1942 j 

§  39.117  (e)-l  Net  capital  loss  carry¬ 
over.  (a)  Any  taxpayer  sustaining  a  net 
capital  loss  may,  under  section  117  (e) 
(1),  carry  over  such  loss  to  each  of  the 
five  succeeding  taxable  years  and  treat 
it  in  each  of  such  five  succeeding  taxable 
years  as  a  short-term  capita!  loss  to  the 
extent  not  allowed  as  a  deduction 
against  any  net  capital  gains  of  any 
taxable  years  intervening  between  the 
taxable  year  in  which  the  net  capital 
loss  was  sustained  and  the  taxable  year 
to  which  carried.  The  carry-over  is 
thus  applied  in  each  succeeding  taxable 
year  to  offset  any  net  capital  gain  in  such 
succeeding  taxable  year.  The  amount 
of  the  net  capital  loss  carry-over  may 
not  be  included  in  computing  a  new  net 
capital  loss  of  a  taxable  year  which  can 
be  carried  forward  to  the  next  five  suc¬ 
ceeding  taxable  years.  In  the  case  of 
nonresident  alien  individuals  not  en¬ 
gaged  in  trade  or  business  within  the 
United  States,  see  section  211  and  the 
regulations  thereunder. 

(b)  The  practical  operation  of  the 
provisions  of  section  117  (e)  (1)  may  be 
illustrated  by  the  following  example: 


Example.  (1)  For  the  taxable  years  1950 
to  1954,  Inclusive,  an  individual  is  assumed 
to  have  a  net  short-term  capital  loss,  net 


(2)  Net  capital  loss  of  1950.  The  net  capi¬ 
tal  loss  is  $50,000.  This  figure,  computed  by 
taking  into  account  100  percent  of  short¬ 
term  gains  and  losses  and  50  percent  of 
long-term  gains  and  losses,  is  the  excess  of 
the  losses  from  sales  or  exchanges  of  capital 
assets  over  the  sum  of  (i)  gains  from  sxich 
sales  or  such  exchanges,  and  (ii)  ordinary  net 
income  of  $500.  This  amount  may  be  carried 
forward  in  full  as  a  short-term  loss  to  1951. 
However,  in  1951  there  was  a  net  capital  gain 
of  $20,500,  as  defined  by  section  117  (a)  (10) 
(B)  and  limited  by  section  117  (e)  (1), 
against  which  this  net  capital  loss  of  $50,000 
is  allowed  in  part.  The  remaining  portion — 
$29,500— may  be  carried  forward  to  1952  and 

1953  since  there  was  no  net  capital  gain  in 

1952.  In  1953  this  $29,500  is  allowed  in  full 
against  net  capital  gain  of  $36,0(X).  as  defined 
by  section  117  (a)  (10)  (B)  and  limited  by 
section  117  (e)  (1).  l^r  1952  and  1953  the 
net  long-term  capital  loss  is  computed  by 
taking  into  account  100  percent  of  gains 
and  losses  upon  the  sale  or  exchange  of  capi¬ 
tal  assets  held  for  more  than  6  months. 
However,  in  determining  the  amount  of  the 
capital  loss  carry-over  ($29,500)  to  1952  and 

1953,  the  net  capital  loss  for  1950  is  com¬ 
puted  by  taking  into  account  only  50  per¬ 
cent  of  gains  and  losses  upon  the  sale  or  ex¬ 
change  of  capital  assets  held  for  more  than 
6  months,  and  the  net  capital  gain  for  1951 
is  similarly  computed. 

(3)  Net  capital  loss  of  1952.  The  net  capi¬ 
tal  loss  is  $19,500.  This  figure,  computed 
by  taking  into  account  100  percent  of  both 
long-term  and  short-term  gains  and  losses, 
is  the  excess  of  the  losses  from  sales  or  ex¬ 
changes  of  capital  assets  over  the  sum  of  (i) 
gains  from  such  sales  or  exchanges  and  (ii) 
ordinary  net  Income  of  $500.  This  amount 
may  be  carried  forward  in  full  as  a  short¬ 
term  loss  to  1953.  However,  in  1953  there 
was  a  net  capital  gain  of  $5,5(X),  as  defined 
by  section  117  (a)  (10)  (B)  and  limited  by 
section  117  (e)  (1),  against  which  this  net 
capital  loss  of  $19,500  is  allowed  in  part. 
The  remaining  portion — $13,000 — may  be  car¬ 
ried  forward  to  1954.  Since  this  amount 
is  treated  as  a  short-term  capital  loss  in 

1954  under  section  117  (e)  (1).  the  excess  of 
the  net  long-term  capital  gain  over  the  net 
short-term  capital  loss  is  $2,000.  Half  of 
this  excess  is  allowable  as  a  deduction  under 
sections  23  (ee)  and  117  (b).  Thus,  the  tax¬ 
payer  has  a  net  income  of  $1,500  lor  1954. 

(c)  If  a  husband  and  wife  making  a 
joint  return  for  any  taxable  year  did  not 
make  a  joint  return  for  the  preceding 
taxable  years  (not  exceeding  five  tax¬ 
able  years),  the  individual  net  capital 


short-term  capital  gain,  net  long-term  capital 
loss,  net  long-term  capital  gain,  and  net 
Income  as  follows:  * 


loss  of  each  spouse  for  each  of  such  pre¬ 
ceding  taxable  years  shall  be  a  short¬ 
term  capital  loss  for  the  taxable  year 
to  the  extent  provided  by  section  117 

(e)  (1).  If,  however,  a  joint  return  was 
made  for  each  of  the  preceding  taxable 
years  (not  exceeding  five  taxable  years), 
a  net  capital  loss  as  shown  by  each  joint 
return  shall  be  a  short-term  capital  loss 
for  the  taxable  year  to  the  extent  pro¬ 
vided  by  section  117  (e)  (1).  If  a  hus¬ 
band  and  wife  making  separate  returns 
for  any  taxable  year  made  a  joint  re¬ 
turn  for  each  of  the  preceding  taxable 
years  (not  exceeding  five  taxable  years), 
a  net  capital  loss  as  shown  by  each  such 
joint  return  shall  be  allocated  to  the 
spouses  on  the  basis  of  their  individual 
net  capital  losses  for  each  of  such  pre¬ 
ceding  taxable  years,  and  the  net  capital 
loss  allocated  to  each  spouse  shall  be  a 
short-term  capital  loss  of  such  spouse 
for  the  taxable  year,  to  the  extent  pro¬ 
vided  in  section  117  (e)  (1). 

1 39.117  (f)-(g)  Statutory  provi¬ 

sions;  capital  gains  and  losses;  retire¬ 
ment  of  bonds,  etc.;  gains  and  losses 
from  short  sales,  etc. 

Sec.  117.  Capital  gains  and  los.ses.  *  *  • 

(f )  Retirement  of  bonds,  etc.  For  the  pur¬ 
poses  of  this  chapter,  amounts  received  by 
the  holder  upon  the  retirement  of  bonds, 
debentiu*e8,  notes,  or  certificates  or  other 
evidences  of  Indebtedness  issued  by  any  cor¬ 
poration  (including  those  Issued  by  a  gov¬ 
ernment  or  political  subdivision  thereof), 
with  Interest  coupons  or  In  registered  form, 
shall  be  considoed  as  amounts  received  in 
exchange  therefor. 

Sec.  22.  [Second  Liberty  Bond  Act]  •  • 

(d)  *  •  •  For  pimposes  of  ta-xation  any 
increment  in  value  represented  by  the  dif¬ 
ference  between  the  price  paid  and  the  re¬ 
demption  value  received  (whether  at  or 
before  matiu-lty)  for  savings  bonds  and  sav¬ 
ings  certificates  shall  be  coixsidered  as 
Interest.  •  •  • 

[Sec.  22  as  added  by  Sec.  6.  Pub.  Law  3 
Cong.),  and  amended  by  Sec.  3,  Pub.  DeM 
Act  1941.] 

(g)  Gains  and  losses  from  short  sales,  etc. 
For  the  purpose  of  this  chapter — 

(1)  Gains  or  losses  from  short  sales  of 
property  shall  be  considered  as  gains  or  lo«6« 
from  sales  or  exchanges  of  capital  assets:  ana 

( 2 )  Gains  or  losses  attributable  to  the  fail¬ 
ure  to  exercise  privileges  or  options  to  buy  or 
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sell  property  shall  be  considered  as  short¬ 
term  capital  gains  or  losses;  and 

(3)  Gain  from  the  sale  or  exchange  of 
property,  to  the  extent  that  the  adjusted 
basis  of  such  property  is  less  than  its  ad¬ 
justed  basis  determined  without  regard  to 
section  124 A  (relating  to  amortization  de¬ 
duction),  shall  be  considered  as  gain  from 
the  sale  or  exchange  of  property  which  is 
neither  a  capital  asset  nor  property  described 
In  subsection  (J). 

|Sec.  117  (g)  as  amended  by  sec.  216  (c). 
Rev.  Act  1950] 

§  39.117  (g)-l  Gains  and  losses  from 
short  sales;  in  general,  (a)  For  income 
tax  purposes,  a  short  sale  is  not  deemed 
to  be  consummated  until  delivery  of 
property  to  cover  the  short  sale,  and 
whetlier  the  recognized  gain  or  loss  from 
a  short  sale  is  long-term  or  short-term 
capital  gain  or  loss  shall  be  determined 
according  to  the  period  for  which  the 
property  so  delivered  was  held.  Thus, 
if  a  taxpayer  made  a  short  sale  of  shares 
of  stock  and  covered  the  short  sale  by 
purchasing  and  delivering  shares  which 
he  held  for  not  more  than  six  months, 
the  recognized  gain  or  loss  would  be  con¬ 
sidered  short-term  capital  gain  or  loss, 
even  though  he  had  on  hand  other  shares 
of  the  same  stock  which  he  held  for 
more  than  six  months.  If  the  short  sale 
is  made  through  a  broker  and  the  broker 
borrows  property  to  make  delivery,  the 
short  sale  is  not  deemed  to  be  consum¬ 
mated  until  the  obligation  of  the  seller 
created  by  the  short  sale  is  finally  dis¬ 
charged  by  delivery  of  property  to  the 
broker  to  replace  the  property  borrowed 
by  the  broker. 

(b)  As  to  certain  short  sales  of  capital 
assets  to  which  section  117  (1)  applies, 
see  §  39.117  (1)-1. 

8  39.117  (g)-2  Gain  attributable  to 
amortization  deduction,  (a)  Section  117 
(g)  (3)  provides  that  gain  from  a  sale 
or  exchange  of  property,  to  the  extent 
that  the  adjusted  basis  of  such  property 
is  less  than  its  adjusted  basis  determined 
without  regard  to  section  124A,  relating 
to  amortization  of  emergency  facilities, 
shall  be  considered  as  ordinary  income. 
For  example,  on  December  31,  1952,  a 
taxpayer  making  his  income  tax  returns 
on  the  calendar  year  basis  acquires  at  a 
cost  of  $10,000  an  emergency  facility 
(used  in  his  business)  which  normally 
would  have  a  useful  life  of  20  years. 
Under  section  124A  he  elects  to  begin  the 
60-month  amortization  period  on  Janu¬ 
ary  1,  1953.  He  takes  amortization  de¬ 
ductions  in  the  amount  of  $4,000  for  the 
years  1953  and  1954  (24  months).  On 
December  31,  1954,  he  sells  the  facility 
^or  $9,500.  The  adjusted  basis  of  the 
facility  on  that  date  is  $6,000  ($10,000 
cost  less  $4,000  amortization).  Without 
regard  to  section  124A,  the  facility  would 
have  been  depreciated  at  the  rate  of  $500 
a  year  and  it^  adjusted  basis  on  Decem¬ 
ber  31,  1954,  would  have  been  $9,000 
<$10,000  cost  less  $1,000  depreciation). 
The  difference  between  the  facility’s  act¬ 
ual  adjusted  basis  ($6,000)  and  its  ad¬ 
justed  basis  determined  without  regard 
to  section  124A  ($9,000)  is  $3,000.  Ac¬ 
cordingly,  $3,000  of  the  $3,500  gain  on  the 
of  the  facility  ($9,500  sale  price  less 
56,000  adjusted  basis)  would  be  treated 
as  ordinary  income  and  the  remaining 
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$500  would  be  subject  to  the  provisions 
of  section  117  (j). 

(b)  If  the  taxpayer  acquires  other 
property  in  an  exchange  for  an  emer¬ 
gency  facility  with  respect  to  which 
amortization  deductions  have  been  al¬ 
lowed,  and  if  the  basis  in  his  hands  of 
such  other  property  is  determined  by 
reference  to  the  basis  of  the  emergency 
facility,  then  the  basis  of  such  other 
property  is  determined  with  regard  to 
section  124A,  and  therefore  the  provi¬ 
sions  of  section  117  (g)  (3)  apply  with 
respect  to  gain  realized  on  a  sale  or  ex¬ 
change  of  such  other  property.  The  pro¬ 
visions  of  section  117  (g)  (3)  likewise 
apply  with  respect  to  gain  realized  on 
the  sale  or  exchange  of  an  emergency 
facility  (or  other  property  acquired,  as 
described  in  the  preceding  sentence,  in 
an  exchange  for  an  emergency  facility) 
by  a  taxpayer  ir  whose  hands  the  basis 
of  such  facility  (or  other  property)  is 
determined  by  reference  to  the  basis 
thereof  in  the  hands  of  another  person 
who  w'as  allow'ed  deductions  with  respect 
to  such  facility  under  section  124A. 

§  39.117  (h)  Statutory  provisions: 

capital  gains  and  losses;  holding  period 
of  property. 

Sec.  117.  Capital  gains  and  losses.  •  •  • 

(h)  Determuiation  of  period  for  which 
held.  For  the  purpose  of  this  section — 

(1)  In  determining  the  period  for  which 
the  taxpayer  has  held  property  received  on 
an  exchange  there  shall  be  included  the 
period  for  which  he  held  the  property  ex¬ 
changed,  If  under  the  provisions  of  section 
113,  the  property  received  has,  for  the  pur¬ 
pose  of  determining  gain  or  loss  from  a 
sale  or  exchange,  the  same  basis  In  whole 
or  In  part  In  his  hands  as  the  property  ex¬ 
changed.  For  the  purposes  of  this  para¬ 
graph,  an  Involuntary  conversion  described 
In  Action  112  (f)  shall  be  considered  an  ex¬ 
change  of  the  property  converted  for  the 
property  acquired. 

(2)  In  determining  the  period  for  which 
the  taxpayer  has  held  property  however 
acquired  there  shall  be  Included  the  period 
for  which  such  property  was  held  by  any 
other  person.  If  under  the  provisions  of  sec¬ 
tion  113,  such  property  has,  for  the  purpose 
of  determining  gain  or  loss  from  a  sale  or 
exchange,  the  same  basis  In  whole  or  In  part 
In  his  hands  as  It  would  have  In  the  hands 
of  such  other  person. 

(3)  In  determining  the  period  for  which 
the  taxpayer  has  held  stock  or  securities 
received  upon  a  distribution  where  no  gain 
was  recognized  to  the  distributee  under  the 
provisions  of  section  112  (g)  of  the  Revenue 
Act  of  1928,  45  Stat.  818,  or  the  Revenue 
Act  of  1932,  48  Stat.  705,  or  under  the  pro¬ 
visions  of  section  371  (c)  of  the  Revenue 
Act  of  1938  or  this  chapter,  there  shall  be 
Included  the  period  for  which  he  held  the 
stock  or  securities  in  the  distributing  corpo¬ 
ration  prior  to  receipt  of  the  stock  or  securi¬ 
ties  upon  such  distribution. 

(4)  In  determining  the  period  for  which 

the  taxpayer  has  held  stock  or  securities  the 
acquisition  of  which  (or  the  contract  or  op¬ 
tion  to  acquire  which)  resulted  In  the  non- 
deductlblllty  (under  section  118  of  this 
chapter  or  section  118  of  the  Revenue  Act 
of  1928,  45  Stat.  826,  or  the  Revenue  Act  of 
1932,  47  Stat.  208,  or  the  Revenue  Act  of 

1034,  48  Stat.  715,  or  the  Revenue  Act  of 

1936,  49  Stat.  1692,  or  the  Revenue  Act  of 

1938,  52  Stat.  503,  relating  to  wash  sales) 

of  the  loss  from  the  sale  or  other  disposition 
of  substantially  Identical  stock  or  securities, 
there  shall  be  Included  the  period  for  which 
he  held  the  stock  or  securities  the  loss  Irom 
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the  sale  or  other  disposition  of  which  was 
not  deductible. 

(5)  In  determining  the  period  for  which 
the  taxpayer  has  held  stock  or  rights  to 
acquire  stock  received  upon  a  distribution. 
If  the  basis  of  such  stock  or  rights  Is  deter¬ 
mined  under  section  113  (a)  (19)  (A),  there 
shall  (under  regulations  prescribed  by  the 
Commissioner  with  the  approval  of  the  Sec¬ 
retary)  be  Included  the  period  for  which  he 
held  the  stock  In  the  distributing  corpora¬ 
tion  prior  to  the  receipt  of  such  stock  or 
rights  upon  such  distribution. 

(6)  In  determining  the  period  for  which 
the  taxpayer  has  held  stock  or  securities 
acquired  from  a  corporation  by  the  exercise 
of  rights  to  acquire  such  stock  or  securities, 
there  shall  be  included  only  the  period  be¬ 
ginning  with  the  date  upon  which  the  right 
to  acquire  was  exercised. 

(7)  In  determining  the  period  for  w.ilch 
the  taxpayer  has  held  a  residence,  the  acqui¬ 
sition  of  which  resulted  under  section  112 
(n)  In  the  nonrecognition  of  any  part  of  the 
gain  realized  on  the  sale,  exchange,  or  In¬ 
voluntary  conversion  of  another  residence, 
there  shall  be  included  the  period  for  which 
such  other  residence  had  been  held  as  of 
the  date  of  such  sale,  exchange,  or  Involun¬ 
tary  conversion. 

[Sec.  117  (h)  as  amended  by  sec.  214  (c). 
Rev.  Act  1939;  secs.  151  (c)  (1)  and  152, 
Rev.  Act  1942;  sec.  318  (b)  (4) ,  Rev.  Act  1951  ] 

§  39.117  (h)-l  Determination  of  period 
for  which  capital  assets  are  held,  (a) 
Under  section  117  h)  if  property  is  ac¬ 
quired  in  certain  transactions  described 
in  sections  112, 113,  118,  and  371  (c),  the 
period  for  which  such  property  is  con¬ 
sidered  to  have  been  held  by  the  taxpayer 
is  not  computed  from  the  date  such  prop¬ 
erty  was  acquired  by  the  taxpayer  but 
from  a  prior  date.  For  instance:  In  the 
case  of  stock  or  securities  in  a  corpora¬ 
tion  a  party  to  a  reorganization  received 
pursuant  to  a  plan  of  reorganization  in 
exchange  solely  for  stock  or  securities  in 
another  corporation  a  party  to  the  reor¬ 
ganization,  the  period  for  which  the 
stock  or  securities  exchanged  were  held 
by  the  taxpayer  must  be  included  in  the 
period  for  which  the  stock  or  securities 
received  on  the  exchange  were  held  by 
the  taxpayer.  In  the  case  of  property 
acquired  after  December  31,  1920,  by  gift 
(if  under  the  provisions  of  section  113, 
such  property  has,  for  the  purpose  of 
determining  gain  or  loss  from  the  sale  or 
exchange,  the  same  basis  in  the  hands  of 
the  taxpayer  as  it  would  have  in  the 
hands  of  the  donor),  the  period  for 
which  the  property  was  held  by  the  donor 
must  be  included  in  the  period  for  which 
the  property  was  held  by  the  taxpayer. 
In  the  case  of  stock  or  securities  the  ac¬ 
quisition  of  which  resulted  in  the  nonde¬ 
ductibility  (under  section  118  of  the 
Internal  Revenue  Code  or  under  section 
118  of  the  Revenue  Act  of  1928,  1932, 
1934,  1936,  or  1938)  of  the  loss  from  the 
sale  or  other  disposition  of  substantially 
identical  stock  or  securities,  the  period 
for  which  the  stock  or  securities  the  loss 
from  the  sale  or  other  disposition  of 
which  was  not  deductible  were  held  must 
be  included  in  the  period  for  which  the 
stock  or  securities  acquired  were  held  by 
the  taxpayer.  If  property  acquired  as 
the  result  of  a  compulsory  or  involuntary 
conversion  of  other  property  of  the  tax¬ 
payer  has  under  section  113  (a)  (9)  the 
same  basis  in  whole  or  in  part  in  the 
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bonds  of  the  taxpayer  as  the  property  so 
converted,  the  period  for  which  the 
property  so  converted  was  held  by  the 
taxpayer  must  be  included  in  the  period 
for  which  the  property  acquired  was 
held  by  the  taxpayer. 

(b)  The  period  for  which  the  tax¬ 
payer  has  held  stock,  or  stock  subscrip¬ 
tion  rights,  issued  to  him  rvs  a  dividend 
shall  be  determined  as  though  the  stock 
dividend,  or  stock  right,  as  the  case  may 
be,  were  the  stock  in  respect  of  which 
the  dividend  was  issued  if  the  basis  for 
determining  gain  or  loss  upon  the  sale 
or  other  disposition  or  such  stock  divi¬ 
dend  or  stock  right  is  fixed  by  the  ap¬ 
portionment  of  the  basis  of  such  old 
stock. 

(c)  The  period  for  which  the  tax¬ 
payer  has  held  stock  or  securities  issued 
to  him  by  a  corporation  pursuant  to  the 
exercise  by  him  of  rights  to  acquire  such 
stock  or  securities  from  the  corporation 
will,  in  every  case  and  whether  or  not 
the  receipt  of  taxable  gain  was  recog¬ 
nized  in  connection  w’ith  the  distribution 
of  the  rights,  begin  with  and  include  the 
day  upon  which  the  rights  to  acquire 
such  stock  or  securities  were  exercised. 
A  taxpayer  will  be  deemed  to  have  ex¬ 
ercised  rights  received  from  a  corpora¬ 
tion  to  acquire  stock  or  securities  there¬ 
in  w'here  there  is  an  expression  of  assent 
to  the  terms  of  such  rights  made  by  the 
taxpayer  in  the  manner  requested  or 
authorized  by  the  corporation. 

(d)  The  period  for  which  the  tax¬ 

payer  has  held  a  residence,  the  acquisi¬ 
tion  of  which  resulted,  under  the  pro¬ 
visions  of  section  112  (n),  in  the 

nonrecognition  of  any  part  of  the  gain 
realized  on  the  sale,  exchange,  or  in¬ 
voluntary  conversion  of  another  resi¬ 
dence,  shall  include  the  period  for  which 
such  other  residence  had  been  held  as 
of  the  date  of  such  sale,  exchange,  or 
involuntary  conversion.  See  §  39.112 
(n)-l. 

§  39.117  (i)-(j)  Statutory  provisions; 
capital  gains  and  losses;  bond,  etc.,  losses 
of  banks;  gains  and  losses  from  involun¬ 
tary  conversions  and  from  sales  or  ex¬ 
changes  of  certain  property  used  in  the 
trade  or  business. 

Sec.  117.  Capital  gains  and  losses.  •  •  • 

(I)  Bond,  etc.,  losses  of  banks.  For  the 
purposes  of  this  chapter.  In  the  case  of  a 
bank,  as  defined  in  section  104,  if  the  losses 
of  the  taxable  year  from  sales  or  exchanges  of 
bonds,  debentures,  notes,  or  certificates,  or 
other  evidence  of  indebtedness  issued  by  any 
corporation  (including  one  issued  by  a  gov¬ 
ernment  or  political  subdivision  thereof) 
with  Interest  coupons  or  in  registered  form, 
exceed  the  gains  of  the  taxable  year  from 
such  sales  or  exchanges,  no  such  sale  or  ex¬ 
change  shall  be  considered  a  sale  or  exchange 
of  a  capital  asset. 

(Sec.  117  (1)  as  amended  by  sec.  150  (d). 
Rev.  Act  1942) 

(J)  Gains  and  losses  from  involuntary  con- 
tfcrsion  and  from  the  sale  or  exchange  of 
certain  property  used  in  the  trade  or  busi¬ 
ness — (1)  Definition  of  property  used  in  the 
trade  or  business.  For  the  purposes  of  this 
subsection,  the  term  “property  used  in  the 
trade  or  business”  means  property  used  in 
the  trade  or  business,  of  a  character  which  is 
subject  to  the  allowance  for  depreciation 
provided  in  section  23  (1) ,  held  for  more  than 


6  months,  and  real  property  used  in  the  trade 
or  business,  held  for  more  than  6  months, 
which  is  not  (A)  property  of  a  kind  which 
would  properly  be  includible  in  the  inventory 
of  the  taxpayer  if  on  hand  at  the  close  of 
the  taxable  year,  or  (B)  property  held  by  the 
taxpayer  primarily  for  sale  to  customers 
in  the  ordinary  course  of  his  trade  or  busi¬ 
ness,  or  (C)  a  copyright,  a  literary,  musical, 
or  artistic  composition,  or  similar  property, 
held  by  a  taxpayer  described  in  subsection 
(a)  (1)  (C),  Such  term  also  includes  tim¬ 
ber  or  coal  with  respect  to  which  subsection 
(k)  (1)  or  (2)  is  applicable  and  unharvested 
crops  to  which  paragraph  (3)  is  applicable. 
Such  term  also  Includes  livestock,  regardless 
of  age,  held  by  the  taxpayer  for  draft,  breed¬ 
ing,  or  dairy  purjKJses,  and  held  by  him  for 
12  mouths  or  more  from  the  date  of  acquisi¬ 
tion.  Such  term  does  not  Include  poultry. 

(2)  General  rule.  If,  during  the  taxable 
year,  the  recognized  gains  upon  sales  or  ex¬ 
changes  of  property  used  in  the  trade  or 
business,  plus  the  recognized  gains  from  the 
compulsory  or  Involuntary  conversion  (as  a 
result  of  destruction  in  whole  or  in  part,  theft 
or  seizure,  or  an  exercise  of  the  power  of 
requisition  or  condemnation  or  the  threat  or 
Imminence  thereof)  of  property  used  in  the 
trade  or  business  and  capital  assets  held  for 
more  than  6  months  into  other  property  or 
money,  exceed  the  recognized  losses  from 
such  sales,  exchanges,  and  conversions,  such 
gains  and  losses  shall  be  considered  as  gains 
and  losses  from  sales  or  exchanges  of  capital 
assets  held  for  more  than  6  months.  If 
such  gains  do  not  exceed  such  losses,  such 
gains  and  losses  shall  not  be  considered  as 
gains  and  losses  from  sales  or  exchanges  of 
coital  assets.  For  the  purposes  of  this 
paragraph: 

(A)  In  determining  under  this  paragraph 
whether  gains  exceed  losses,  the  gains  de¬ 
scribed  therein  shall  be  included  only  if  and 
to  the  extent  taken  into  account  in  com¬ 
puting  gross  income  and  the  losses  described 
therein  shall  be  included  only  if  and  to  the 
extent  taken  into  account  in  computing  net 
income,  except  that  subsection  (d)  shall 
not  apply, 

(B)  Losses  upibn  the  destruction,  in  whole 
or  in  part,  theft  or  seizure,  or  requisition  or 
condemnation  of  property  \ised  in  the  trade 
or  business  or  capital  assets  held  for  more 
than  6  months  shall  be  considered  losses 
from  a  compulsory  or  Involuntary  conversion. 

(3)  Sale  of  land  tcith  unharvested  crop. 
In  the  case  of  an  unharvested  crop  on  land 
used  in  the  trade  or  business  and  held  for 
more  than  6  months,  if  the  crop  and  the 
land  are  sold  or  exchanged  (or  compulsorily 
or  Involuntarily  converted  as  described  in 
paragraph  (2) )  at  the  same  time  and  to  the 
same  person,  the  crop  shall  be  considered 
as  “property  used  in  the  trade  or  business.” 

(Sec.  117  (J)  as  added  by  sec.  151  (b).  Rev. 
Act  1942;  amended  by  Sec.  127,  Rev.  Act  1943; 
sec.  210  (b).  Rev.  Act  1950;  secs.  322  (c)  (3), 
323  (a),  324,  325  (a).  Rev.  Act  1951] 

§  39.117  (j)-l  Gains  and  losses  from 
involuntary  conversions  and  from  the 
sale  or  exchange  of  certain  property  used 
in  the  trade  or  business,  (a)  (1)  The 
recognized  gains  and  losses  described  in 
subdivisions  (i)  through  (iv)  of  this  sub- 
paragraph  shall  be  treated  as  gains  and 
losses  from  the  sale  or  exchange  of  cap¬ 
ital  assets  held  for  more  than  six  months 
if  the  aggregate  of  such  gains  exceeds 
the  aggregate  of  such  losses.  If  the  ag¬ 
gregate  of  such  gains  does  not  exceed 
the  aggregate  of  such  losses,  such  gains 
and  losses  shall  not  be  treated  as  gains 
and  losses  from  the  sale  or  exchange  of 
capital  assets.  The  gains  and  losses  re¬ 


ferred  to  in  this  subparagraph  are  the 
following: 

(1)  Gains  and  losses  from, the  sale,  ex¬ 
change,  or  involuntary  conversion  of 
“section  117  (j)  property”,  as  defined 
in  subparagraph  (3)  of  this  paragraph, 
held  for  more  than  six  months. 

(ii)  Gains  and  losses  from  the  invol¬ 
untary  conversion  of  capital  assets  held 
for  more  than  six  months. 

(iii)  Gains  and  losses  upon  the  cutting 
or  disposal  of  timber,  or  disposal  of  coal, 
to  the  extent  provided  in  §  39.117  (k)-!. 

(iv)  Gains  and  losses  from  the  sale,  ex¬ 
change,  or  involuntary  conversion  of 
livestock,  regardless  of  age,  held  by  the 
taxpayer  for  draft,  breeding,  or  dairy 
purposes,  and  held  by  him  for  twelve 
months  or  more  from  the  date  of  acqui¬ 
sition.  See  §  39.117  (J)-2. 

(v)  Gains  and  losses  from  the  sale,  ex¬ 
change,  or  involuntary  conversion  of  an 
unharvested  crop  under  the  conditions 
specified  in  paragraph  (d)  of  this 
section. 

(2)  For  the  purpose  of  this  section,  the 
"involuntary  conversion”  of  property  is 
the  conversion  of  such  property  into 
monay  or  other  property  as  a  result  of 
destruction  in  whole  or  in  part,  theft  or 
seizure,  or  an  exercise  of  the  power  of 
requisition  or  condemnation  or  the 
threat  or  imminence  thereof.  Losses 
upon  the  destruction  in  whole  or  in  part, 
theft  or  seizure,  requisition  or  condem¬ 
nation  of  property  are  treated  as  losses 
upon  an  involuntary  conversion  whether 
or  not  there  was  a  conversion  of  the 
property  into  money  or  other  property. 
For  example,  if  a  capital  asset  held  for 
more  than  six  months,  with  an  adjusted 
basis  of  $400,  is  stolen,  and  the  loss  from 
this  theft  is  not  compensated  for  by  in¬ 
surance  or  otherwise,  the  $400  loss  is 
included  in  the  computations  under  sec¬ 
tion  117  (j). 

(3)  For  the  purpose  of  this  section, 
the  term  “section  117  (j)  property” 
means  property  used  in  the  trade  or 
business  of  the  taxpayer  at  the  time  of 
its  sale,  exchange,  or  involuntary  con¬ 
version,  which  is  of  a  character  subject 
to  the  allowance  for  depreciation  pro¬ 
vided  in  section  23  (1)  or  which  is  real 
property,  except  any  such  property 
which  is  within  one  of  the  following 
categories : 

(i)  Property  of  a  kind  which  would 
properly  (^  includible  in  the  inventory 
of  the  taxpayer  if  on  hand  at  the  close 
of  the  taxable  year,  or  which  is  held  by 
the  taxpayer  primarily  for  sale  to  cus¬ 
tomers  in  the  ordinary  course  of  trade 
or  business. 

(ii)  A  copyright,  a  literary,  musical,  | 
or  artistic  composition,  or  similar  prop¬ 
erty,  held  by  a  taxpayer  described  in 
section  117  (a)  (1)  (C). 

(iii)  Livestock  held  for  draft,  breed¬ 
ing,  or  dairy  purposes.  See,  however, 
subparagraph  (1)  (iv)  of  this  para¬ 
graph. 

(iv)  Poultry. 

(b)  In  determining  whether  the  gains 
described  in  paragraph  (a)  (1)  of  this 
section  exceed  the  losses  described  there¬ 
in,  such  gains  and  losses  are  taken  into 
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account  in  full,  that  is.  100  percent  of 
such  gains  and  losses  is  taken  into  ac¬ 
count.  The  provisions  of  section  117  (d) 
limiting  the  deduction  of  capital  losses 
are  not  applicable  to  exclude  any  losses 
from  the  computations  under  section 
117  ( j ) .  With  these  exceptions,  gains  are 
included  in  the  computations  under  sec¬ 
tion  117  (j)  only  to  the  extent  that  they 
are  taken  into  account  in  computing 
gross  income,  and  losses  are  included 
only  to  the  extent  that  they  are  taken 
into  account  in  computing  net  income. 
Thus,  losses  which  are  not  deductible 
items  under  section  24  or  section  118  are 
not  included  in  the  computations  under 
section  117  (j).  Similarly,  if  a  taxpayer 
reports  on  the  installment  basis  under 
section  44  the  gain  on  the  sale  of  prop¬ 
erty  described  in  section  117  ( j ) .  only  the 
portion  of  the  gain  reported  under  sec¬ 
tion  44  is  included  in  the  computation  for 
such  taxable  year  under  section  117  (j). 
Any  gains  and  losses  which  are  not  rec¬ 
ognized  under  section  112  are  not  in¬ 
cluded  in  the  computations  under  section 
117  (j).  Thus,  if  property  is  involuntar¬ 
ily  converted  into  similar  property,  so 
that  the  gain  on  such  conversion  is  not 
recognized  under  the  provisions  of  sec¬ 
tion  112  (f).  such  gain  is  not  included  in 
the  computations  under  section  117  (j). 

(c)  If  it  is  determined  under  the  above 
computations  that  the  gains  exceed  the 
losses,  all  of  such  gains  and  losses  are 
treated  as  gains  and  losses  from  the  sale 
or  exchange  of  capital  assets  held  for 
more  than  six  months.  All  such  gains 
and  losses  are  then  subject  to  the  limita¬ 
tions  of  section  117  (c)  and  (d).  relating 
to  the  alternative  tax  in  the  case  of  capi¬ 
tal  gains  and  losses  and  to  the  extent  to 
which  capital  losses  are  allov'ed.  If  it  is 
determined  under  the  above  computa¬ 
tions  that  the  gains  do  not  exceed  the 
losses,  none  of  such  gains  and  losses 
are  treated  as  gains  and  losses  from  the 
sale  or  exchange  of  capital  assets,  and 
such  losses  are  then  not  subject  to  the 
limitations  provided  in  section  117  (d). 

(d)  The  conditions  referred  to  in 
paragraph  (a)  (1)  (v)  of  the  section  are : 
(1)  The  unharvested  crop  is  on  land 
which  is  “section  117  (j)  property”,  as 
defined  in  paragraph  (a)  (3)  of  this 
section,  and  such  land  has  been  held  for 
more  than  six  months;  (2)  such  crop 
and  such  land  are  sold,  exchanged,  or 
converted  at  the  same  time  and  to  the 
same  person;  and  (3)  no  right  or  option 
(other  than  one  customarily  incident  to 
a  mortgage  or  other  security  transac¬ 
tion)  is  retained  by  the  taxpayer,  at  the 
time  of  the  sale,  exchange,  or  conversion, 
to  reacquire,  directly  or  indirectly,  the 
land.  The  length  of  time  for  which  the 
crop,  as  distinguished  from  the  land, 
has  been  held  is  immaterial.  A  lease¬ 
hold  or  estate  for  years  is  not  “land”  for 
the  purpose  of  this  section. 

(e)  The  following  examples  will  illus¬ 
trate  the  operation  of  the  provisions  of 
section  117  (j) ; 

Example  (l).  A,  an  Individual,  makes  his 
income  tax  return  on  the  calendar  year 
iqk**'  recognized  gains  and  losses  lor 

952  of  the  kind  described  In  section  117  (j) 
are  as  follows: 


FEDERAL  REGISTER 

Gains  Losses 

1.  Gain  on  sale  of  machinery, 

used  in  the  business 
and  subject  to  an  allow¬ 
ance  for  depreciation, 
held  for  more  than  6 
months _  $4,  000 

2.  Gain  reported  in  1952 

(under  sec.  44)  on  in¬ 
stallment  sale  in  1951 
of  factory  premises  used 
in  the  business  (in¬ 
cluding  building  and 
land,  each  held  for 
more  than  6  months).  6,000 

3.  Gain  reported  in  1952 

(under  sec.  44)  on  in¬ 
stallment  sale  in  1952 
of  land  held  for  more 
than  6  months,  used  in 
the  business  as  a  stor¬ 
age  lot  for  trucks _  2,  000 

4.  Gain  on  proceeds  from 

requisition  by  Govern¬ 
ment  of  boat,  held  for 
more  than  6  months, 
used  in  the  business 
and  subject  to  an  allow¬ 
ance  for  depreciation. _  500 

5.  Loss  upon  the  destruction 

by  fire  of  warehouse, 
held  for  more  than  6 
months  and  used  in  the 
business  (excess  of  ad¬ 
justed  basis  of  ware¬ 
house  over  compensa¬ 


tion  by  Insurance,  etc.)  _  $3,  000 

6.  Loss  upon  theft  of  unreg¬ 
istered  bearer  bonds, 
held  for  more  than  6 
months _  5,  000 


7.  Loss  in  storm  of  pleasure 
yacht,  purchased  in  1950 
for  $1,800  and  having  a 
fair  market  value  of 
$1,000  at  the  time  of 


8. 

the  storm _ 

Tntnl  gnins  .  .. 

.  .  ___  12,  .400 

1,000 

9. 

Total  losses _ 

9,000 

10. 

Excess  of  gains 

over 

losses  _ 

. .  3.  500 

Since  the  aggregate  of  the  respective  recog¬ 
nized  gains  ($12,500)  exceeds  the  aggregate 
of  such  losses  ($9,000),  such  gains  and  losses 
are  treated  under  section  117  (j)  as  gains 
and  losses  from  the  sale  or  exchange  of  cap¬ 
ital  assets  held  for  more  than  six  months. 

Example  (2).  If  in  example  (1)  A  also 
had  a  loss  of  $4,000  from  the  sale  under 
threat  of  condemnation  of  a  capital  asset 
held  for  more  than  six  months,  then  the 
gains  ($12,500)  would  not  exceed  the  losses 
($9,000  plus  $4,000,  or  $13,000).  Neither  the 
loss  on  such  sale  of  a  capital  asset  nor  any 
of  the  other  items  set  forth  in  example  (1) 
would  then  be  treated  as  gains  and  losses 
from  the  sale  or  exchange  of  capital  assets, 
but  all  of  such  items  would  be  treated  as 
ordinary  gains  and  losses. 

Example  (3).  A’s  yacht,  used  for  pleasure 
and  acquired  for  such  use  in  1945  at  a  cost 
of  $25,000,  was  requisitioned  by  the  Govern¬ 
ment  in  1952  for  $15,000.  A  sustained  no 
deductible  loss,  and  no  loss  with  respect  to 
such  requisition  will  be  included  in  the  com¬ 
putations  under  section  117  (j). 

§39.117  (j)-2  Livestock  held  for 

draft,  breeding,  or  dairy  purposes,  (a) 
For  the  purpose  of  section  117  (j),  the 
term  “livestock”  shall  be  given  a  broad, 
rather  than  a  narrow,  interpretation  and 
includes  cattle,  hogs,  horses,  mules, 
donkeys,  sheep,  goats,  fur-bearing  ani¬ 
mals.  and  other  mammals.  It  does  not 
include  chickens,  turkeys,  pigeons,  geese, 
other  birds,  fish,  frogs,  reptiles,  etc. 
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(b)  The  determination  whether  or 
not  livestock  is  held  by  the  taxpayer  for 
a  draft,  breeding,  or  dairy  purpose  de¬ 
pends  upon  all  of  the  facts  and  circum¬ 
stances  in  each  particular  case.  The 
purpose  for  which  the  animal  is  held  is 
ordinarily  showm  by  the  taxpayer’s 
actual  use  of  the  animal.  However,  a 
draft,  breeding,  or  dairy  purpose  may  be 
present  in  a  case  where  the  animal  is 
disposed  of  within  a  reasonable  time 
after  its  intended  use  for  such  purpo.se 
is  prevented  by  accident,  disease,  or 
other  circumstance.  An  animal  held  for 
ultimate  sale  to  customers  in  the  ordi¬ 
nary  course  of  the  taxpayer’s  trade  or 
business  may,  depending  upon  the  cir¬ 
cumstances,  be  considered  held  for  a 
draft,  breeding,  or  dairy  purpo.se.  An 
animal  is  not  held  by  the  taxpayer  for  a 
draft,  breeding,  or  dairy  purpose  merely 
because  it  is  suitable  for  such  purpose  or 
because  it  is  held  by  the  taxpayer  for 
sale  to  other  persons  for  use  by  them 
for  such  purpose.  Furthermore,  an 
animal  held  by  the  taxpayer  for  other 
purposes  is  not  considered  to  be  held  for 
a  draft,  breeding,  or  dairy  purpose 
merely  because  of  a  negligible  use  of  the 
animal  for  such  purpose  or  because  of 
the  use  of  the  animal  for  such  purpose 
as  an  ordinary  or  necessary  incident  to 
the  purpose  for  which  the  animal  is 
held. 

(c)  These  principles  may  be  illustrated 
by  the  following  examples: 

Example  (1).  An  animal  Intended  by  the 
taxpayer  for  use  by  him  for  breeding  pur¬ 
poses  is  discovered  to  be  sterile,  and  is  dis¬ 
posed  of  within  a  reasonable  time  thereafter. 
This  animal  was  held  for  breeding  purposes. 

Example  (2).  The  taxpayer  retires  from 
the  breeding  or  dairy  business  and  sells  his 
entire  herd,  including  young  animals  which 
w’ould  have  been  used  by  him  for  breeding 
or  dairy  purposes  if  he  had  remained  in  busi¬ 
ness.  Tliese  young  animals  were  held  for 
breeding  or  dairy  purposes. 

Example  (3).  A  taxpayer  in  the  business 
of  raising  hogs  for  slaughter  customarily 
breeds  sow’s  to  obtain  a  single  litter  to  be 
raised  by  him  for  sale,  and  sells  these  brood 
sows  after  obtaining  the  litter.  Even  though 
these  brood  sows  are  held  for  ultimate  sale 
to  customers  in  the  ordinary  course  of  the 
taxpayer’s  trade  or  business,  they  are  con¬ 
sidered  to  be  held  for  breeding  purposes. 

Example  (4).  A  taxpayer  in  the  business 
of  raising  horses  for  sale  to  others  for  use  by 
them  as  draft  horses  uses  such  horses  for 
draft  purposes  on  his  own  farm  in  order  to 
train  them.  This  use  is  an  ordinary  or  nec¬ 
essary  incident  to  the  purpose  of  selling  such 
animals,  and,  accordingly,  these  horses  are 
not  held  for  draft  purposes. 

Example  (5).  The  taxpayer  is  in  the  busi¬ 
ness  of  raising  registered  cattle  for  sale  to 
others  for  ixse  by  them  as  breeding  cattle. 
It  is  the  business  practice  for  the  cattle  to 
be  bred,  prior  to  sale,  in  order  to  establish 
their  fitness  for  sale  as  registered  breeding 
cattle.  In  such  ca.se,  those  cattle  used  by 
the  taxpayer  to  produce  calves  which  calves 
are  added  to  the  taxpayer’s  herd  (whether 
or  not  the  breeding  herd)  are  considered  to 
be  held  for  breeding  purposes:  the  breed¬ 
ing  of  other  cattle  is  an  ordinary  or  neces¬ 
sary  incident  to  the  holding  of  such  other 
cattle  for  the  purpose  of  selling  them  as 
registered  breeding  cattle,  and  the  breeding 
of  such  cattle  does  not  demonstrate  that  the 
taxpaywr  is  holding  the  cattle  for  breeding 
purposes. 

Example  (6).  A  taxpayer,  engaged  in  the 
business  of  buying  cattle  and  fattening  them 
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;or  slaughter,  purchased  cows  with  calf.  The 
calves  were  born  while  the  cows  were  held 
by  the  taxpayer.  These  cows  were  not  held 
for  breeding  purposes. 

§  39.117  (k)  Statutory  provisions; 

capital  gains  and  losses;  gain  or  loss  in 
the  case  of  timber  or  coal. 

Bkc.  117.  Capital  gains  and  losses.  •  •  • 

(k)  Gain  or  loss  in  the  case  of  timber  or 
coal.  (1)  If  the  taxpayer  so  elects  upon  his 
return  for  a  taxable  year,  the  cutting  of  tim¬ 
ber  (for  sale  or  for  use  in  the  taxpayer’s  trade 
or  business)  during  such  year  by  the  tax¬ 
payer  who  owns,  or  has  a  contract  right  to 
cut.  such  timber  (providing  he  has  owned 
such  timber  or  has  held  such  contract  right 
for  a  period  of  more  than  six  months  prior  to 
the  beginning  of  such  year)  shall  be  con¬ 
sidered  as  a  sale  or  exchange  of  such  timber 
cut  during  such  year.  In  case  such  election 
has  been  made,  gain  or  loss  to  the  taxpayer 
shall  be  recognized  In  an  amount  equal  to 
the  difference  between  the  adjusted  basis  for 
depletion  of  such  timber  hi  the  hands  of 
the  taxpayer  and  the  fair  market  value  of 
such  timber.  Such  fair  market  value  shall 
be  the  fair  market  value  as  of  the  first  day 
of  the  taxable  year  in  which  such  timber 
is  cut,  and  shall  thereafter  be  considered 
as  the  cost  of  such  cut  timber  to  the  tax¬ 
payer  for  all  purposes  for  which  such  cost 
Is  a  necessary  factor.  If  a  taxpayer  makes 
an  election  under  this  paragraph  such  elec¬ 
tion  shall  apply  with  respect  to  all  timber 
which  is  owned  by  the  taxpayer  or  which 
the  taxpayer  has  a  contract  right  to  cut  and 
shall  be  binding  upon  the  taxpayer  for  the 
taxable  year  for  which  the  election  is  made 
and  for  all  subsequent  years,  unless  the 
Commissioner,  on  showing  of  undue  hard¬ 
ship.  permits  the  taxpayer  to  revoke  his 
election;  such  revocation,  however,  shall  pre- 
elude  any  further  elections  under  this  para¬ 
graph  except  with  the  consent  of  the  Com¬ 
missioner. 

(2)  In  the  case  of  the  disposal  of  timber 
or  coal  (Including  lignite),  held  for  more 
than  6  months  prior  to  such  disposal,  by 
the  owner  thereof  under  any  form  or  t3rpe 
of  contract  by  virtue  of  which  the  owner 
retains  an  economic  interest  In  such  timber 
or  coal,  the  difference  between  the  amount 
received  for  such  timber  or  coal  and  the 
adjusted  depletion  basis  thereof  shall  be 
considered  as  though  it  were  a  gain  or  loss, 
as  the  case  may  be,  upon  the  sale  of  such 
timber  or  coal.  Such  owner  shall  not  be 
entitled  to  the  allowance  for  percentage  de¬ 
pletion  provided  for  in  section  114  (b)  (4) 
with  respect  to  such  coal.  This  paragraph 
shall  not  apply  to  income  realized  by  the 
owner  as  a  co-adventurer,  partner,  or  prin¬ 
cipal  in  the  mining  of  such  coal.  The  date 
of  disposal  of  such  coal  shall  be  deemed  to 
be  the  date  such  coal  is  mined.  In  deter¬ 
mining  the  gross  income,  the  adjusted  gross 
income,  or  the  net  income  of  the  lessee,  the 
deductions  allowable  with  respect  to  rents 
and  royalties  shall  be  determined  without 
regard  to  the  provisions  of  this  paragraph. 
This  paragraph  shall  have  no  application, 
in  the  case  of  coal,  for  the  piu'poses  of  ap¬ 
plying  section  102  or  subchapter  A  of  chapter 
2  (including  the  computation  under  section 
117  (c)  (1)  of  a  tax  in  lieu  of  the  tax  im¬ 
posed  by  section  500). 

[Sec.  117  (k)  as  added  by  sec.  127  (a),  Rev. 
Act  1943,  amended  by  sec.  325  (b)  (c).  Rev. 
Act  1051] 

S  39.117  (k)-l  Gain  or  loss  upon  the 
cutting  and  disposal  of  timber  and  the 
disposal  of  coal — (a)  Gain  or  loss  upon 
the  cutting  of  timber — (1)  Election  to 
consider  cutting  as  a  sale  or  exchange. 

(i)  A  taxpayer  who  has  owned,  or  has 
held  a  contract  right  to  cut,  timber  for 


a  period  of  more  than  six  months  before 
the  beginning  of  the  taxable  year  may 
elect  under  section  117  (k)  (1)  to  con¬ 
sider  the  cutting  of  such  timber  during 
such  year  for  sale  or  for  use  in  the  tax¬ 
payer’s  trade  or  business  as  a  sale  or 
exchange  of  the  timber  so  cut.  Such 
election  must  be  made  by  the  taxpayer 
in  its  income  tax  return  for  the  taxable 
year,  and  cannot  be  made  thereafter. 
The  election  shall  take  the  form  of  a 
computation  in  the  return  under  the 
provisions  of  section  117  (k)  (1)  and 
section  117  (j). 

(ii)  The  election  made  under  the  pro¬ 
visions  of  section  117  (k)  (1)  shall  be 
applicable  with  respect  to  all  timber 
which  was  owned  by  the  taxpayer  or 
w’hich  the  taxpayer  had  a  contract  right 
to  cut.  and  the  cutting  of  timber,  whether 
or  not  actually  sold  or  exchanged,  shall 
be  considered  to  be  a  sale  or  exchange, 
except  that  timber  which  is  not  cut  for 
sale  or  for  use  in  the  taxpayer’s  trade  or 
business  and  timber  which  was  held  for 
a  period  of  not  more  than  six  months 
before  the  beginning  of  the  taxable  year 
shall  not  be  considered  to  have  been  sold 
or  exchanged  upon  the  cutting  thereof. 
The  election  provided  by  section  117  (k) 
(1)  may  be  made  with  respect  to  any 
taxable  year  even  though  such  election 
was  not  made  with  respect  to  any  pre¬ 
vious  taxable  year.  If  an  election  has 
been  made  under  the  provisions  of  sec¬ 
tion  117  (k)  (1),  however,  such  elec¬ 
tion  shall  be  binding  upon  the  taxpayer 
not  only  for  the  taxable  year  for 
which  the  election  is  made  but  also  for 
all  subsequent  taxable  years,  unless  the 
Commissioner  on  showing  by  the  tax¬ 
payer  of  undue  hardship  permits  the  tax¬ 
payer  to  revoke  his  election  for  such 
subsequent  taxable  years.  Such  election 
shall  apply  with  respect  to  all  timber 
which  the  taxpayer  has  owned,  or  has 
had  a  contract  right  to  cut,  for  a  period 
of  more  than  six  months  before  the  be¬ 
ginning  of  a  subsequent  taxable  year 
and  which  was  cut  for  sale  or  for  use  in 
the  taxpayer’s  trade  or  business,  whether 
such  timber  or  contract  right  was  ac¬ 
quired  prior  or  subsequent  to  the  election. 
If  the  taxpayer  has  revoked  his  election, 
such  revocation  shall  preclude  any  fur¬ 
ther  elections  by  the  taxpayer  under 
section  117  (k)  (1),  except  with  the  con¬ 
sent  of  the  Commissioner. 

(2)  Computation  of  gain  or  loss,  (i) 
If  the  cutting  of  timber  is  considered  as 
a  sale  or  exchange  pursuant  to  an  elec¬ 
tion  made  under  the  provisions  of  section 
117  (k)  (1),  gain  or  loss  shall  be  recog¬ 
nized  to  the  taxpayer  in  an  amount  equal 
to  the  difference  between  the  adjusted 
basis  for  depletion  in  the  hands  of  the 
taxpayer  of  the  timber  which  has  been 
cut  during  the  taxable  year  and  the  fair 
market  value  of  such  timber  as  of  the 
first  day  of  the  taxable  year  in  which 
such  timber  is  cut.  The  adjusted  basis 
for  depletion  of  such  cut  timber  shall  be 
based  upon  the  number  of  units  of  tim¬ 
ber  cut  during  the  taxable  year  which 
are  considered  to  be  sold  or  exchanged 
and  upon  the  depletion  unit  of  the  timber 
in  the  timber  account  or  accounts  per¬ 
taining  to  the  timber  cut,  and  shall  be 
computed  in  the  same  manner  as  is  pro¬ 


vided  in  §  39.23  (m)-21  with  respect  to 
the  computation  of  tlie  allowance  for 
depletion.  i 

(ii)  The  fair  market  value  of  the  tim-  j 
ber  as  of  the  first  day  of  the  taxable  year 
in  which  such  timber  is  cut  shall  be  de¬ 
termined,  subject  to  approval  or  revision 
by  the  Commissioner  upon  examination 
of  the  taxpayer’s  return,  by  the  tax¬ 
payer  electing  to  apply  the  provisions  of 
section  117  (k)  (1)  in  the  light  of  the 
most  reliable  and  accurate  information 
available  with  reference  to  the  condition 
of  the  property  as  it  existed  at  that  date, 
regardless  of  all  subsequent  changes,  j 
such  as  changes  in  surrounding  circum¬ 
stances,  in  methods  of  exploitation,  in 
degree  of  utilization,  etc.  The  value 
sought  will  be  the  selling  price,  assuming 

a  transfer  between  a  willing  seller  and 
a  W’illing  buyer  as  of  that  particular  day. 
Due  consideration  will  be  given  to  the 
factors  and  the  principles  involved  in  the 
determination  of  the  fair  market  value 
of  timber  as  described  in  §  39.23  (m)-25. 

(iii)  The  fair  market  value  as  of  the 
beginning  of  the  taxable  year  of  the 
timber  cut  during  such  year  shall  be  con¬ 
sidered  to  be  the  cost  of  the  timber  which 
was  cut,  in  lieu  of  the  actual  cost  or 
other  basis  of  such  timber,  for  all  pur¬ 
poses  for  which  such  cost  is  a  necessary 
factor.  Thus,  if  the  products  of  the 
timber  cut  during  a  taxable  year  were 
sold  during  such  year,  the  fair  market 
value  as  of  the  beginning  of  such  tax¬ 
able  year  of  the  timber  cut  during  the 
year  shall  be  used  in  computing  the  de¬ 
pletion  unit  and  the  allowance  for  de¬ 
pletion  as  provided  in  §  39.23  (m)-21. 
This  is  also  the  rule  in  case  the  products 
of  the  timber  cut  during  one  taxable 
year  with  respect  to  which  an  election 
has  been  made  under  section  117  (k)  (1) 
are  sold  during  a  subsequent  taxable 
year,  whether  or  not  the  election  pro¬ 
vided  in  section  117  (k)  (1)  is  applicable 
with  respect  to  such  subsequent  year. 

If  the  products  of  the  timber  cut  during 
a  taxable  year  with  respect  to  which  an 
election  under  section  117  (k)  (1)  was 
made  were  not  sold  during  such  year  and 
are  included  in  inventory  at  the  close  of 
such  year,  the  fair  market  value  as  of  the 
beginning  of  the  year  of  the  timber  cut 
during  the  year  shall  be  used  in  lieu  of 
the  actual  cost  of  such  timber  in  com¬ 
puting  the  closing  inventory  for  such 
year  and  the  opening  inventory  for  the 
succeeding  year.  With  respect  to  the 
costs  applicable  in  the  determination  of 
the  amount  of  such  inventories,  there 
shall  be  included  the  fair  market  value  of 
the  timber  cut,  the  costs  of  cutting, 
logging,  and  all  other  expenses  incident 
to  the  cost  of  converting  the  standing 
timber  into  the  products  in  inventory. 

See  §  39.22(c) -3.  The  fact  that  the  fair 
market  value  as  of  the  first  day  of  the 
taxable  year  in  which  the  timber  Is  cutis 
deemed  to  be  the  cost  of  such  timber 
shall  not  preclude  the  taxpayer  from 
computing  its  inventories  upon  the  basis 
of  cost  or  market,  whichever  is  lower,  if 
such  is  the  method  used  by  the  taxpayer. 
Nor  shall  it  preclude  the  taxpayer  from 
computing  its  inventories  under  the  last- 
in  first-out  inventory  method  provided 
by  section  22  (d)  if  such  section  Is  ap- 
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plicable  to,  and  has  been  elected  by,  the 
taxpayer. 

(iv)  For  any  taxable  year  for  which 
the  cutting  of  timber  is  considered  to  be 
a  sale  or  exchange  of  such  timber  under 
section  117  (k)  (1),  the  timber  so  cut 
shall  be  considered  as  property  used  in 
the  trade  or  business  for  the  purposes 
of  section  117  (j)  along  with  other  prop¬ 
erty  of  the  taxpayer  used  in  the  trade 
or  business  as  defined  in  section  117  (j) 

(1).  Whether  the  gain  or  loss  consid¬ 
ered  to  have  resulted  from  the  cutting 
of  the  timber  will  be  considered  to  be 
gain  or  loss  resulting  from  the  sale  or 
exchange  of  capital  assets  held  for  more 
than  six  months  depends  upon  the  ap¬ 
plication  of  section  117  (j)  to  the  tax¬ 
payer  for  the  taxable  year.  See  §  39.117 
(j)-l. 

(v)  In  case  the  products  of  the  timber 
are  sold  after  cutting,  either  in  the  form 
of  logs  or  lumber  or  in  the  form  of  a 
manufactured  product,  the  income  from 
such  actual  sale  shall  be  considered  or¬ 
dinary  income.  In  determining  the  cost 
of  the  products  so  sold,  the  cost  of  the 
timber  shall  be  computed  pursuant  to 
the  provisions  of  section  117  (k)  (1). 

(b)  Gain  or  loss  upon  the  disposal  of 
timber  under  cutting  contract.  If  a  tax¬ 
payer  disposes  of  timber  under  any  form 
or  type  of  contract  whereby  he  retains  an 
economic  interest  in  such  timber,  the 
disposal  under  the  contract  shall  be  con¬ 
sidered  to  be  a  sale  of  such  timber.  The 
difference  between  the  amounts  received 
for  the  timber  in  any  taxable  year  and 
the  adjusted  basis  for  depletion  of  the 
timber  with  respect  to  which  the 
amounts  were  so  received  shall  be  con¬ 
sidered  to  be  a  gain  or  loss  upon  the  sale 
of  such  timber  for  such  year.  If  the  tax¬ 
payer  owned  the  timber  for  a  period  of 
more  than  six  months  before  the  date 
of  such  contract,  for  the  purposes  of 
section  117  (j)  such  timber  shall  be  con¬ 
sidered  to  be  property  used  in  the  trade 
or  business  for  the  taxable  year  for 
which  it  is  considered  to  have  been  sold, 
along  with  other  property  of  the  tax¬ 
payer  used  in  the  trade  or  business  as 
defined  in  section  117  (j)  (1).  Whether 
gain  or  loss  resulting  from  the  disposi¬ 
tion  of  the  timber  which  is  considered  to 
have  been  sold  will  be  deemed  to  be  gain 
or  loss  resulting  from  the  sale  of  a  cap¬ 
ital  asset  held  for  more  than  six  months 
will  depend  upon  the  application  of  sec¬ 
tion  117  (j)  in  the  case  of  the  taxpayer. 

(c)  Gain  or  loss  upon  the  disposal  of 
f^oal.  (1)  If  a  taxpayer  disposes  of  coal 
(including  lignite),  held  for  more  than 
six  months  prior  to  such  disposal,  under 
any  form  or  type  of  contract  whereby  he 
retains  an  economic  interest  in  such  coal, 
the  difference  between  the  amount  re¬ 
ceived  for  such  coal  and  the  adjusted 
depletion  basis  thereof  under  section  114 
(b)  (1)  shall  be  considered  to  be  a  gain 
or  loss  upon  the  sale  of  such  coal. 

(2)  The  adjusted  depletion  basis  under 
^ction  114  (b)  (1),  for  the  purpose  of 
this  section,  includes  adjustments  for  de¬ 
velopment  and  exploration  expenditures 
and  for  deductions  under  section  113  (b) 
(1)  (J)  and  (M) .  For  the  purpose  of  this 
section,  the  date  of  disposal  of  the  coal 
shall  be  deemed  to  be  the  date  the  coal 
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is  mined.  If  the  coal  has  been  held  for 
more  than  six  months  on  the  date  that  it 
is  mined,  it  is  immaterial  that  it  had  not 
been  held  for  more  than  six  months  on 
the  date  of  the  contract.  For  the  purpose 
of  section  117  (j),  such  coal  shall  be 
considered  to  be  property  used  in  the 
trade  or  business,  along  with  other  prop¬ 
erty  of  the  taxpayer  used  in  the  trade  or 
business  as  defined  in  section  117  (j)  (1). 
Whether  gain  or  loss  resulting  from  the 
disposition  of  the  coal  will  be  deemed  to 
be  gain  or  loss  resulting  from  the  sale  of 
a  capital  asset  held  for  more  than  six 
months  will  depend  upon  the  application 
of  section  117  (j )  to  that  and  other  trans¬ 
actions  of  the  taxpayer. 

(3)  There  shall  be  no  allowance  for 
percentage  depletion  provided  for  in  sec¬ 
tion  114  (b)  (4)  with  respect  to  amounts 
received  any  part  of  which  are  consid¬ 
ered  to  be  received  from  the  sale  of  coal 
under  section  117  (k)  (2).  In  comput¬ 
ing  the  gross  income,  adjusted  gross  in¬ 
come,  or  the  net  income  of  the  lessee, 
the  deductions  allowable  with  respect  to 
rents  and  royalties  shall  be  determined 
without  regard  to  the  provisions  of  sec¬ 
tion  117  (k)  (2).  Section  117  (k)  (2) 
shall  have  no  application  with  respect  to 
amounts  received  by  a  taxpayer  as  a  co¬ 
adventurer,  partner,  or  principal  in  the 
mining  of  coal. 

(4)  To  the  extent  any  advance  pay¬ 
ments  are  treated,  under  section  117  (k) 
(2),  as  received  from  the  sale  of  coal  for 
any  taxable  year,  and  the  grant  of  the 
coal  rights  for  which  such  payments  are 
made  expires,  terminates,  or  is  aban¬ 
doned  in  a  later  taxable  year  before  the 
coal  which  has  been  paid  for  has  been 
mined,  the  grantor  shall  recompute  the 
tax  liability  for  the  prior  taxable  year 
and  treat  such  payments  to  such  extent 
as  not  received  from  the  sale  of  the  coal; 
such  recomputation  should  be  in  the 
form  of  an  “amended  return”  if  neces¬ 
sary. 

§  39.117  (1)  Statutory  provisions; 

capital  gains  and  losses;  short  sales,  etc. 

Sec.  117.  Capital  gains  and  losses.  •  •  • 

(1)  Short  sales,  etc.  In  the  case  of  a  short 
sale  of  property  made  by  the  taxpayer  after 
the  date  of  the  enactment  of  the  Revenue 
Act  of  1950: 

(1)  Short-term  gains  and  holding  periods. 
If  substantially  identical  property  has  been 
held  by  the  taxpayer  on  the  date  of  such 
short  sale  for  not  more  than  6  months  (de¬ 
termined  without  regard  to  the  effect,  under 
subparagraph  (B)  of  this  paragraph,  of  such 
short  sale  on  the  holding  period),  or  if  sub¬ 
stantially  identical  property  is  acquired  by 
the  taxpayer  after  such  short  sale  and  on  or 
before  the  date  of  the  closing  thereof — 

(A)  Any  gain  upon  the  closing  of  such 
short  sale  shall  be  considered  as  a  gain  upon 
the  sale  or  exchange  of  a  capital  asset  held 
for  not  more  than  6  months  (notwithstand¬ 
ing  the  period  of  time  any  property  used  to 
close  such  short  sale  has  been  held);  and 

(B)  The  holding  period  of  such  substan¬ 
tially  Identical  property  shall  be  considered 
to  begin  (notwithstanding  the  provisions  of 
subsection  (h))  on  the  date  of  the  closing 
of  the  short  sale,  or  on  the  date  of  a  sale, 
gift,  or  other  disposition  of  such  property, 
whichever  date  occurs  first.  This  subpara¬ 
graph  shall  apply  to  such  substantially 
identical  property  in  the  order  of  the  dates 
of  the  acquisition  of  such  property,  but  only 
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to  so  much  of  such  property  as  does  not  ex¬ 
ceed  the  quantity  sold  short. 

For  the  purpKJses  of  this  paragraph,  the  ac¬ 
quisition  of  an  option  to  sell  property  at  a 
fixed  price  shall  be  considered  as  a  short 
sale,  and  the  exercise  or  failure  to  exercise 
such  option  shall  be  considered  as  a  closing 
of  such  short  sale. 

(2)  Long-term  losses.  If  substantially 
Identical  property  has  been  held  by  the  tax¬ 
payer  on  the  date  of  such  short  sale  for  more 
than  6  months,  any  loss  upon  the  closing  of 
such  short  sale  shall  be  considered  as  a  loss 
upon  the  sale  or  exchange  of  a  capital  asset 
held  for  more  than  6  months  (notwithstand¬ 
ing  the  period  of  time  any  property  used  to 
close  such  short  sale  has  been  held,  and  not¬ 
withstanding  the  provisions  of  subsection 
(g)  (2)). 

(3)  Rules  for  application  of  subsection. 

(A)  The  provisions  of  paragraph  (1)  (A) 
or  (2)  shall  not  apply  to  the  gain  or  loss,  re¬ 
spectively,  on  any  quantity  of  property  used 
to  close  such  short  sale  which  Is  in  excess  of 
the  quantity  of  the  substantially  identical 
property  referred  to  in  the  applicable  para¬ 
graph. 

(B)  For  the  purposes  of  this  subsection — 

(i)  The  term  “property”  includes  only 

stocks  and  securities  (including  stocks  and 
securities  dealt  w’ith  on  a  "when  issued” 
basis) ,  and  commodity  futures,  which  are 
capital  assets  in  the  hands  of  the  taxpayer; 

(li)  In  the  case  of  futures  transactions  in 
any  commodity  on  or  subject  to  the  rules  of 
a  board  of  trade  or  commodity  exchange,  a 
commodity  future  requiring  delivery  in  one 
calendar  month  shall  not  be  considered  as 
property  substantially  identical  to  another 
commodity  future  requiring  delivery  In  a 
different  calendar  month;  and 

(Hi)  In  the  case  of  a  short  sale  of  prop¬ 
erty  by  an  individual,  the  term  "taxpayer”, 
in  the  application  of  this  paragraph  and 
paragraphs  (1)  and  (2),  shall  be  read  as 
“taxpayer  or  his  spouse”;  but  an  individual 
who  is  legally  separated  from  the  taxpayer 
under  a  decree  of  divorce  or  of  separate 
maintenance  shall  not  be  considered  as  the 
spouse  of  the  taxpayer. 

(C)  Where  the  taxpayer  enters  into  two 
commodity  futures  transactions  on  the  same 
day,  one  requiring  delivery  by  him  in  one 
market  and  the  other  requiring  delivery  to 
him  of  the  same  (or  substantially  Identical) 
commodity  in  the  same  calendar  month  in  a 
different  market,  and  the  taxpayer  subse¬ 
quently  closes  both  such  transactions  on  the 
same  day,  this  subsection  shall  have  no  ap¬ 
plication  to  so  much  of  the  commodity  in¬ 
volved  in  either  such  transaction  as  does  not 
exceed  in  quantity  the  commodity  Involved 
in  the  other, 

(Sec.  117  (1)  as  added  by  sec.  211  (a).  Rev. 
Act  1950J 

§39.117  (1)-1  Gains  and  losses  from 
certain  short  sales  of  capital  assets — 
(a)  General.  Section  117  (1)  provides 
rules  as  to  the  tax  consequences  of  cer¬ 
tain  short  sales  of  property  if,  at  the  time 
of  the  short  sale  or  on  or  before  the  date 
of  the  closing  of  the  short  sale,  the  tax¬ 
payer  holds  property  substantially  iden¬ 
tical  to  that  sold  short.  The  term 
“property”  is  defined  in  section  117  (1)  to 
include  only  stocks  and  securities  (in¬ 
cluding  stocks  and  securities  dealt  with 
on  a  “when  issued”  basis)  and  com¬ 
modity  futures,  which  are  capital  assets 
in  the  hands  of  the  taxpayer.  Certain 
restrictions  on  the  application  of  the 
section  to  commodity  futures  are  pro¬ 
vided  in  section  117  (1)  (3)  and  para¬ 
graph  (c)  (2)  of  this  section. 

(b)  Treatment  of  short  sales.  (1)  The 
first  two  rules,  which  are  set  forth  in 
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section  117  (1)  (1).  are  applicable  when¬ 
ever  property  substantially  idenUcal  to 
that  rold  short  has  been  held  by  the  tax¬ 
payer  on  the  date  of  the  short  sale  f 
not  more  than  6  months  <determin^ 
without  regard  to  rule  (2),  below,  relat¬ 
ing  to  the  holding  period)  or  is  acquired 
by  him  after  the  short  sale  and  on  or 
before  the  date  of  the  closing  thereof. 
These  rules  are  : 

Rule  (1).  Any  gain  upon  the  closing  of 
such  short  sale  shall  be  considered  as  a  gain 
upon  the  sale  or  exchange  of  a  capital  as^t 
h^d  for  not  more  than  6  months  (notwith¬ 
standing  the  period  of  time 
used  to  close  such  short  sale  has  been  held), 

**  ( 2 ) ,  The  holding  period  of  such  sub¬ 

stantially  Identical  property  shall  be  con¬ 
sidered  to  begin  (notwithstanding  ^ 
visions  of  section  117  (h))  on  the  date  of 
the  closing  of  such  short  sale  or  on  the  date 
of  a  sale.  gift,  or  other  disposition  of  such 
property,  whichever  date  occurs  first. 

For  the  purpose  of  rule  (1)  and  rule  (2) , 
the  acquisition  of  an  option  to  sell  prop¬ 
erty  at  a  fixed  price  shall  be  considered  a 
short  sale,  and  the  exercise  or  failure  to 
exercise  such  option  shall  be  considered 
as  a  closing  of  such  short  sale. 

(2)  The  third  rule,  which  is  set  lortn 
in  section  117  (1)  (2 ) .  is  applicable  when¬ 
ever  property  substantially  identical  to 
that  sold  short  has  been  held  by  the  tax¬ 
payer  on  the  date  of  the  short  sale  for 
more  than  6  months.  This  rule  is. 

Rule  (3).  Any  loss  upon  the  closing  of 
such  short  sale  shall  be  considered  ^  a  lo^ 
upon  the  sale  or  exchange  of  a  capital  asset 
h^  for  more  than  6  months,  nothwithstand- 
ing  the  period  of  time  any  property  used  t° 
close  such  short  sale  has  been  held.  For  the 
purpose  of  rule  (3).  the  acquisition  of  an  op¬ 
tion  to  sell  property  at  a  fixed  price  is  not 
considered  a  short  sale,  and  the  exercise  or 
failure  to  exercise  such  option  is  not  con¬ 
sidered  as  a  closing  of  a  short  sale. 
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(3)  Rules  (1)  and  (3)  do  not  apply  to 
the  gain  or  loss  attributable  to  so  much 
of  the  property  sold  short  as  exceeds  in 
quantity  the  substantially  identical  prop¬ 
erty  referred  to  in  sections  117  (l)  U) 
and  117  U)  <2),  respectively.  Rule  (2) 
applies  to  the  substantially  identical 
property  referred  to  in  section  117  (1)  (1) 
in  the  order  of  the  dates  of  the  acquisi¬ 
tion  of  such  property,  but  only  to  so  much 
of  such  property  as  does  not  exceed  the 
quantity  sold  short.  If  property  sub¬ 
stantially  identical  to  that  sold  short  has 
been  held  by  the  taxpayer  on  the  date  of 
the  short  sale  for  not  more  than  6 
months,  or  is  acquired  by  him  after  the 
short  sale  and  on  or  before  the  date  of 
the  closing  thereof,  and  if  property  sub¬ 
stantially  identical  to  that  sold  short  has 
been  held  by  the  taxpayer  on  the  date  of 
the  short  sale  for  more  than  6  months, 
all  three  rules  are  applicable. 

(4)  The  following  examples  illustrate 
the  application  of  these  rules  to  short 
sales  of  stock  in  the  case  of  a  taxpayer 
who  makes  his  return  on  the  basis  of  the 
calendar  year: 

Example  (f).  A  buys  100  shares  of  X 
stock  at  $10  per  share  on  February  1,  1952, 
sells  short  100  shares  of  X  stock  at  $16  per 
share  on  July  1.  1952.  and  closes  the  short 
sale  on  August  2.  1952.  by  delivering  the  1(» 
shares  of  X  stock  purchased  on  February  1, 
1952,  to  the  lender  of  the  stock  used  to  effect 


the  short  sale.  Since  100  shares  of  X  stock 
had  been  held  by  A  on  the  date  of 
sale  for  not  more  than  6  months,  the  gain 
of  $600  realized  upon  the  closing  of  the  short 
Lie  is.  by  application  of  rule  (1),  a  short¬ 
term  capital  gain.  v 

Example  (2) .  A  buys  100  shares  of  X  s^k 
at  $10  per  share  on  February 
short  100  shares  of  X  stock  at  $16  per  sh^e 
on  July  1.  1952.  closes  the  short  sale  on 
August  1.  1952.  with  100  shares  of  X  stock 
pumhased  on  that  date  at  $18  per  shwe.  and 
on  August  2.  1952.  sells  at  $18  per  share  the 
100  shares  of  X  stock  purchased  on  February 
1  1952.  The  $200  loss  sustained  upon  the 
closing  of  the  short  sale  is  a  short-term 
capital  loss  to  which  section  117  d)  no 
application.  By  application  of  rule  (2) .  how- 
eLr.  the  holding  period  of  the  IM  shades  of 
X  stock  purchased  on  February  1,  1952,  and 
sold  on  August  2.  1952.  Is  considered  to  begin 
on  August  1.  1952.  the  date  of  the  closing 
of  the  short  sale.  The  $800  gain  realized 
upon  the  sale  of  such  stock  Is,  therefore,  a 
short-term  capital  gain. 

Example  (3) .  A  buys  100  shares  of  X  stock 
at  $10  per  share  on  February  1,  1952,  sells 
short  100  shares  of  X  stock  at  $16  per  share 
on  September  1.  1952.  sells  on  October  1, 
1952,  at  $18  per  share  the  100  shares  of 
X  stock  purchased  on  February  1,  1952,  and 
closes  the  short  sale  on  October  1,  1952,  with 
100  shares  of  X  stock  purchased  on  that 
date  at  $18  per  share.  The  $800  gain  realized 
upon  the  sale  of  the  100  shares  of  X  stock 
purchased  on  February  1,  1952,  is  a  long¬ 
term  capital  gain  to  which  section  117  (1)  has 
no  application.  Since  A  had  held  100  shares 
of  X  stock  on  the  date  of  the  short  sale  for 
more  than  6  months,  the  $200  loss  sustained 
upon  the  closing  of  the  short  sale  is.  by  ap¬ 
plication  of  rule  (3).  a  long-term  caplUl 
loss. 

Example  {4).  A  sells  short  100  shares  of 
X  stock  at  $16  per  share  on  February  1,  1952. 

He  buys  250  shares  of  X  stock  on  March  1, 
1952  at  $10  per  share  and  holds  the  latter 
stock  until  September  2.  1952  (more  than 
6  months),  at  which  time,  100  of  the  250 
shares  of  X  stock  are  delivered  to  close  the 
short  sale  made  on  February  1,  1952.  Since 
substantially  Identical  property  was  ac¬ 
quired  by  A  after  the  short  sale  and  before 
It  was  closed,  the  $600  gain  realized  on  the 
closing  of  the  short  sale  is,  by  application 
of  rule  (1),  a  short-term  capital  gain.  The 
holding  period  of  the  remaining  150  shares 
of  X  stock  is  not  affected  by  section  117  (1) 
since  this  amount  of  the  substantially  iden¬ 
tical  property  exceeds  the  quantity  of  the 
property  sold  short. 

Example  (5) .  A  buys  100  shares  of  X  stock 
at  $10  per  share  on  February  1,  1952,  huys 
an  additional  100  shares  ofX  stock  at  $20 
per  share  on  July  1.  1952.  sells  short  100 
shares  of  X  stock  at  $30  per  share  on  Sep¬ 
tember  1,  1952,  and  closes  the  short  sale  on 
February  1,  1953.  by  delivering  the  100  shares 
of  X  stock  purchased  on  February  1,  1952,  to 
the  lender  of  the  stock  used  to  effect  the 
short  sale.  Since  100  shares  of  X  stock  had 
been  held  by  A  on  the  date  of  the  short  sale 
for  not  more  than  6  months,  the  gain  of  $2,- 
000  realized  upon  the  closing  of  the  short 
sale  is.  by  application  of  rule  (1),  a  short- 
term  capital  gain,  and  the  holding  period  oi 
the  100  shares  of  X  stock  purchased  on  July 
1,  1952,  is  considered,  by  application  of  rule 
(2),  to  begin  on  February  1,  1953.  the  date 
of  the  closing  of  the  short  sale.  If,  however, 
the  100  shares  of  X  stock  purchased  on 
July  1,  1952.  had  been  used  by  A  to  close  the 
short  sale,  then,  since  100  shares  of  X  stock 
had  been  held  by  A  on  the  date  of  the  short 
sale  for  not  more  than  6  months,  the  gain 
of  $1,000  realized  upon  the  closing  of  the 
short  sale  would  be.  by  application  of  rule 
(1),  a  short-term  capital  gain,  but  the  hold¬ 
ing  period  of  the  100  shares  of  X  stock  pur¬ 
chased  on  February  1.  1952.  would  not  be 


affected  by  section  117  (1).  If.  on  the  other 
hand  A  purchased  an  additional  100  shares 
of  X  stock  at  $40  per  share  on  February  1, 
1953  and  used  such  shares  to  close  the  short 
sale  ’at  that  time,  then,  since  100  shares  of 
X  stock  had  been  held  by  A  on  the  date  of 
the  short  sale  for  more  than  6  months,  the 
loss  of  $1,000  sustained  upon  the  closing  of 
the  short  sale  would  be.  by  application  of 
rule  (3).  a  long-term  capital  loss,  and,  since 
'iMshaVe,  o(  X  stock  had  been  held  by  A  on 
the  date  of  the  short  sale  for  not  more  than 
6  months,  the  holding  period  of  the  100 
shares  of  X  stock  purchased  on  July  1.  19d2, 
would  be  considered,  by 
(2).  to  begin  on  February  1.  1953.  hut  t^he 
holding  period  of  the  100  shares  of  X  stock 
p^rchaeed  on  February  1.  1951.  »ould  not  be 
affected  by  section  117  (1). 

Example  (6).  A  buys  100  shares  of  X  pre¬ 
ferred  stock  at  $10  per  share  on  February  1, 
1952  oTjuly  1.  1952.  he  enters  into  a  con- 
tract  to  sell  100  shares  of  XY  common  stock 
at  $16  per  share  when,  as.  and  If  issued  pur¬ 
suant  to  a  particular  proposed  plan  of  re- 
SLnlzation  On  August  2.  1952.  he  receives 
100  shares  of  XY  common  stock  In  exchange 
I°r  tSe"oO  .harea  ol  X  prclerred  stock  pur- 
ctascd  on  February  1,  1962. 
common  shares  in  performance  of  his  July 
1  1952,  contract.  Assume  that  the  exchange 
of  the  X  preferred  stock  for  the  XY  common 
stock  is  a  tax-free  exchange 
section  112  (b)  (3),  and  that  on  the  basis 
of  all  of  the  facts  and  circumstances  fisting 
on  July  1.  1952.  the  “when  Issued’  com¬ 
mon  stock  is  substantially  Identical  to  the  X 
preferred  stock.  Since  100  shares  of  substan¬ 
tially  identical  property  had  been  held  by  A 
for  not  more  than  6  months  on  the  date  of 
Lterlng  into  the  July  1.  1952.  contract  of 
sale,  the  gain  of  $600  realized  upon  the  dos¬ 
ing  of  the  contract  of  sale  is,  by  application 
of  rule  (1),  a  short-term  capital  galn- 


(c)  Other  rules  for  the  application  of 
section  117  (D— (1)  Substantijilly  iden¬ 
tical  property.  The  term  “substantially 
identical  property”  is  to  be  applied  ac¬ 
cording  to  the  facts  and  circumstances  in 
each  case.  In  general,  as  applied  w 
stocks  or  securities,  the  term  has  the 
same  meaning  as  the  term  “substantially 
idenUcal  stock  or  securiUes’  used  in 
section  118,  relating  to  wash  sales  oi 
stock  or  securities.  For  certain  restric¬ 
tions  on  the  term  as  applied  to  commod¬ 
ity  futures  see  sub-paragraph  (2)  oi 
this  paragraph.  Ordinarily,  stocks  oi 
securities  of  one  corporation  are  not  con¬ 
sidered  substantially  identical  to  stocKS 
or  securities  of  another  corporation,  in 
certain  situations  they  may  be  substan¬ 
tially  identical:  for  example,  in  the  case 
of  a  reorganization  the  facts  and  circum¬ 
stances  may  be  such  that  the  stocks  ana 
securities  of  predecessor  and  successor 
corporations  are  substantially  identK^ 
property.  Similarly,  bonds  or  Pieierr^ 
stock  of  a  corporation  are  not  ordinariff 
considered  substantially  identical  to  tne 
common  stock  of  the  same  corporation 
However,  in  certain  situations,  as,  lor 
example,  where  the  preferred  stock  or 
bonds  are  convertible  into  common  stow 
of  the  same  corporation,  the  relative 
values,  price  changes,  and  other  circum¬ 
stances  may  be  such  as  to  make  suen 
bonds  or  preferred  stock  and  the  com¬ 
mon  stock  substantially  identical  pro^ 
erty.  Similarly,  depending  on  the  factf 
and  circumstances,  the  term  may  ap^ 
to  the  stocks  and  securities  to  be  receivw 
in  a  corporate  reorganization  or 
talization,  traded  in  on  a  when  issu 


§  39,1 17  UM 


Saturday f  September  26,  1953 


FEDERAL  REGISTER 


5987 


■ 


basis,  as  compared  with  the  stocks  or 
securities  to  be  exchanged  in  such  re¬ 
organization  or  recapitalization. 

(2)  Commodity  futures,  (i)  As  pro¬ 
vided  in  section  117  (1)  (3)  (B)  (ii),  in 
the  case  of  futures  transactions  in  any 
commodity  on  or  subject  to  the  rules 
of  a  board  of  trade  or  commodity  ex¬ 
change,  a  commodity  future  requiring 
delivery  in  one  calendar  month  shall  not 
be  considered  as  property  substantially 
identical  to  another  commodity  future 
requiring  delivery  in  a  different  calen¬ 
dar  month.  For  example,  commodity 
futures  in  May  wheat  and  July  wheat  are 
not  considered,  for  the  purpose  of  sec¬ 
tion  117  (1),  substantially  identical 

property.  Similarly,  futures  in  different 
commodities  which  are  not  generally 
through  custom  of  the  trade  used  as 
hedges  for  each  other  (such  as  corn 
and  wheat,  for  example)  are  not  con¬ 
sidered  substantially  identical  property. 
If  commodity  futures  are  otherwise  sub¬ 
stantially  identical  property,  the  mere 
fact  that  they  were  procured  through 
different  brokers  will  not  remove  them 
from  the  scope  of  the  term  “substan¬ 
tially  identical  property”.  Commodity 
futures  procured  on  different  markets 
may  come  within  the  term  “substantially 
identical  property”  depending  upon  the 
facts  and  circumstances  in  the  case,  with 
the  historical  similarity  in  the  price 
movements  in  the  two  markets  as  the 
primary  factor  to  be  considered. 

(ii)  Since  section  117  (1)  applies  only 
to  sales  or  exchanges  of  capital  assets, 
bona  fide  hedging  transactions  in  com¬ 
modity  futures  entered  into  by  flour 
millers,  producers  of  cloth,  operators  of 
grain  elevators,  etc.,  for  the  purpose  of 
their  business,  and  which  do  not  give 
rise  to  capital  gain  or  loss,  are  not  within 
the  scope  of  section  117  (1). 

(iii)  Section  117  (1)  (3)  (C).  relating 
to  so-called  “arbitrage”  transactions  in 
commodity  futures,  provides  that  where 
a  taxpayer  enters  into  two  commodity 
futures  transactions  on  the  same  day, 
one  requiring  delivery  by  him  in  one 
market  and  the  other  requiring  delivery 
to  him  of  the  same  (or  substantially 
identical)  commodity  in  the  same  calen¬ 
dar  month  in  a  different  market,  and  the 
taxpayer  subsequently  closes  both  such 
transactions  on  the  same  day,  section  117 
<1)  shall  have  no  application  to  so  much 
of  the  commodity  involved  in  either  such 
transaction  as  does  not  exceed  in  quan- 
bty  the  commodity  involved  in  the  other. 

(iv)  The  following  e.xample  indicates 
^e  application  of  section  117  (1)  to  a 
commodity  futures  transaction: 


Example.  A,  who  makes  his  return  on  the 
Msls  of  the  calendar  year,  on  February  1. 
^52,  enters  into  a  contract  through  broker 
j  *  to  purchase  10,000  bushels  of  December 
!  Wheat  on  the  Chicago  market  at  $2  per 
hushel.  On  July  1,  1952,  he  enters  into  a 
wntract  through  broker  Y  to  sell  10,000 
bushels  of  December  wheat  on  the  Chicago 
Market  at  $2.25  per  bushel.  On  August  2, 
(952,  he  closes  both  transactions  at  $2.50  per 
I  bushel.  The  $2,500  loss  sustained  on  the 
losing  of  the  short  sale  is  a  short-term  cap- 
I  ial  loss  to  which  section  117  (1)  has  no 
“Ppllcatlon.  By  application  of  rule  (2)  in 
Pbragraph  (b)  of  this  section,  however,  the 
owing  period  of  the  futures  contract  en- 
j  wed  into  on  February  1,  1952,  is  considered 
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to  begin  on  August  2,  1952,  the  date  of  the 
closing  of  the  short  sale.  The  $5,000  gain 
realized  upon  the  closing  of  such  contract 
is,  therefore,  a  short-term  capital  gain. 

(3)  Husband  and  wife.  Section  117 

(1)  (3)  (B)  (iii)  provides  that,  in  the 
case  of  a  short  sale  of  property  by  an 
individual,  the  term  “taxpayer”  shall  be 
read  as  “taxpayer  or  his  spouse”.  Thus, 
if  the  spouse  of  a  taxpayer  holds  or  ac¬ 
quires  property  substantially  identical 
to  that  sold  short  by  the  taxpayer,  and 
the  other  conditions  of  this  section  are 
met,  then  the  rules  set  forth  herein  are 
applicable  to  the  same  extent  as  if  the 
taxpayer  held  or  acquired  the  substan¬ 
tially  identical  property.  For  this  pur¬ 
pose,  an  individual  who  is  legally  sep¬ 
arated  from  the  taxpayer  under  a  decree 
of  divorce  or  of  separate  maintenance 
shall  not  be  considered  as  the  spouse  of 
the  taxpayer. 

§  39.117  (m)  Statutory  provisions: 
capital  gains  and  losses;  collapsible  cor¬ 
porations. 

Sec.  117.  Capital  gains  and  losses.  •  •  • 

(m)  Collapsible  corporations — (1)  Treat¬ 
ment  of  gain  to  shareholders.  Gain  from 
the  sale  or  exchange  (whether  in  liquidation 
or  otherwise)  of  stock  of  a  collapsible  corpo¬ 
ration.  to  the  extent  that  it  would  be  con¬ 
sidered  (but  for  the  provisions  of  this  sub¬ 
section)  as  gain  from  the  sale  or  exchange 
of  a  capital  asset  held  for  more  than  6 
months,  shall,  except  as  provided  in  para¬ 
graph  (3),  be  considered  as  gain  from  the 
sale  or  exchange  of  property  which  is  not 
a  capital  asset. 

(2)  Definitions.  (A)  For  the  purposes  of 
this  subsection,  the  term  “collapsible  cor¬ 
poration"  means  a  corporation  formed  or 
availed  of  principally  for  the  manufacture, 
construction,  or  production  of  property,  for 
the  purchase  of  property  which  (in  the 
hands  of  the  corporation)  is  property  de¬ 
scribed  in  subsection  (a)  (1)  (A),  or  for 
the  holding  of  stock  in  a  corporation  so 
formed  or  availed  of,  with  a  view  to — 

(i)  The  sale  or  exchange  of  stock  by  its 
shareholders  (whether  in  liquidation  or 
otherwise),  or  a  distribution  to  its  share¬ 
holders,  prior  to  the  realization  by  the 
corporation  manufacturing,  constructing, 
producing,  or  purchasing  the  property  of  a 
substantial  part  of  the  net  Income  to  be 
derived  from  such  property,  and 

(11)  The  realization  by  such  shareholders 
of  gain  attributable  to  such  property. 

(B)  For  the  purposes  of  subparagraph  (A), 
a  corporation  shall  be  deemed  to  have  manu¬ 
factured.  constructed,  produced,  or  pur¬ 
chased  property,  if — 

(i)  It  engaged  in  the  manufacture,  con¬ 
struction,  or  production  of  such  property 
to  any  extent, 

(ii)  It  holds  property  having  a  basis  de¬ 
termined,  in  whole  or  in  part,  by  reference 
to  the  cost  of  such  property  in  the  hands  of 
a  person  who  manufactured,  constructed, 
produced,  or  purchased  the  property,  or 

(ill)  It  holds  property  having  a  basis  de¬ 
termined,  in  whole  or  in  part,  by  reference  to 
the  cost  of  property  manufactured,  con¬ 
structed,  produced,  or  purchased  by  the  cor¬ 
poration. 

(3)  Limitations  on  application  of  subsec¬ 
tion.  In  the  case  of  gain  realized  by  a 
shareholder  upon  his  stock  in  a  collapsible 
corporation — 

(A)  This  subsection  shall  not  apply  unless, 
at  any  time  after  the  commencement  of  the 
manufacture,  construction,  or  production 
of  the  property,  or  at  the  time  of  the  pur¬ 
chase  of  the  property  described  in  subsection 
(a)  (1)  (A)  or  at  any  time  thereafter,  such 


shareholder  (1)  owned  (or  was  considered  as 
owning)  more  than  10  per  centum  in  value  of 
the  outstanding  stock  of  the  corporation,  or 
(11)  owned  stock  which  was  considered  as 
owned  at  such  time  by  another  shareholder 
who  then  owned  (or  was  considered  as  own¬ 
ing)  more  than  10  per  centum  in  value  of  the 
outstanding  stock  of  the  corporation; 

(B)  This  subsection  shall  not  apply  to  the 
gain  recognized  during  a  taxable  year  unless 
more  than  70  per  centum  of  such  gain  is  at¬ 
tributable  to  the  property  so  manufactured, 
constructed,  produced,  or  purchased;  and 

(C)  This  subsection  shall  not  apply  to 
gain  realized  after  the  expiration  of  three 
years  following  the  completion  of  such  man¬ 
ufacture,  construction,  production,  or  pur¬ 
chase. 

For  purix>ses  of  subparagraph  (A),  the  own¬ 
ership  of  stock  shall  be  determined  in  ac¬ 
cordance  with  the  rules  prescribed  by  para¬ 
graphs  (1).  (2),  (3).  (5),  and  (6)  of  section 
503  (a),  except  that,  in  addition  to  the  per¬ 
sons  prescribed  by  paragraph  (2)  of  that 
section,  the  family  of  an  individual  shall  in¬ 
clude  the  spjouscs  of  that  individual’s 
brothers  and  sisters  (whether  by  the  whole 
or  half  blood)  and  the  spouses  of  that  in¬ 
dividual's  lineal  descendants. 

[Sec.  117  (m)  as  added  by  sec.  212  (a).  Rev. 
Act  1950;  amended  by  sec.  326  (a)  (b).  Rev. 
Act  19511 

§39.117  (m)-l  Collapsible  corpora¬ 
tions — (a)  In  general.  Subject  to  the 
limitations  contained  in  paragraph  (c) 
of  this  section,  the  entire  gain  from  (1) 
the  actual  sale  or  exchange  of  stock  of  a 
collapsible  corporation.  (2)  amounts  dis¬ 
tributed  in  complete  or  partial  liquida¬ 
tion  of  a  collapsible  corporation  which 
are  treated,  under  section  115  (c),  as 
payment  in  exchange  for  stock,  and  (3) 
a  distribution  made  by  a  collapsible  cor¬ 
poration  which,  under  section  115  (d), 
is  treated,  to  the  extent  it  exceeds  the 
basis  of  the  stock,  in  the  same  manner 
as  a  gain  from  the  sale  or  exchange  of 
property,  shall  be  considered  as  gain 
from  the  sale  or  exchange  of  property 
which  is  not  a  capital  asset. 

(b)  Determination  of  collapsible  cor¬ 
poration.  (1)  A  collapsible  corporation 
is  defined  by  section  117  (m)  (2)  (A)  to 
be  a  corporation  formed  or  availed  of 
principally  for  the  manufacture,  con¬ 
struction,  or  production  of  property,  for 
the  purchase  of  property  which  (in  the 
hands  of  the  corporation)  is  property 
described  in  section  117  (a)  (1)  (A),  or 
for  the  holding  of  stock  in  a  corporation 
so  formed  or  availed  of,  with  »  view  to 
(i)  the  sale  or  exchange  of  stock  by  its 
shareholders  (whether  in  liquidation  or 
otherwise) .  or  a  distribution  to  its  share¬ 
holders,  prior  to  the  realization  by  the 
corporation  manufacturing,  construct¬ 
ing,  producing,  or  purchasing  the  prop¬ 
erty  of  a  substantial  part  of  the  net 
income  to  be  derived  from  such  property, 
and  (ii)  the  realization  by  such  share¬ 
holders  of  gain  attributable  to  such 
property. 

(2)  See  paragraph  (d)  of  this  section 
for  a  description  of  the  facts  which  will 
ordinarily  be  considered  sufficient  to  es¬ 
tablish  whether  or  not  a  corporation  is 
a  collapsible  corporation  under  the  rules 
of  this  section.  See  paragraph  (e)  of 
this  section  for  examples  of  the  appli¬ 
cation  of  section  117  (m). 

(3)  Under  section  117  (m)  (2)  (A), 
the  corporation  must  be  formed  or 
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availed  of  with  a  view  to  the  action  there¬ 
in  described,  that  is,  the  sale  or  exchange 
of  its  stock  by  its  shareholders,  or  a  dis¬ 
tribution  to  them,  prior  to  the  realization 
by  the  corporation  manufacturing,  con¬ 
structing,  producing,  or  purchasing  the 
property  of  a  substantial  part  of  the  net 
income  to  be  derived  from  such  property, 
and  the  realization  by  the  shareholders 
of  gain  attributable  to  such  property. 
Tliis  requirement  is  satisfied  in  any  case 
in  which  such  action  was  contemplated 
by  those  persons  in  a  position  to  deter¬ 
mine  the  policies  of  the  corporation, 
whether  by  reason  of  their  owning  a  ma¬ 
jority  of  the  voting  stock  of  the  corpora¬ 
tion  or  otherwise.  The  requirement  is 
satisfied  whether  such  action  was  con¬ 
templated  unconditionally,  conditionally, 
or  as  a  recognized  possibility.  If  the 
corporation  was  so  formed  or  availed  of, 
it  is  immaterial  that  a  particular  share¬ 
holder  was  not  a  shareholder  at  the  time 
of  the  manufacture,  construction,  pro¬ 
duction,  or  purchase  of  the  property,  or 
if  a  shareholder  at  such  time,  did  not 
share  in  such  view,  and  any  gain  of  such 
shareholder  on  his  stock  in  the  corpora¬ 
tion  shall  be  treated  in  the  same  manner 
as  gain  of  a  shareholder  who  did  share 
in  such  view.  See,  however,  the  limita¬ 
tion  contained  in  paragraph  (c)  (2)  of 
this  section.  The  existence  of  a  bona 
fide  business  reason  for  doing  business  in 
the  corporate  foim  does  not,  by  itself, 
negate  the  fact  that  the  corporation  may 
also  have  been  formed  or  availed  of 
with  a  view  to  the  action  described  in 
section  117  (m)  (2)  (A). 

(4)  A  corporation  is  formed  or  availed 
of  with  a  view  to  the  action  described 
in  section  117  (m)  (2)  (A)  if  the  requi¬ 
site  view  existed  at  any  time  during  the 
manufacture,  production,  construction, 
or  purchase  referred  to  in  that  section. 
Thus,  if  the  sale,  exchange,  or  distribu¬ 
tion  is  attributable  solely  to  circum¬ 
stances  which  arose  after  the  manufac¬ 
ture,  construction,  production,  or  pur¬ 
chase  (other  than  circumstances  which 
reasonably  could  be  anticipated  at  the 
time  of  such  manufacture,  construction, 
production,  or  purchase),  the  corpora¬ 
tion  shall,  in  the  absence  of  compelling 
facts  to  the  contrary,  be  considered  not 
to  have  been  so  formed  or  availed  of. 
However,  if  the  sale,  exchange,  or  dis¬ 
tribution  is  attributable  to  circum¬ 
stances  present  at  the  time  of  the  manu¬ 
facture.  construction,  production,  or 
purchase,  the  corporation  shall,  in  the 
absence  of  compelling  facts  to  the  con¬ 
trary,  be  considered  to  have  been  so 
formed  or  availed  of. 

(5)  The  property'  referred  to  in  sec¬ 
tion  117  (m)  (2)  (A)  is  that  property  or 
the  aggregate  of  those  properties  with 
respect  to  which  the  requisite  view 
existed.  In  order  to  ascertain  the  prop¬ 
erty  or  properties  as  to  which  the  requi¬ 
site  view  existed,  reference  shall  be  made 
to  each  property  as  to  which,  at  the  time 
of  the  sale,  exchange,  or  distribution  re¬ 
ferred  to  in  section  117  (m)  (2)  (A), 
there  has  not  been  a  realization  by  the 
corporation  manufacturing,  construct¬ 
ing.  producing,  or  purchasing  the  prop¬ 
erty  of  a  substantial  part  of  the  net 
income  to  be  derived  from  such  property. 
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However,  where  any  such  property  is  a 
unit  of  an  integrated  project  involving 
several  properties  similar  in  kind,  the 
determination  whether  the  requisite 
view  existed  shall  be  made  only  if  a  sub¬ 
stantial  part  of  the  net  income  to  be 
derived  from  the  project  has  not  been 
realized  at  the  time  of  the  sale,  exchange, 
or  distribution,  and  in  such  case  the  de¬ 
termination  shall  be  made  by  reference 
to  the  aggregate  of  the  properties  con¬ 
stituting  the  single  project. 

(6)  A  corporation  shall  be  deemed  to 
have  manufactured,  constructed,  pro¬ 
duced,  or  purchased  property  if  it  (i) 
engaged  in  the  manufacture,  construc¬ 
tion,  or  production  of  property  to  any 
extent,  or  (ii)  holds  property  having  a 
basis  determined,  in  whole  or  in  part, 
by  reference  to  the  <50st  of  such  property 
in  the  hands  of  a  person  who  manufac¬ 
tured,  constructed,  produced,  or  pur¬ 
chased  the  property,  or  (iii)  holds  prop¬ 
erty  having  a  basis  determined,  in  whole 
or  in  part,  by  reference  to  the  cost  of 
property  manufactured,  constructed, 
produced,  or  purchased  by  the  corpora¬ 
tion.  Thus,  under  subdivision  (i)  of 
this  subparagraph,  for  example,  a  cor¬ 
poration  need  not  have  originated  nor 
have  completed  the  manufacture,  con¬ 
struction,  or  production  of  the  property. 
Under  subdivision  (ii)  of  this  subpara¬ 
graph.  for  example,  if  an  individual  were 
to  transfer  property  constructed  by  him 
to  a  corporation  in  exchange  for  all  of 
the  capital  stock  of  such  corporation, 
and  such  tran.sfer  qualifies  under  section 
112  (b)  (5),  then  the  corporation  would 
be  deemed  to  have  constructed  the  prop¬ 
erty,  since  the  basis  of  the  property  in 
the  hands  of  the  corporation  would, 
under  section  113  (a)  (8),  be  determined 
by  reference  to  the  basis  of  the  property 
in  the  hands  of  the  individual.  Under 
subdivision  (iii)  of  this  subparagraph, 
for  example,  if  a  corporation  were  to 
exchange  property  constructed  by  it  for 
property  of  like  kind  constructed  by 
another  person,  and  such  exchange 
qualifies  under  section  112  (b)  (1).  then 
the  corporation  would  be  deemed  to  have 
constructed  the  property  received  by  it 
in  the  exchange,  since  the  basis  of  the 
property  received  by  it  in  the  exchange 
would,  under  section  113  (a)  (6),  be 
determined  by  reference  to  the  basis  of 
the  property  constructed  by  the  cor¬ 
poration. 

(7)  In  determining  whether  a  corpora¬ 
tion  is  a  collapsible  corporation  by  reason 
of  the  purchase  of  property,  it  is  immate¬ 
rial  whether  the  property  is  purchased 
from  the  shareholders  of  the  corporation 
or  from  persons  other  than  such  share¬ 
holders.  The  property,  however,  must 
be  property  which,  in  the  hands  of  the 
corporation,  is  property  of  a  kind  de¬ 
scribed  in  section  117  (a)  (1)  (A).  Sec¬ 
tion  117  (a)  (1)  (A)  describes  the  fol¬ 
lowing  property:  Stock  in  trade  of  the 
taxpayer  or  other  property  of  a  kind 
which  would  properly  be  included  in  the 
inventory  of  the  taxpayer  if  on  hand 
at  the  close  of  the  taxable  year,  or  prop¬ 
erty  held  by  the  taxpayer  primarily  for 
sale  to  customers  in  the  ordinary  course 
of  its  trade  or  business.  The  determina¬ 
tion  whether  property  is  of  a  kind  de¬ 


scribed  in  section  117  (a)  (1)  (A)  shall 
be  made  without  regard  to  the  fact  that 
the  corporation  is  formed  or  availed  of 
with  a  view  to  the  action  described  in 
section  117  (m)  (2)  (A). 

(8)  Section  117  (m)  is  applicable 
whether  the  shareholder  is  an  individual, 
a  trust,  an  estate,  a  partnership,  a  com¬ 
pany,  or  a  corporation. 

(c)  Limitations  on  application  of  sec¬ 
tion — (1)  General.  This  section  shall 
apply  only  to  the  extent  that  the  recog¬ 
nized  gain  of  a  shareholder  upon  his 
stock  in  a  collapsible  corporation  would 
be  considered,  but  for  the  provisions  of 
this  section,  as  gain  from  the  sale  or  ex¬ 
change  of  a  capital  asset  held  for  more 
than  six  months.  Thus,  if  a  taxpayer 
sells  at  a  gain  stock  of  a  collapsible  cor¬ 
poration  which  he  has  held  for  six 
months  or  less,  this  section  would  not,  in 
any  event,  apply  to  such  gain.  Also,  if 
it  is  determined,  under  provisions  of  law 
other  than  section  117  (m),  that  a  sale 
or  exchange  at  a  gain  of  stock  of  a  col¬ 
lapsible  corporation  which  has  been 
held  for  more  than  six  months  results  in 
ordinary  income  rather  than  long-term 
capital  gain,  then  this  section  (includ¬ 
ing  the  limitations  contained  herein)  has 
no  application  whatsoever  to  such  gaia 

(2)  Stock  ownership  rules,  (i)  This 
section  shall  apply  in  the  case  of  gain 
realized  by  a  shareholder  upon  his  stock 
in  a  collapsible  corporation  only  if  the 
shareholder,  at  any  time  after  the  actual 
commencement  of  the  manufacture,  con¬ 
struction,  or  production  of  the  property, 
or  at  the  time  of  the  purchase  of  the 
property  described  in  section  117  (a)  (1) 
(A)  or  at  any  time  thereafter,  (a)  owned, 
or  was  considered  as  ow’ning,  more  than 
10  percent  in  value  of  the  outstanding 
stock  of  the  corporation,  or  (b)  owned 
stock  which  was  considered  as  owned  at 
such  time  by  another  shareholder  who 
then  owned,  or  was  considered  as  owning, 
more  than  10  percent  in  value  of  the  out¬ 
standing  stock  of  the  corporation. 

(ii)  The  ownership  of  stock  shall  be 
determined  in  accordance  with  the  rules 
prescribed  by  section  503  (a)  (1),  (2>, 
(3),  (5),  and  (6),  except  that,  in  addi¬ 
tion  to  the  persons  prescribed  by  .‘section 
503  (a)  (2),  the  family  of  an  individual 
shall  include  the  spouses  of  that  indi¬ 
vidual’s  brothers  and  sisters,  whether 
such  brothers  and  sisters  are  by  the  whole 
or  the  half  blood,  and  the  spouse.'^  of  that 
individual’s  lineal  descendants. 

(iii)  For  the  purpose  of  this  limitation, 
treasury  stock  shall  not  be  considered  as 
outstanding  stock. 

(iv)  It  is  possible,  under  this  limita¬ 
tion,  that  a  shareholder  in  a  collapsible 
corporation  may  have  gain  upon  his 
stock  in  that  corporation  treated  dif¬ 
ferently  from  the  gain  of  another  share¬ 
holder  in  the  same  collapsible  corpora¬ 
tion. 

(3)  Seventy -percent  rule,  (i)  This 
section  shall  apply  to  the  gain  recognixed 
during  a  taxable  year  upon  the  stock  in 
a  collapsible  corporation  only  if  mpr® 
than  70  percent  of  such  gain  is  attrib¬ 
utable  to  the  property  referred  to  in  sec¬ 
tion  117  (m)  (2)  (A).  If  more  than 70 
percent  of  such  gain  is  so  attributable, 
then  all  of  such  gain  is  subject  to  this 
section,  and,  if  70  percent  or  less  of  such 
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gain  is  so  attributable,  then  none  of  such 
gain  is  subject  to  this  section. 

(ii)  For  the  purpose  of  this  limitation, 
the  gain  attributable  to  the  property  re¬ 
ferred  to  in  section  117  (m)  (2)  (A)  is 
the  excess  of  the  recognized  gain  of  the 
shareholder  during  the  taxable  year  upon 
his  stock  in  the  collapsible  corporation 
over  the  recognized  gain  which  the  share¬ 
holder  would  have  if  the  property  had 
not  been  manufactured,  constructed, 
produced,  or  purchased.  In  the  case  of 
gain  on  a  distribution  in  partial  liquida¬ 
tion  or  a  distribution  describee  in  section 
115  (d),  the  gain  attributable  to  the 
property  shall  not  be  less  than  an  amount 
which  bears  the  same  ratio  to  the  gain 
on  such  distribution  as  the  gain  which 
would  be  attributable  to  the  property  if 
there  had  been  a  complete  liquidation  at 
the  time  of  such  distribution  bears  to  the 
total  gain  which  would  have  resulted 
from  such  complete  liquidation. 

(iii)  Gain  may  be  attributable  to  the 
property  referred  to  in  section  117  (m) 
(2)  (A)  even  though  such  gain  is  repre¬ 
sented  by  an  appreciation  in  the  value  of 
property  other  than  that  manufactured, 
constructed,  produced,  or  purchased. 
Where,  for  example,  a  corporation  owns 
a  tract  of  land  and  the  development  of 
one-half  of  the  tract  increases  the  value 
of  the  other  half,  the  gain  attributable 
to  the  developed  half  of  the  tract  includes 
the  increase  in  the  value  of  the  other 
half. 

(4)  Three-year  rule.  This  section  shall 
not  apply  to  that  portion  of  the  gain  of 
a  shareholder  that  is  realized  more  than 
three  years  after  the  actual  completion 
of  the  manufacture,  construction,  pro¬ 
duction,  or  purchase  of  the  property  to 
which  such  portion  is  attributable. 

(d)  Application  of  section.  (1) 
Whether  or  not  a  corporation  is  a  col¬ 
lapsible  corporation  shall  be  determined 
under  the  rules  of  paragraph  (b)  of  this 
section  on  the  basis  of  all  the  facts  and 
circumstances  in  each  particular  case. 
The  following  subparagraphs  of  this 
paragraph  set  forth  those  facts  which 
will  ordinarily  be  considered  sufficient  to 
establish  that  a  corporation  is  or  is  not 
a  collapsible  corporation.  The  facts  set 
forth  in  the  following  subparagraphs  of 
this  paragraph  are  not  exclusive  of  other 
facts  which  may  be  controlling  in  any 
particular  case.  For  example,  if  the 
facts  in  subparagraph  (2)  of  this  para¬ 
graph,  but  not  the  facts  in  subpara¬ 
graph  (3)  of  this  paragraph,  are  present, 
the  corporation  may  nevertheless  not  be 
a  collapsible  corporation  if  there  are 
other  facts  which  clearly  establish  that 
the  rules  of  paragraph  (b)  of  this  sec¬ 
tion  are  not  satisfied.  Similarly,  if  the 
facts  in  subparagraph  (3)  of  this  para¬ 
graph  are  present,  the  corporation  may 
nevertheless  be  a  collapsible  corporation 
If  there  are  other  facts  which  clearly 
wtablish  that  the  corporation  was 
formed  or  availed  of  in  the  manner  de¬ 
scribed  in  paragraph  (b)  of  this  section, 
or  if  the  facts  in  subparagraph  (3)  of 
^Is  paragraph  are  not  significant  by 
reason  of  other  facts,  such  as  the  fact 
that  the  corporation  is  subject  to  the 
control  of  persons  other  than  those  who 
^cre  in  control  immediately  prior  to  the 


manufacture,  construction,  production, 
or  purchase  of  the  property.  See  para¬ 
graph  (c)  of  this  section  for  provisions 
which  make  section  117  (m)  inapplicable 
to  certain  shareholders  of  collapsible 
corporations. 

(2)  The  following  facts  will  ordinarily 
be  considered  sufficient  (except  as  other¬ 
wise  provided  in  subparagraph  (1)  of 
this  paragraph  and  subparagraph  (3)  of 
this  paragraph)  to  establish  that  a  cor¬ 
poration  is  a  collapsible  corporation: 

(i)  A  shareholder  of  the  corporation 
sells  or  exchanges  his  stock,  or  receives 
a  liquidating  distribution,  or  a  distribu¬ 
tion  described  in  section  115  (d), 

(ii)  Upon  such  sale,  exchange,  or  dis¬ 
tribution.  such  shareholder  realizes  gain 
attributable  to  the  property  described 
in  subdivisions  (iv)  and  (v)  of  this  sub- 
paragraph,  and 

(iii)  At  the  time  of  the  manufacture, 
construction,  production,  or  purchase  of 
the  property  described  in  subdivisions 

(iv)  and  (v)  of  this  subparagraph,  such 
activity  was  substantial  in  relation  to  the 
other  activities  of  the  corporation  which 
manufactured,  constructed,  produced,  or 
purchased  such  property. 

The  property  referred  to  in  subdivisions 
(ii)  and  (iii)  of  this  subparagraph  is 
that  property  or  the  aggregate  of  those 
properties  which  meet  the  following  two 
requirements: 

(iv)  The  property  is  manufactured, 
constructed,  or  produced  by  the  corpo¬ 
ration  or  by  another  corporation  stock 
of  which  is  held  by  the  corporation,  or 
is  property  purchased  by  the  corporation 
or  by  such  other  corporation  which  (in 
the  hands  of  the  corporation  holding 
such  property)  is  property  described  in 
section  117  (a)  (1)  (A)  (relating  to  stock 
in  trade,  inventories,  and  property  held 
primarily  for  sale  to  customers),  and 

(v)  At  the  time  of  the  sale,  exchange, 
or  distribution  described  in  subdivision 
(i)  or  this  subparagraph,  the  corpora¬ 
tion  which  manufactured,  constructed, 
produced,  or  purchased  such  property 
has  not  realized  a  substantial  part  of  the 
net  income  to  be  derived  from  such 
property. 

In  the  case  of  property  which  is  a  unit 
of  an  integrated  project  involving  several 
properties  similar  in  kind,  the  rules  of 
this  subparagraph  shall  be  applied  to  the 
aggregate  of  the  properties  constituting 
the  single  project  rather  than  separately 
to  such  unit.  Under  the  rules  of  this 
subparagraph,  a  corporation  shall  be 
considered  a  collapsible  corporation  by 
reason  of  holding  stock  in  other  corpora¬ 
tions  which  manufactured,  constructed, 
produced,  or  purchased  the  property  only 
if  the  activity  of  the  corporation  in  hold¬ 
ing  stock  in  such  other  corporations  is 
substantial  in  relation  to  the  other  activ¬ 
ities  of  the  corporation. 

(3)  The  absence  of  any  of  the  facts 
set  forth  in  subparagraph  (2)  of  this 
paragraph  or  the  presence  of  the  follow¬ 
ing  facts  will  ordinarily  be  considered 
sufficient  (except  as  otherwise  provided 
in  subparagraph  (1)  of  this  paragraph) 
to  establish  that  a  corporation  is  not  a 
collapsible  corporation: 


(i)  In  the  case  of  a  corporation  sub¬ 
ject  to  the  rules  of  subparagraph  (2)  of 
this  paragraph  only  by  reason  of  the 
manufacture,  construction,  production, 
or  purchase  (either  by  the  corporation  or 
by  another  corporation  the  stock  of 
which  is  held  by  the  corporation)  of 
property  which  is  property  described  in 
section  117  (a)  (1)  (A),  the  amount 
(both  in  quantity  and  value)  .of  such 
property  is  not  in  excess  of  the  amount 
which  is  normal — 

(a)  For  the  purpose  of  the  business 
activities  of  the  corporation  which  man¬ 
ufactured,  constructed,  produced,  or  pur¬ 
chased  the  property  if  such  corporation 
has  a  substantial  prior  business  history 
involving  the  use  of  such  pi'operty  and 
continues  in  business,  or 

(b)  For  the  purpose  of  an  orderly 
liquidation  of  the  business  if  the  cor¬ 
poration  which  manufactured,  con¬ 
structed,  produced,  or  purchased  such 
property  has  a  substantial  prior  business 
history  involving  the  use  of  such  property 
and  is  in  the  process  of  liquidation. 

(ii)  In  the  case  of  a  corporation  sub¬ 
ject  to  the  rules  of  subparagraph  (2)  of 
this  paragraph  with  respect  to  the  manu¬ 
facture.  construction,  or  production 
(either  by  the  corporation  or  by  another 
corporation  the  stock  of  which  is  held  by 
the  corporation)  of  property,  the  amount 
of  the  unrealized  net  income  from  such 
property  is  not  substantial  in  relation  to 
the  amount  of  the  net  income  realized 
(after  the  completion  of  a  material  part 
of  such  manufacture,  construction,  or 
production,  and  prior  to  the  sale,  ex¬ 
change,  or  distribution  referred  to  in 
subparagraph  (2)  (i)  of  this  paragraph) 
from  such  property  and  from  other  prop¬ 
erty  manufactured,  constructed,  or  pro¬ 
duced  by  the  corporation. 

(e)  Examples.  The  following  exam¬ 
ples  will  illustrate  the  application  of  this 
section: 

Example  (1).  (1)  On  January  2,  1952,  A 

formed  the  W  corporation  and  contributed 
$50,000  cash  In  exchange  for  all  of  the  stock 
thereof.  The  W  corporation  borrowed  $900,- 
000  from  a  bank,  the  loan  being  guaranteed 
by  the  Federal  Housing  Authority,  and  used 
$800,000  of  such  sum  in  the  construction 
of  an  apartment  house  on  land  which  It  pur¬ 
chased  for  $50,000.  The  apartment  house 
was  completed  on  December  31,  1952.  On 
December  31,  1952,  the  corporation,  having 
determined  that  the  fair  market  value  of  the 
apartment  house,  separate  and  apart  from 
the  land,  was  $900,000,  made  a  distribution 
(permitted  under  the  applicable  State  law)  to 
A  of  $100,000.  At  this  time,  the  fair  market 
value  of  the  land  was  $50,000.  As  of  De¬ 
cember  31,  1952,  the  corporation  has  not 
realized  any  earnings  and  profits.  In  1953, 
the  corporation  began  the  operation  of  the 
apartment  house  and  received  rentals  there¬ 
from.  The  corporation  has  since  continued 
to  own  and  operate  the  building.  The  cor¬ 
poration  reported  on  the  basis  of  the  calen¬ 
dar  year  and  cash  receipts  and  disburse¬ 
ments. 

(11)  Since  A  received  a  distribution  and 
realized  a  gain  attributable  to  the  building 
constructed  by  the  corporation,  since,  at  the 
time  of  such  distribution,  the  corporation 
has  not  realized  a  substantial  part  of  the  net 
income  to  be  derived  from  such  building,  and 
since  the  construction  of  the  building  was  a 
substantial  activity  of  the  corporation,  the 
W  corporation  is  considered  a  collapsible 
corporation  under  paragraph  (d)  (2)  of  this 
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section.  The  provisions  of  section  117  (m) 
(3)  do  not  prohibit  the  application  of  sec¬ 
tion  117  (m)  (1)  to  A.  Therefore,  the  dis¬ 
tribution,  if  and  to  the  extent  that  it  may 
be  considered  long-term  capital  gain  rather 
than  ordinary  Income  without  regard  to  sec¬ 
tion  117  (m),  will  be  considered  ordinary 
Income  under  section  117  (m)  (1). 

(ill)  In  the  event  of  the  existence  of  addi¬ 
tional  facts  and  circumstances  in  the  above 
case,  the  corporation,  notwithstanding  the 
above  facts,  might  not  be  considered  a  col¬ 
lapsible  corporation.  See  paragraphs  (b) 
and  (d)  (1)  of  this  section. 

Example  (2).  On  January  2,  1952,  B 
formed  the  X  corporation  and  became  the 
sole  shareholder  thereof.  This  corporation 
completed  the  construction  of  an  office  build¬ 
ing  in  1982.  Immediately  after  the  comple¬ 
tion  of  the  building,  the  corporation  sold 
this  building  at  a  gain  of  $50,000,  Included 
this  entire  gain  in  its  return  for  1952,  and 
distributed  this  entire  gain  (less  taxes)  to 
B.  The  corporation  completed  the  construc¬ 
tion  of  a  second  office  building  in  June  1953. 
In  August  1953,  B  sold  the  entire  stock  of 
the  X  corporation  at  a  gain  of  $12,000,  which 
gain  is  attributable  to  the  second  building. 
In  view  of  the  fact  that  B  sold  stock  of  the 
X  corporation  and  realized  a  gain  attribu¬ 
table  to  the  second  office  building,  that,  at 
the  time  of  such  sale,  the  corporation  had 
not  realized  a  substantial  part  of  the  net 
Income  to  be  derived  from  such  building,  and 
that  the  construction  of  such  building  dur¬ 
ing  the  time  of  such  construction  was  a 
substantial  activity  of  the  corporation,  the  X 
corporation  is  considered  a  collapsible  cor¬ 
poration  under  paragraph  (d)  (2)  of  this 
section.  Since  the  provisions  of  section  117 
(m)  <3)  do  not  prohibit  the  application  of 
section  117  (m)  (1)  to  B.  the  gain  of  $12,000 
to  B  is.  accordingly,  considered  ordinary 
Income. 

Example  (3).  The  facts  in  this  example 
are  the  same  as  in  example  (2),  except  that 
the  followiiig  facts  are  shownj  B  was  the 
president  of  the  X  corporation  and  active  in 
the  conduct  of  its  business.  The  second 
building  was  constructed  a.s  the  first  step 
in  a  project  of  the  X  corporation  for  the  de¬ 
velopment  for  rental  purposes  of  a  large 
suburban  center  Involving  the  construction 
of  several  buildings  by  the  corporation.  Tlie 
sale  of  the  stock  by  B  was  caused  by  his 
retiring  from  all  business  activity  as  a  result 
of  nincss  arising  after  the  second  building 
was  constructed.  Under  these  additional 
facts,  the  corporation  is  not  considered  a 
collapsible  corporation.  See  paragraphs  (b) 
and  (d)  (1)  of  this  section. 

Example  [4).  (i)  On  January  2.  1948,  C 

formed  the  Y  corporation  and  became  the 
sole  shareholder  thereof.  The  Y  corpxjratlon 
has  been  engaged  solely  in  the  business  of 
producing  motion  pictures  and  licensing 
their  exhibition.  On  January  2,  1953,  C 
sold  all  of  the  stock  of  the  Y  corporation 
at  a  gain.  The  Y  corporation  has  produced 
one  motion  picture  each  year  since  its  or¬ 
ganization  and  before  January  2,  1953,  it  has 
realized  a  substantial  part  of  the  net  Income 
to  be  derived  from  each  of  its  motion  pic¬ 
tures  except  the  last  one  made  in  1952.  This 
last  motion  picture  was  completed  Septem¬ 
ber  1,  1952.  As  of  January  2,  1953,  no  li¬ 
cense  had  been  made  for  its  exhibition. 
Tlie  fair  market  value  on  January  2,  1953,  of 
this  last  motion  picture  exceeds  the  cost 
of  its  production  by  $50,000.  A  material 
part  of  the  production  of  this  last  picture 
was  completed  on  January  1,  1952.  and  be¬ 
tween  that  date  and  January  2,  1953,  the 
corporation  had  realized  net  income  of  $500,- 
000  from  other  motion  pictures  produced  by 
it.  The  corporation  has  consistently  dis¬ 
tributed  to  its  shareholder  its  net  Income 
when  received  (after  adjustment  for  taxes). 

(il)  Although  the  corporation  is  within 
paragraph  (d)  (2)  of  this  section  with  re¬ 


spect  to  the  production  of  property,  the 
amount  of  the  unrealized  net  Income  from 
such  property  ($50,000)  is  not  substantial  in 
relation  to  the  amount  of  the  net  Income 
realized,  after  the  completion  of  a  material 
part  of  the  production  of  such  property  and 
prior  to  sale  of  the  stock,  from  such  property 
and  other  property  produced  by  the  corpora¬ 
tion  ($500,000).  Accordingly,  the  Y  corpo¬ 
ration  is  within  paragraph  (d)  (3)  (11)  of 
this  section,  and  is  not  considered  a  collapsi¬ 
ble  corporation. 

Example  (5).  The  facts  are  the  same  as 
In  example  (4)  except  that  C  sold  all  of  his 
stock  to  D  on  February  1,  1952.  On  January 
2,  1953,  D  sold  all  of  the  Y  corporation  stock 
at  a  gain,  the  gain  being  attributable  to  the 
picture  completed  September  1,  1952,  and 
not  released  by  the  corporation  for  exhibi¬ 
tion.  In  view  of  the  change  of  control  of 
the  corporation,  the  provisions  of  paragraph 
(d)  (3)  (ii)  of  this  section  are  not  signifi¬ 
cant  at  the  time  of  the  sale  by  D,  and  the 
Y  corporation  would  be  considered  a  collaps¬ 
ible  corporation  on  January  2,  1953.  See 
paragraphs  (b)  and  (d)  (1)  of  this  section. 

§  39.117  (n)  Statutory  provisions; 

gains  and  losses  from  sales  or  exchanges 
of  securities  by  dealers  in  securities. 

Sec.  117.  Capital  gains  and  losses.  •  •  • 

(n)  Dealers  in  securities — (1)  Capital 
gains.  Gain  by  a  dealer  in  securities  from 
the  sale  or  exchange  of  any  security  shall  in 
no  event  be  considered  as  gain  from  the  sale 
or  exchange  of  a  capital  asset  unless — 

(A)  The  security  was,  prior  to  the  expira¬ 
tion  of  the  thirtieth  day  after  the  date  of 
its  acquisition  or  after  the  date  of  the  en¬ 
actment  of  the  Revenue  Act  of  1951  (which¬ 
ever  is  the  later),  clearly  identified  in  the 
dealer’s  records  as  a  security  held  for  invest¬ 
ment;  and 

(B)  The  security  was  not,  at  any  time  after 
the  expiration  of  such  thirtieth  day,  held  by 
such  dealer  primarily  for  sale  to  customers 
in  the  ordinary  course  of  his  trade  or 
business. 

(2)  Ordinary  losses.  Loss  by  a  dealer  in 
securities  from  the  sale  or  exchange  of  any 
security  shall,  except  as  otherwise  provided 
in  subsection  (i)  (relating  to  bond,  etc., 
losses  of  banks) ,  in  no  event  be  considered  as 
loss  from  the  sale  or  exchange  of  property 
which  is  not  a  capital  asset  if  at  any  time 
after  the  thirtieth  day  following  the  date 
of  the  enactment  of  the  Revenue  Act  of 
1951  the  security  was  clearly  identified  in 
the  dealer’s  records  as  a  security  held  for 
investment. 

(3)  Definition  of  security.  For  the  purposes 
of  this  subsection  the  term  “security”  means 
any  share  of  stock  in  any  corporation,  certifi¬ 
cate  of  stock  or  interest  in  any  corporation, 
note,  bond,  debenture,  or  evidence  of  in¬ 
debtedness,  or.  any  evidence  of  an  interest  in 
or  right  to  subscribe  to  or  purchase  any  of 
the  foregoing. 

(Sec.  117  (n)  as  added  by  sec.  327,  Rev.  Act 
1951] 

§  39.117  (n)-l  Dealers  in  securities — 

(a)  Capital  gain.  (1)  The  gain  by  a 
dealer  in  securities  from  the  sale  or  ex¬ 
change  of  a  security  shall  in  no  event 
be  considered  to  be  gain  from  the  sale  or 
exchange  of  a  capital  asset  unless — 

(i)  The  security  is,  before  the  ex¬ 
piration  of  the  thirtieth  day  after  the 
date  of  its  acquisition,  or  of  the  thirtieth 
day  after  October  20,  1951,  whichever  is 
later,  clearly  identified  in  the  dealer’s 
records  as  a  security  held  for  invest¬ 
ment;  and 

(ii)  The  security  is  not,  at  any 
time  after  the  expiration  of  such  thir¬ 
tieth  day,  held  by  the  dealer  primarily 
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for  sale  to  customers  in  the  ordinary  J 
course  of  his  trade  or  business.  ! 

(2)  This  provision  is  applicable  only  1 
in  the  case  where  gain  from  the  sale  or  ! 
exchange  of  a  security  would,  but  for  | 
such  provision,  be  considered  capital  ! 
gain.  Thus,  if  the  sale  of  a  security  by  j 
a  dealer  would,  but  for  section  117  (n)  | 
(1),  be  considered  to  constitute  the  sale  j 
of  a  security  held  for  investment,  gain 
from  such  sale  will  in  no  event  be  con¬ 
sidered  to  be  capital  gain  unless  the  se¬ 
curity  has  been  properly  identified  within 
the  30-day  period  in  the  dealer’s  records 
as  being  held  for  investment  and  such 
security  is  not  at  any  time  after  the  ex¬ 
piration  of  the  30-day  period  held  by  the 
dealer  primarily  for  sale  to  customers 
in  the  ordinary  course  of  his  trade  or 
business.  However,  the  mere  fact  that  a 
security  which  is  actually  held  by  a 
dealer  for  sale  to  customers  in  the  ordi¬ 
nary  course  of  his  trade  or  business  is 
identified  as  a  security  held  for  invest¬ 
ment  w’ill  not  in  and  of  itself  cau.se  the 
gain  from  the  sale  of  the  security  to  be 
treated  as  capital  gain  whether  the  se¬ 
curity  is  sold  within  the  30-day  period 
or  after  such  period. 

(b)  Ordinary  loss.  (1)  The  loss  sus¬ 
tained  by  a  dealer  in  securities  from  the 
sale  or  exchange  of  a  security  shall  in 
no  event  be  considered  to  be  loss  from 
the  sale  or  exchange  of  property  w  hich  is 
not  a  capital  asset  if  at  any  time  after 
November  19,  1951,  the  security  has 
been  clearly  Identified  in  the  dealer’s 
records  as  a  security  held  for  investment. 
Once  a  security  has  been  identified  after 
November  19,  1951,  as  being  held  for  in¬ 
vestment,  a  loss  on  the  subsequent  dis¬ 
position  of  such  security  shall  in  no 
event  be  considered  an  ordinary  loss  but 
shall  be  considered  as  one  arising  from 
the  sale  or  exchange  of  a  capital  asset 

(2)  Nothing  in  subparagraph  (1)  of 
this  paragraph  shall  be  taken  to  restrict 
or  prohibit  the  application  of  section  117 
(i),  without  regard  to  the  manner  in 
which  the  securities  described  therein 
have  been  identified  in  the  records,  to  the 
net  capital  losses  of  a  bank  from  sales 
or  exchanges  of  bonds  and  certain  other 
securities. 

(c)  General.  (1)  For  the  purpose  of 
this  section  the  term  “security”  means 
any  share  of  stock  in  any  corporation, 
any  certificate  of  stock  or  interest  in  any 
corporation,  any  note,  bond,  debenture, 
or  otlier  evidence  of  indebtedness,  or  any 
evidence  of  an  interest  in,  or  right  to  sub¬ 
scribe  to  or  purchase,  any  of  the  fore¬ 
going. 

(2)  A  security  is  clearly  identified  in 
the  dealer’s  records  as  a  security  held 
for  investment  when  there  is  an  account¬ 
ing  separation  of  such  security  from 
other  securities.  Accounting  separation 
will  be  satisfied  by  (i)  making  appro¬ 
priate  entries  in  the  dealer’s  books  of  ac¬ 
count  to  distinguish  the  security  from 
inventories  and  to  carry  it  as  an  invest¬ 
ment  and  (ii)  indicating  with  such  en¬ 
tries,  to  the  extent  feasible,  the 
individual  serial  number  of,  or  other 
characteristic  symbol  imprinted  upon, 
the  individual  security.  ^ 

(3)  In  computing  the  30-dciy  periw 
within  which  the  security  must  be  clearly 
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identified,  and  after  which  such  security 
may  not  be  held  primarily  for  sale  to 
customers  in  the  ordinary  course  of  the 
trade  or  business,  the  first  day  of  such 
period  is  the  day  following  the  date  of 
acquisition.  Thus,  in  the  case  of  a  se¬ 
curity  acquired  on  March  18,  1952,  the 
30-day  period  expires  at  midnight  on 
April  17,  1952. 

(4)  For  definition  of  a  dealer  in  se¬ 
curities,  see  §  39.22  (c)-5. 

§39.117  (o)  Statutory  provisions; 

gain  from  sale  of  certain  property  be¬ 
tween  spouses  or  between  an  individual 
and  a  controlled  corporation. 

Sec.  117.  Capital  gains  and  losses.  •  •  • 

(o)  Gain  from  sale  of  certain  property  be¬ 
tween  spouses  or  between  an  individual  and 
a  controlled  corporation — (1)  Treatment  of 
gain  as  ordinary  income.  In  the  case  of  a 
sale  or  exchange,  directly  or  indirectly,  of 
property  described  in  paragraph  (2)  — 

(A)  Between  a  husband  and  wife;  or 

(B)  Between  an  individual  and  a  corpora¬ 
tion  more  than  80  per  centum  in  value  of 
the  outstanding  stock  of  which  is  owned  by 
such  individual,  his  spouse,  and  his  minor 
children  and  minor  grandchildren; 

any  gain  recognized  to  the  transferor  from 
the  sale  or  exchange  of  such  property  shall 
be  considered  as  gain  from  the  sale  or  ex¬ 
change  of  property  which  is  neither  a  capi¬ 
tal  asset  nor  property  described  in  subsection 
(j). 

(2)  Subsection  applicable  only  to  sales  or 
exchanges  of  depreciable  property.  This  sub¬ 
section  shall  apply  only  in  the  case  of  a  sale 
or  exchange  of  property  by  a  transferor  which 
in  the  hands  of  the  transferee  is  property  of 
a  character  which  is  subject  to  the  allowance 
lor  depreciation  provided  in  section  23  (1). 

[Sec.  117  (o)  as  added  by  sec.  328,  Rev.  Act 
1951] 

§39.117  (o)-l  Gain  from  sale  or  ex¬ 
change  of  certain  property  between 
spouses  or  between  an  individual  and  a 
controlled  corporation.  Section  117  (o) 
provides  that  any  gain  recognized  to  the 
transferor  from  the  sale  or  exchange, 
directly  or  indirectly,  between  a  husband 
and  wife  or  between  an  individual  and 
a  controlled  corporation,  of  property 
which,  in  the  hands  of  the  transferee, 
is  property  of  a  character  subject  to  the 
allowance  for  depreciation  provided  in 
section  23  (1)  (including  such  property 
with  respect  to  which  a  deduction  for 
amortization  is  allowable  under  section 
23  (t) )  shall  be  considered  as  gain  from 
the  sale  or  exchange  of  property  which 
is  neither  a  capital  asset  nor  property 
described  in  section  117  (j).  For  the 
purpose  of  section  117  (o),  a  corporation 
is  conti oiled  when  more  than  80  per¬ 
cent  in  value  of  all  outstanding  stock  of 
the  corporation  is  owned  (whether  legal 
ownership  or  beneficial  ownership)  by 
the  taxpayer,  his  spouse,  and  his  minor 
children  and  minor  grandchildren.  For 
■  the  purpose  of  this  rule,  the  terms  “chil¬ 
dren”  and  “grandchildren”  include  step¬ 
children  and  legally  adopted  children. 
The  provisions  of  section  117  (o)  are 
applicable  whether  the  property  be 
transferred  from  the  corporation  to  the 
shareholder  or  from  the  shareholder  to 
the  corporation.  • 

5  39.117  (p)  Statutory  provisions; 

^jeatment  of  termination  payments  to 
cwipioj/ee. 
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Sec.  117.  Capital  gains  and  losses.  *  •  * 

(р)  Taxability  to  employee  of  termination 
payments.  Amounts  received  from  the  as¬ 
signment  ^or  release  by  an  employee,  after 
more  than  twenty  years’  employment,  of  all 
his  rights  to  receive,  after  termination  of 
his  employment  and  for  a  period  of  not  less 
than  five  years  (or  for  a  period  ending  with 
his  death),  a  percentage  of  future  profits  or 
receipts  of  his  employer  shall  be  considered 
an  amount  received  from  the  sale  or  ex¬ 
change  of  a  capital  asset  held  for  more  than 
six  months,  if  such  rights  were  included 
in  the  terms  of  th'^  employment  of  ^uch 
employee  for  not  less  than  twelve  years,  and 
if  the  total  of  the  amounts  received  for  such 
assignment  or  relea.se  are  [is]  received  in  one 
taxable  year  and  after  the  termination  of 
such  employment. 

[Sec.  117  (p)  as  added  by  sec.  329,  Rev.  Act 
1951] 

§39.117  (p)-l  Capital  gains  treat¬ 
ment  of  certain  termination  payments. 
Certain  amounts  received  by  an  em¬ 
ployee  pursuant  to  the  assignment  or 
release  by  the  employee  of  all  his  rights 
to  receive,  after  termination  of  his  em¬ 
ployment  and  for  a  period  of  not  less 
than  five  years  or  for  a  period  ending 
with  his  death,  a  percentage  of  future 
profits  or  receipts  of  his  employer,  that 
is,  profits  or  receipts  attributable  to  a 
period  subsequent  to  termination  of  em¬ 
ployment,  shall,  under  the  pi’ovisions  of 
section  117  (p),  be  considered  and 
treated  as  an  amount  received  from  the 
sale  or  exchange  of  a  capital  asset  held 
for  more  than  six  months.  The  provi¬ 
sions  of  section  117  (p)  shall  have  appli¬ 
cation  to  such  payments  only  if  the 
following  conditions  are  met: 

(a)  The  employee  was  employed  by  the 
employer,  in  whose  future  profits  or  re¬ 
ceipts  the  employee  has  an  interest,  for 
a  period  of  more  than  20  .years  before 
the  assignment  or  release  by  the  em¬ 
ployee  of  his  rights  in  such  future  profits 
or  receipts, 

(b)  The  full  rights  of  the  employee  to 
the  percentage  of  the  future  profits  or  re¬ 
ceipts  of  such  employer,  which  rights  are 
the  subject  of  the  a.ssignment  or  release, 
were  incorporated  in  the  terms  of  the 
contract  of  employment  between  the  em¬ 
ployee  and  the  employer  for  a  period  of 
at  least  12  years, 

(с)  The  assignment  or  relea.se  was 
made  after  the  termination  of  the  em¬ 
ployee's  employment  with  such  em¬ 
ployer, 

(d)  The  assignment  or  release  con¬ 
veyed  all  the  rights  of  the  employee  in 
the  future  profits  or  receipts  of  such  em¬ 
ployer  and  conveyed  no  other  rights  of 
the  employee,  and 

(e)  The  total  amount  to  which  the 
employee  became  entitled  pursuant  to 
the  assignment  or  release  was  received 
by  the  employee  after  the  termination 
of  his  employment  with  such  employer 
and  in  one  taxable  year  of  the  employee. 

It  is  immaterial  whether  the  contract  of 
employment  is  oral  or  written  provided 
the  prescribed  conditions  are  met.  The 
requirement  that  the  assignment  or  re¬ 
lease  be  made  after  the  termination  of 
the  employee’s  employment  contem¬ 
plates  a  complete  and  bona  fid's  termina¬ 
tion  of  the  relationship  of  employer  and 
employee  and  not  merely,  for  example,  a 
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termination  of  such  relationship  under 
the  particular  contract  or  contracts  of 
employment  pursuant  to  which  the  em¬ 
ployee  acquired  his  rights  in  the  future 
profits  or  receipts  of  the  employer.  The 
contract  need  not  expressly  provide  that 
the  employee  shall  share  in  the  future 
profits  or  receipts  of  the  employer  for  a 
minimum  period  of  five  years.  However, 
if  the  contract  does  not  expressly  so  pro¬ 
vide  and  the  assignment  or  release  is 
made  before  the  expiration  of  five  years 
following  the  termination  of  employ¬ 
ment,  the  terms  of  the  contract  consid¬ 
ered  in  conjunction  with  the  facts  in  the 
particular  situation  must  establish  that 
the  rights  of  the  employee  to  a  percen¬ 
tage  of  future  profits  or  receipts,  in  all 
probability,  will  extend  to  a  period  of 
not  less  than  five  years  from  the  date  of 
termination  of  employment  or  for  a 
period  ending  with  his  death.  Section 
117  (p)  has  application  only  to  an  as¬ 
signment  or  release  made  by  the  em¬ 
ployee  who  acquired  the  right  to  a  per¬ 
centage  of  future  profits  or  receipts  of 
the  employer,  and  has  no  application  to 
amounts  received  other  than  as  payment 
for  assignment  or  release  of  such  right. 
Section  117  (p)  has  no  effect  upon  the 
determination  of  the  income  tax  of  the 
employer  making  the  payment  to  the 
employee.  ^ 

§  39.118  Statutory  provisions;  losses 
from  wash  sales  of  stock  or  securities. 

Sec.  118.  Loss  from  wash  sales  of  stock  or 
securities,  (a)  In  the  case  of  any  loss 
claimed  to  have  been  sustained  from  any 
sale  or  other  disposition  of  shares  of  stock 
or  securities  where  it  appears  that,  within 
a  period  beginning  30  days  before  the  date 
of  such  sale  or  disposition  and  ending  30 
days  after  such  date,  the  taxpayer  has  ac¬ 
quired  (by  purchase  or  by  an  exchange  upon 
which  the  entire  amount  of  gain  or  loss  was 
recognized  by  law),  or  has  entered  into  a 
contract  or  option  so  to  acquire,  substantially 
Identical  stock  or  securities,  then  no  deduc¬ 
tion  for  the  loss  shall  be  allowed  under 
section  23  (e)  (2);  nor  shall  such  deduction 
be  allowed  under  section  23  (f)  unless  the 
claim  is  made  by  a  corporation,  a  dealer  in 
stocks  or  securities,  and  with  respect  to  a 
transaction  made  in  the  ordinary  course  of 
its  business. 

(b)  If  the  amount  of  stock  or  securities 
acquired  (or  covered  by  the  contract  or 
option  to  acquire)  is  less  than  the  amount 
of  stock  or  securities  sold  or  otherwise  dis¬ 
posed  of.  then  the  particular  shares  of  stock 
or  securities  the  loss  from  the  sale  or  other 
disposition  of  which  is  not  deductible  shall 
be  determined  under  rules  and  regulations 
prescribed  by  the  Commissioner  with  the 
approval  of  the  Secretary. 

(c)  If  the  amount  of  stock  or  securities 
acquired  (or  covered  by  the  contract  or 
option  to  acquire)  is  not  less  than  the 
amount  of  stock  or  securities  sold  or  other¬ 
wise  disposed  of,  then  the  particular  shares 
of  stock  or  securities  the  acquisition  of 
which  (or  the  contract  or  option  to  acquire 
which)  resulted  in  the  nondeductibility  of 
the  loss  shall  be  determined  under  rules  and 
regulations  prescribed  by  the  Commissioner 
with  the  approval  of  the  Secretary. 

§  39.118-1  Losses  from  wash  sales  of 
stock  or  securities,  (a)  A  taxpayer  can¬ 
not  deduct  any  loss  claimed  to  have  been 
sustained  from  the  sale  or  other  dis¬ 
position  of  stock  or  securities  if,  within 
a  period  beginning  30  days  before  the 
date  of  such  sale  or  disposition  and  end- 
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ing  30  days  after  such  date  (referred  to 
in  this  section  as  the  61-day  period),  he 
has  acquired  (by  purchase  or  by  an  ex¬ 
change  upon  which  the  entire  amount 
of  gain  or  loss  was  recognized  by  law), 
or  has  entered  into  a  contract  or  option 
so  to  acquire,  substantially  identical 
stock  or  securities.  However,  this  pro¬ 
hibition  does  not  apply  (1)  in  the  case 
of  a  taxpayer,  not  a  corporation,  if  the 
sale  or  other  disposition  of  stock  or  se¬ 
curities  is  made  in  connection  with  the 
taxpayer’s  trade  or  business,  or  (2)  in 
the  case  of  a  corporation,  a  dealer  in 
stock  or  securities,  if  the  sale  or  other 
disposition  of  stock  or  securities  is  made 
in  the  ordinary  course  of  its  business  as 
such  dealer.  See  §  39.22  (a) -8  as  to 
stock  or  securities  sold  from  lots  pur¬ 
chased  at  different  dates  or  at  diflerent 
prices  where  the  identity  of  the  lots  can¬ 
not  be  determined  and  §  39.113  (a)  (10)- 
1  for  the  basis  for  determining  gain  or 
loss  from  the  subsequent  sale  or  other 
disposition  of  stock  or  securities  acquired 
in  connection  with  wash  sales. 

(b)  Where  more  than  one  loss  is 
claimed  to  have  been  sustained  within 
the  taxable  year  from  the  sale  or  other 
disposition  of  stock  or  securities,  the  pro¬ 
visions  of  this  section  shall  be  applied  to 
the  losses  in  the  order  in  which  the  stock 
or  securities  the  disposition  of  which  re¬ 
sulted  in  the  respective  losses  were  dis¬ 
posed  of  (beginning  with  the  earliest  dis¬ 
position).  If  the  order  of  disposition  of 
stock  or  securities  disposed  of  at  a  loss 
on  the  same  day  cannot  be  determined, 
the  stock  or  securities  will  be  considered 
to  have  been  disposed  of  in  the  order  in 
which  they  were  originally  acquired  (be¬ 
ginning  with  the  earliest  acquisition). 

(c)  Where  the  amount  of  stock  or 
securities  acquired  within  the  61 -day 
period  is  less  than  the  amount  of  stock 
or  securities  sold  or  otherwise  disposed 
of,  then  the  particular  shares  of  stock 
or  securities  the  loss  from  the  sale  or 
other  dispasition  of  which  is  not  de¬ 
ductible  shall  be  those  with  which  the 
stock  or  securities  acquired  are  matched 
in  accordance  with  the  following  rule: 


The  stock  or  securities  acquired  will  be 
matched  in  accordance  with  the  order 
of  their  acquisition  (beginning  with  the 
earliest  acquisition)  with  an  equal  num¬ 
ber  of  the  shares  of  stock  or  securities 
sold  or  otherwise  disposed  of, 

(d)  Where  the  amount  of  stock  or  se¬ 
curities  acquired  within  the  61 -day 
period  is  not  less  than  the  amount  of 
stock  or  securities  sold  or  otherwise  dis¬ 
posed  of,  then  the  particular  shares  of 
stock  or  securities  the  acquisition  of 
which  resulted  in  the  nondeductibility 
of  the  loss  shall  be  those  with  which  the 
stock  or  securities  disposed  of  are 
matched  in  accordance  with  the  follow¬ 
ing  rule:  The  stock  or  securities  sold 
or  otherwise  disposed  of  will  'rte  matched 
with  an  equal  number  of  the  shares  of 
stock  or  securities  acquired  in  accord¬ 
ance  with  the  order  of  acquisition  (be¬ 
ginning  with  the  earliest  acquisition) 
of  the  stock  or  securities  acquired. 

(e)  The  acquisition  of  any  share  of 
stock  or  any  security  which  results  in 
the  nondeductibility  of  a  loss  under  the 
provisions  of  this  section  shall  be  dis¬ 
regarded  in  determining  the  deductibil¬ 
ity  of  any  other  loss. 

(f)  The  word  “acquired”  as  used  in 
this  section  means  acquired  by  purchase 
or  by  an  exchange  upon  which  the  entire 
amount  of  gain  or  loss  was  recognized 
by  law,  and  comprehends  cases  where 
the  taxpayer  has  entered  into  a  contract 
or  option  within  the  61 -day  period  to 
acquire  by  purchase  or  by  such  an  ex¬ 
change. 

(g)  The  following  examples  illustrate 
the  application  of  this  section: 

Example  (I).  A,  whose  taxable  year  is  the 
calendar  year,  on  December  1,  1951,  purchased 
100  shares  of 'common  stock  in  the  M  Com¬ 
pany  for  $10,000  and  on  December  15,  1951, 
purchased  100  additional  shares  for  $9,000. 
On  January  3,  1952,  he  sold  the  100  shares 
purchased  on  December  1,  1951,  lor  $9,000. 
Because  of  the  provisions  of  section  118  no 
loss  from  the  sale  is  allowable  as  a  deduc¬ 
tion. 

Example  (2).  A,  whose  taxable  year  is  the 
calendar  year,  on  September  21,  1951,  pur¬ 
chased  100  shares  of  the  common  stock  of 


the  M  Company  for  $5,000.  Oix  December 
21,  1951,  he  purchased  50  shares  of  substan¬ 
tially  identical  stock  for  $2,750.  and  on 
December  27,  1951,  he  purchased  25  addi¬ 
tional  shares  of  such  stock  for  $1,125.  On  c 
January  3,  1952,  he  sold  for  $4,000  the  100 
shares  purchased  on  September  21,  1951.  | 

There  is  an  indicated  loss  of  $1,000  on  tbe  c 
sale  of  the  100  shares.  Since,  within  the  I 
61 -day  period,  A  purchased  75  shares  of  sub¬ 
stantially  identical  stock,  the  loss  on  the  sale 
of  75  of  the  shares  ($3,750  — $3,000,  or  $750) 
is  not  allowable  as  a  deduction  because  of  the 
provisions  of  section  118.  The  lo.ss  on  the 
sale  of  the  remaining  25  shares  ($1,250 
—  $1,000,  or  $250)  is  deductible  subject  to 
the  limitations  provided  in  sections  24  (b) 
and  117.  The  basis  of  the  50  shares  pur- 
chased  December  21,  1951,  the  acquisition 
of  which  resulted  in  the  nondeductibility 
of  the  loss  ($500)  sustained  on  50  of  the  100 
shares  sold  on  January  3,  1952,  is  $2,500  (the 
cost  of  50  of  the  shares  sold  on  January  3, 
1952)  -(-  $750  (the  difference  between  the 
purchase  price  ($2,750)  of  the  50  shares  ac¬ 
quired  on  December  21.  1951,  and  the  selling 
price  ($2,00t )  of  50  of  the  shares  sold  on  Jan¬ 
uary  3,  1952,  or  $3,250.  Similarly,  the  basis 
of  the  25  shares  purchased  on  December  27, 

1951,  the  acquisition  of  which  resulted  in  the  ■ 

nondeductibility  of  the  loss  ($250)  su.stalned  ■ 
on  25  of  the  shares  sold  on  January  3,  1952,  ■ 
is  $1,250 +  $125,  or  $1,375.  See  §39.113  (a)  ■ 
(lO)-l.  ■ 

Example  (J).  A,  whose  taxable  year  is  the  H 
calendar  year,  on  September  15.  1950,  pur-  ■ 
chased  100  shares  of  the  stock  of  the  M 
Company  for  $5,000.  He  sold  these  shares 
on  February  1,  1952,  for  $4,000.  On  each  of 
the  four  days  from  February  15,  1952,  to 
February  18,  1952,  Inclusive,  he  purchased 
50  shares  of  substantially  identical  stock  for 
$2,000.  There  is  an  indicated  loss  of  $1,000 
from  the  sale  of  the  100  shares  on  February 
1.  1952,  but,  since  within  the  61-day  period 
A  purchased  not  less  than  100  shares  of 
substantially  identical  stock,  the  loss  is  not 
deductible.  The  particular  shares  of  stock 
the  purchase  of  which  resulted  in  the  non¬ 
deductibility  of  the  loss  are  the  first  100 
shares  purchased  within  such  {oeriod,  that  Is, 
the  50  shares  purchased  on  February  15, 1952, 
and  the  50  shares  purchased  on  February  16, 

1952.  In  determining  the  period  for  which 
the  50  shares  purchased  on  February  15, 1952, 
and  the  50  shares  purchased  on  February  16, 
1952,  were  held,  there  is  to  be  included  tbe 
period  for  which  the  100  shares  purchased 
on  September  15,  1950.  and  sold  on  February 
1,  1952,  were  held. 


